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Preface
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Economy. Without their support this and other volumes, based on the
International Papers in Political Economy, would never see the light of the
day. Edward Elgar and Dymphna Evans have been excellent publishers. We
wish to thank them for their continuous encouragement and close collabo-
ration on this and, of course, on many other projects. As always we are
grateful to both of them and their staff.
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1. Money, finance and capitalist
development
Philip Arestis and Malcolm Sawyer

INTRODUCTION

There can be little doubt that the financial sector is much more important
now than it was even 20 or 30 years ago. This is not to deny that the financial
sector has always been central to capitalism, but rather to point to its
increased importance over the period. This importance may be seen in the
growth of financial services through to the rapidly increasing flows across
the foreign exchanges. The statistics on this account are staggering,

no other good or service has witnessed similar rates of growth in the period
1980-97. The value of financial service exports has increased almost fivefold;
over the same period, growth in trading manufactured goods has only tripled.
Interestingly, financial services are ahead even compared with major areas of
growth in international trade, such as telecommunications/information technol-
ogy (IT) and travel. (Seifert et al., 2000, p. 51)

Employment in the financial sector has also generally increased substan-
tially. This era has also been outstanding in terms of increased financial
flows across the foreign exchanges (with increases of the order of 50 per
cent each three years: see Arestis and Sawyer, 1997), with the inevitable
feature that a much decreased proportion of the exchange of one currency
for another is linked to trade or to long-term direct investment, and a much
increased proportion has been short-term financial movements seeking out
higher financial returns or seeking to gain from movements in the exchange
rates. In the past three decades, during the period of rapid growth of the
importance of finance (going alongside the liberalization and deregulation
of the financial sector), there has been much slower economic growth
across the globe as compared with the quarter of a century ending in 1973
(the ‘golden age of capitalism’). There have also been dramatic financial
crises, which have impacted on living standards and employment.
Chapter 2 by Cornwall and Cornwall addresses the issue of the broad
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2 Money, finance and capitalist development

determinants of capitalist development, whilst Crotty and Dymski in
Chapter 3 review the causes of the East Asian financial and economic crisis
of 1997-98. Toporowski focuses on the (increasing) role of financial deriv-
atives in Chapter 4, conventionally seen as a way of offsetting risk. In con-
trast, Toporowski sees them as uncertainty increasing rather than risk
decreasing. There has been an increasing trend across the world for both an
increased emphasis on monetary policy (at the expense of fiscal policy)
operated by an ‘independent’ (of democratic influence) Central Bank in
pursuit of the objective of low inflation. The next three chapters that follow
relate to this phenomenon.

CAPITALIST DEVELOPMENT AND FINANCE

Chapter 2 by John Cornwall and Wendy Cornwall provides a general
framework for the analysis of the long-run macrodynamics of capitalist
economies. Their framework has many aspects but two central elements, as
suggested in the title of their chapter, namely the role of aggregate demand
and the role of institutions. Aggregate demand does not only determine the
rate of unemployment, but also its rate of growth strongly influences the
growth of output and productivity. Further, the growth of aggregate
demand impacts on the distribution of income and output (for example
between sectors) and induces structural changes on the supply side.
Structural change includes changes to institutions, which are defined as ‘the
beliefs, customs, laws, rules and conventions that govern the behaviour of
individuals and groups within society’ (p. 15 of this volume). The authors
apply their framework to the broad sweep of postwar economic history
tracing through the origins and nature of the ‘golden age’ (the quarter
century or so ending in the early 1970s), the move from the golden age to
‘the age of decline’. The high levels of unemployment generally experienced
since the early 1970s (despite declines in some countries during the 1990s)
is seen as reinforced by ‘institutional changes which have reinforced the
already depressed economic conditions’ (p. 42 of this volume). Two institu-
tional changes stand out, both of which have increased the use of restric-
tive aggregate demand policies. The first is the new forms of hysteresis in
labour markets, which the authors view as increasing the rate of inflation
under low unemployment conditions. The second is the breakdown of the
Bretton Woods agreement, the move to a flexible exchange rate system and
the increasing deregulation of international capital movements. The
authors argue that “‘under this new regime the inflation costs are increased
in any economy that depreciates its currency as part of a stimulative, aggre-
gate demand package’ (p. 43 of this volume).
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The end of the Bretton Woods regime of fixed exchange rates in 1971/72
gave way to a regime of largely floating (market determined) exchange
rates, overlaid with attempts to operate quasi-fixed exchange rates (for
example within the European Exchange Rate Mechanism with fixed par-
ities amongst member currencies subject to relatively wide bands). The vol-
atility of exchange rates in this era is well known. Movements of exchange
rates of the order of 25 per cent within a single year are commonplace. The
post-Bretton Woods period has seen many substantial financial crises
which have often imposed large costs on the people in the economies
suffering the crisis with rising unemployment and poverty and falling real
incomes. The crises in Mexico of 1982 and then in 1994 are amongst the
best-known examples. The most recent major ones have been the East
Asian crisis of 1997, and the Russian and Brazilian crises of 1998/99.
Numerous explanations were advanced for the crisis and its rapid spread
between the economies of East Asia.

One group of explanations can be described as focusing on a ‘flawed
microfoundational mechanism of the “Asian model”’ (Crotty and Dymski,
p. 54 of this volume). These included charges of ‘crony capitalism’, or the
results of implicit government guarantees on loans which led to risky
lending (see, for example, McKinnon and Pill, 1997).! Another group of
explanations focused on national and international macroeconomic and
financial conditions. These included a focus on the effects of foreign loans
denominated in dollars on the local economies when the local currency was
forced to devalue against the dollar. James Crotty and Gary Dymski argue
that whilst these explanations have merit, the crisis did not arise from any
of these explanations acting by itself. Instead they see the crisis as arising
‘simultaneously as a conflict between international and national forces, on
the one hand, and as localized struggles between capital and labour, on the
other’ (p. 54 of this volume). They also explore the shift from the golden
age to a post-early 1970s era, which they describe as the ‘global neoliberal
regime’. They also consider the ‘myths and reality’ of the East Asian model.
But their analysis places considerable emphasis on the large flows of short-
term foreign capital that flooded into the Korean economy as it was liber-
alized in the mid 1990s. However, the authors attempt to investigate the
deeper structures which lie underneath the unstable cross-border financial
flows. They point to the structure of the global economic regime within
which these financial flows occur. They argue that ‘a complete understand-
ing of the causes and consequences of the Asian crisis, encompassing ulti-
mate as well as proximate causes, requires an investigation of the basic
contradictions of the global Neoliberal regime’ (p. 87 of this volume).2

The financial markets necessarily operate in an uncertain environment,
where uncertainty is distinguished from risk and refers to the essential
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unknowability of the future. Yet the literature on finance is dominated by the
view that the future is risky rather than uncertain, that is there is a frequency
distribution which governs the returns from each financial investment (of
which the mean and the variance are taken to be the important parameters).
Further, the development of financial futures including derivatives appear
‘as a spontaneous and ardently competitive set of markets’ projecting a web
of certain prices into an uncertain future, banishing the uncertainty that is
the black hole in inter-temporal general equilibrium’ (Toporowski, p. 102 of
this volume). Jan Toporowski in Chapter 4 argues that the operation of
financial futures can operate to increase the degree of uncertainty, rather
than the more conventional perception that financial futures help to reduce
risk. Toporowski argues that the conventional analysis of financial futures
instruments, which is based on perfect competition, is not consistent with the
rationale for these markets in terms of projecting values which are certain
onto an uncertain future. The emergence of different types of agents (indus-
trial and commercial companies, banks or brokers, and investment funds)
along with financial stability and large capital inflows into financial markets
help to account for the rapid expansion of financial futures. The chapter
seeks to advance a simple way of regulating the trading of derivatives, and
examines the financial fragility associated with the derivatives markets.
Toporowski argues that the ultimate challenge to financial derivatives is pre-
sented by instability in financial markets. The conventional view would be
that growing financial instability would lead to increasing use of financial
derivatives to hedge against instability. In contrast, Toporowski argues that
there should be pessimism on the prospects for financial futures. He con-
cludes that in time ‘“financial futures [will be seen] less as a class of financial
innovations that secures us all against financial instability, and more as
peripheral, speculative markets that flourished in the era of finance at the end
of the twentieth century’ (p. 131 of this volume).

MONEY AND THE CLASSICAL DICHOTOMY

The financial system, notably in the form of banks, provides loans and
bank credit, which enables the expansion of expenditure to be financed.
The expansion of expenditure and thereby of the economy depends cru-
cially on the granting of bank credit. The banks are then at the heart of the
credit and monetary system. This simple, and rather obvious, statement is
closely linked to the nature of money. The monetarist ‘story’ has long been
that an expansion of the money stock (rather misleadingly labelled money
supply) leads to ‘excess’ money (there being more money than people wish
to hold) which in turn leads to spending which bids up output and then
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prices. With the addition of the assumption that output will tend to be at a
‘natural’ (equilibrium) level set by the supply potential of the economy, it
follows that the expansion of the stock of money leads to rising prices. The
‘natural’ level of output corresponds to the ‘natural rate of unemployment’
(Friedman, 1968).

The separation between the real side of the economy and the mone-
tary/financial side of the economy has often been referred to as the ‘classi-
cal dichotomy’. This permits the idea that the supply-side forces (interaction
of the demand and supply for goods and services) determine the level of
output and employment (and indeed the allocation of output and employ-
ment between different sectors of the economy). The level of aggregate
demand is portrayed as sufficient to ensure that the available supply is
demanded and bought (Say’s Law). The monetary side (which is also
identified with the demand side in that the level of demand is dependent on
the real value of the money stock) is instrumental in the determination of
the level of prices, and hence changes in the stock of money lead to changes
in prices (inflation).

The ‘natural rate of unemployment’ (the NRU) is a terminology still in
use (especially on the American side of the Atlantic), though many would
now draw on the concept of the non-accelerating inflation rate of unem-
ployment (NAIRU) as the supply-side equilibrium. The NRU and the
NAIRU share many common features, notably that both are supply-side
equilibrium concepts with departure of unemployment from those levels
involving accelerating inflation (if unemployment is below the NRU or the
NAIRU) or accelerating deflation (if unemployment is above the NRU or
the NAIRU).

Friedman (1958) used the ‘story’ of dollar bills being dropped from a
helicopter, picked up by individuals who now feel better off. These lucky
individuals then proceeded to spend these dollar bills, bidding up output
and then prices. The term ‘helicopter money’ has often been used to sum
up this story. It is a useful story in so far as it vividly illustrates the nature
of money as envisaged in the monetarist thesis. It comes into existence in
an exogenous manner in that individuals finding the dollar bills may be
glad, but had not sought them out or expected them to come into existence.
The individuals did not have to give up anything to procure these dollar
bills nor did they have to make promises to repay in the future.

In the world in which most of us live, money is not at all like this. The vast
majority of trade is not financed by dollar bills, pound notes, euro notes (or
whatever cash is), but rather by the transfer from one bank account to
another (whether through the writing of a cheque, electronic transfer or
other means). A deposit is moved from one bank account to another.
Money is largely or entirely credit money. Money is simultaneously an asset
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(deposit held by non-bank public) and a liability (of the bank). Money
comes into existence when a bank grants a loan and the loan is spent and
arises as a deposit in the bank account of the recipient. Money goes out of
existence when a loan is repaid and the corresponding deposit destroyed.
Loans are usually taken out because the lender wishes to spend the loan and
are made by banks because the banks judge them to be profitable. Banks can
make more or less loans depending on their perception of the rewards and
risks involved: individuals can take out more or less loans depending on
their plans to spend (including acquiring assets) and their ability to repay
the loan.

The differences between the monetarist approach and the one that has
just been sketched can be described in terms of exogenous versus endoge-
nous money — whether the money is created outside of the private sector or
created within the private sector (through the actions of banks and the
public). Debates over these issues can be traced back to at least the early
nineteenth century with the debates between the bullionists and the anti-
bullionists, and later with the currency school and the banking school.
However, as Chick (1992) argued, the banking system changes over time
and can be viewed as proceeding through a number of stages. The analysis
of this paper is based on the view that the banking system in industrialized
countries has reached stage 5 in Chick’s terminology, where (changes in) the
demand for loans leads to changes in the amount of loans, which generates
(changes in) deposits, which in turn cause (changes in) reserves. In recent
years, the analysis of endogenous money has become particularly asso-
ciated with post Keynesian economics where there has been considerable
debate on the specific nature of endogenous money (Moore, 1988; Cottrell,
1994: Arestis and Howell, 1996; and drawing on the circuitist approach,
Graziani, 1989).

In Chapter 5 Peter Howells reviews the present state of the thesis that
money is endogenous. The central idea of the endogeneity thesis is ‘that the
money supply is determined by the demand for bank lending’ (Howells,
p. 134 of this volume) which in turn depends on the ‘state of trade’. The
endogeneity of money provides a direct refutation of the Quantity Theory
of Money by reversing the direction of causation between the stock of
money and the level of nominal income, and the endogeneity approach
views causation running from nominal income to money stock, and
specifically views inflation as the cause of expansion of money stock (rather
than the reverse).

There have been, though, many debates and differences of analysis and
of emphasis amongst those who broadly adopt the endogenous money
approach. In his chapter, Howells pays particular attention to the more
contentious aspects of the endogeneity thesis. He draws a contrast between
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endogeneity and exogeneity before proceeding to review the question as to
whether the endogeneity of money is a feature of particular stages in the
evolution of the banking system (or whether money has, in some sense,
always been endogenous) The chapter then moves on to look at the ques-
tion of why reserves (from the Central Bank) appear to be always available
to validate whatever growth of loans and deposits occurs to ‘meet the needs
of trade’.

It is generally observed that the Central Bank sets the key discount rate
(which may go under a number of names, for example Bank Rate, ‘repo’
rate) and that other interest rates generally move in sympathy with that key
discount rate. How exactly the mark-up of, for example, the rate of inter-
est on loans over the discount rate and the mark-down of the rate of inter-
est on deposits is set, is not so obvious. The notion that money is
endogenous has been given the simple representation of a horizontal
supply curve, in contrast to the vertical supply curve of the exogenous
money (in both cases the supply curve is drawn in the quantity of money,
interest rate plane). Howells questions whether what has been drawn as a
horizontal supply curve is really a supply curve at all. The chapter con-
cludes by reviewing the debates over the mechanisms which bring decisions
to lend money (reflected in loans) and decisions to hold deposits (demand
for money) into reconciliation. Loans and deposits are the major items on
the two sides of bank balance sheets. Loans bring money into existence, but
money remains in existence only if someone willingly holds it (rather than
uses it to repay loans). A variety of mechanisms have been proposed for
bringing loans and deposits into equality with one another.

The ‘monetarist experiment’ in the form of controlling or targeting the
growth of the stock of money to control the rate of inflation ended in
failure and was relatively quickly abandoned. For example, monetary tar-
geting was adopted in the UK in the mid 1970s and dropped in the mid
1980s: in the US it was adopted in 1979 only to be dropped in August 1981.
The chosen stock of money proved difficult or impossible to control,
targets were often missed, and the supposed empirical links between growth
of money and growth of prices went awry. For the believer in exogenous
money, this failure may have been failure of will by the Central Bank or
monetary authorities to impose monetary discipline (or may have been due
to treachery by Central Bankers: see, for example, Friedman, 1980). For
those who could see that money is endogenous, there was no surprise. The
stock of money will grow at any target rate if the demand for money grows
at that rate, which depends on what is happening to prices, real incomes and
the propensity to hold money.

Two significant shifts in monetary policy have occurred in a wide range
of countries in the past two decades. The first was a general shift to the
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more explicit use of the Central Bank discount rate as the major (or sole)
form of monetary policy. The second was making the Central Bank inde-
pendent — that is independent of political control. Alongside this ‘inde-
pendence’, the Central Bank (or a part of, such as the Monetary Policy
Committee of the Bank of England in the case of the UK) was given the
single objective of low inflation or price stability. These two are combined
to give the view that the discount rate (which then influences the general
spectrum of interest rates) is the instrument to be used in pursuit of the
objective of low inflation. One instrument, one objective. The justification
for this is that monetary policy is appropriate for the control of inflation,
and the level of unemployment is determined on the real side of the
economy in line with the classical dichotomy at the NAIRU. We return to
a discussion of the NAIRU below.

This approach is predicated on a series of dubious premises. The first is
the idea that the single objective of monetary policy should be the rate of
inflation, without regard to the consequences for employment, investment,
foreign trade (via the exchange rate), or any other real variable. The second
is that the rate of interest is an appropriate and effective instrument for
influencing the rate of inflation. The argument appears to be that the rate
of interest will influence the level of aggregate demand (consumer expen-
diture, investment and so on) which in turn influences the rate of inflation.
Each of those links is, at most, a weak one, and high interest rates can
readily have long-lasting adverse effects. If high interest rates are effective
in reducing investment, then there are long-lasting consequences on pro-
ductive capacity and future possibilities for non-inflationary high levels of
employment (Sawyer, 2000). If high interest rates put upward pressure on
the exchange rate, there will be effects on export demand.

The third is that an ‘independent’ Central Bank will establish greater cred-
ibility in the eyes of the financial markets that the objective of low inflation
will be pursued. It is argued that bankers have a reputation for being ‘con-
servative’ in the sense of placing greater weight on low inflation and less
weight on high levels of employment than most politicians and others.
Inflationary expectations are lower (than otherwise) enabling low inflation
to be more readily realized (see, Forder, 2000, for a fuller discussion).

Costas Lapavitsas in Chapter 6 analyses the political economy of central
banks and asks whether these banks are agents of stability or sources of
instability. He argues that ‘the recent theoretical emphasis on the role of the
central bank in the financial system orchestrates its significance’ (p. 179 of
this volume) as there are narrow limits constraining the effectiveness of
central bank operations which are placed by the demands and requirements
of capital accumulation. The capitalist economy involves financial and eco-
nomic instability, which cannot be abolished by the central bank, no matter
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what objectives the central bankers pursue (or are instructed to pursue),
their experience or the economic thinking which influences their decisions.

Lapavitsas concludes that central bank independence is a ‘deeply prob-
lematic notion in theory and practice’ (p. 000 of this volume). The credit
system has a central bank to underpin credit money through the provision
of reserves for the banking system. The central bank is forced to supervise
the credit system and to lend reserves in times of financial distress. But there
are limits to what the central bank can do as the provision of credit is linked
with seeking to foresee an unknowable and uncertain future, occurring
within the anarchy of the underlying process of capital accumulation. A
central bank holds ‘an organic position in the financial system’ (p. 200 of
this volume), and cannot be independent of either the state or of the private
sector. The present trend towards Central Bank ‘independence’ is seen as a
response to the monetary instability of the post-Bretton Woods world.
However, financial innovation in the generation of credit money set limits
to the ability of the central bank to pursue price stability.

The other part of the ‘monetarist’ story has been the NRU (and the
NAIRU) as mentioned above. In Chapter 7 Malcolm Sawyer presents a
detailed critique of the concept of the NAIRU. He points out that there are
many different formulations of price and wage determination which go to
form an economic model for which the NAIRU is an equilibrium solution.
Nevertheless, these models have sufficient similarity to be able to discuss
their common features. The focus of the chapter is on the question of
whether there is a level of unemployment for which inflation would be con-
stant and, if so, what are the determinants of that level of unemployment.
In particular, is any such level of unemployment to be regarded as capable
of being shifted through changes in the capital stock, measures to arrive at
a consensus over the distribution of income and so on. There is little con-
sideration of aggregate demand in connection with the NAIRU. Aggregate
demand has to be considered in deriving relationships between the real
wage and employment, and in underpinning any level of employment
(equilibrium or not) which could be achieved. Further, aggregate demand
enters into the determination of the level of unemployment in two further
respects, namely through its effect on capacity and in a range of cases where
the relationship between price and wage is settled at the enterprise level.
The basic arguments pursued in the chapter are that there are a series of
theoretical weaknesses with the approach to the NAIRU, and in particular
there has been a rather cavalier dismissal of the role of aggregate demand.
Specifically, if the notion is that for some given set of institutional and
other arrangements there is a level of unemployment which would be con-
sistent with constant unemployment, then it is necessary to explore the
determinants of that level of unemployment, and the degree to which it can
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be shifted over time with appropriate aggregate demand, income distribu-
tional and supply-side policies.

NOTES

1. See Chang (1999) for a detailed critique of this approach.
2. See Robinson Group ( 1999) for proposals for the reform of the world financial system.
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2. An evolutionary—Keynesian analysis
of capitalist performance
John Cornwall and Wendy Cornwall!

2.1. ALTERNATIVE FRAMEWORKS

Over the course of this century, the records of the currently advanced cap-
italist economies reveal two outstanding characteristics of macroeconomic
development. First, economic growth has been accompanied by radical
transformation of economic structures; and second, as Table 2.1 shows,
lengthy periods of rapid growth and near full employment have alternated
with equally long episodes of stagnation and high unemployment.? Our
objective is to develop a framework that explains both good and poor
macroeconomic performance as outcomes of a dynamic process that
emphasises the changing structure of capitalist economies as they develop.
Of central interest is the interaction between economic performance and
economic structure that generates endogenous changes in each.

Development is not mere expansion of output. History shows that
growth and structural change are inseparable in real economies. As indus-
trialization and modernization proceed, the structure of the economy
changes; and structure includes not only tastes and technologies, but also
the institutions that govern economic activity. While some change may be
traced to exogenous causes, much of it is endogenous, the result of routine
economic activities. Endogenous changes in structure link the past with the
future, demonstrating that development is an evolutionary process, not
simply a sequence of disjointed phases. We argue that the most significant
structural change of the post-World War II era occurred in institutions.3
Consequently, the framework introduced here concentrates on institutions,
on how they influence performance, and on the endogenous process of
institutional change as the link between episodes of good and poor macro-
economic performance. This does not deny the importance of exogenously
caused change, which is also included in our explanation; but emphasizing
endogenous change allows us to analyse capitalist development as an
evolutionary process.

11
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An evolutionary—Keynesian analysis of capitalist performance 13

Change cannot be analysed within the mainstream equilibrium frame-
work. Rooted in mechanics, the neoclassical growth model describes only
the response of the system to changes that occur outside the model, that is,
in the structural variables. When a structural variable changes, the model’s
sole response is to restore equilibrium, the original one if the change is tem-
porary, a new one if it is permanent. The cause of all long-run economic
change is to be found outside the economy.

There are additional difficulties with modelling development within an
equilibrium framework. According to the conventional wisdom of neoclas-
sical economics, capitalism is a self-regulating system. If it is not actually
moving along a full employment steady state growth path, it is converging
toward one. The implicit assumption is that the speed of adjustment to
equilibrium is rapid relative to the frequency of exogenous disturbances. If
this cannot be assumed, the concept of equilibrium loses much of its use-
fulness as an organizing concept for analysis. And indeed the record shows
clearly that during the approximately 80 years for which data are available
there have been two prolonged episodes of widespread high unemployment
in the OECD economies. If we exclude the World War I and World War 11
years, these two episodes account for half of the period, yet they are
regarded as simple disturbances followed by convergence to equilibrium.

The neoclassical model is ahysteretic, that is, the equilibrium is uniquely
determined by values of exogenous structural variables. This equilibrium is
assumed to be stable, so that any temporary shock, no matter how large or
small, or when it occurs, or which of the state variables is affected, has no
long-run effect; the economy returns to the previous equilibrium. If the
change is permanent, the economy moves toward the new equilibrium; the
previous equilibrium or behaviour of the economy has no impact on the
new one. It is as though history did not exist. There is no independent role
for aggregate demand in the neoclassical model; it simply adjusts passively
to aggregate supply. The weakness of the proposed adjustment mechanism
is taken up elsewhere (Cornwall and Cornwall, 1997). Here, we simply
point out that the occurrence of lengthy periods of high unemployment is
evidence of this weakness. Lastly, in the neoclassical model institutions
appear solely as ‘market imperfections’ which cause deviations from the
equilibrium path of the economy. They are obstructions to be removed by
policy, so that the self-regulating mechanisms of the economy can operate
unhindered.

Our evolutionary—Keynesian framework draws upon three traditions:
that associated with Schumpeter (1961) and Svennilson (1954), with its
emphasis on structural change and transformation as an integral part of
the economic evolutionary process; institutional economics with its stress
on rules, laws, customs and beliefs as structural determinants of economic
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and political behaviour; and Keynesian economics with its emphasis on
aggregate demand as a key determinant of economic performance and out-
comes.

Sections 2.2 and 2.3 outline our approach, which is designed to analyse
the causes of change. Sections 2.4 to 2.7 discuss other theories to provide
the context for our approach. Sections 2.8 to 2.12 and 2.13 to 2.17 apply
the approach to explain the two post-World War II episodes, the golden age
and the subsequent age of high unemployment, respectively. We investigate
the underlying changes that allowed the golden age to follow the depression
of the 1930s, and the changes that caused it to come to an end, leading to
the current period of high unemployment and low productivity growth
rates. Sections 2.18 to 2.20 discuss the advantages of using an evolution-
ary—Keynesian approach, both to diagnose the causes of malfunction and
to establish appropriate remedies, followed by the conclusion. In covering
the development of many OECD economies over half a century, this
chapter provides highlights of a very broad study, rather than presenting a
compact single topic.*

2.2. AN EVOLUTIONARY-KEYNESIAN
FRAMEWORK

2.2.1. An Extended Keynesian Approach

In a study of macroeconomic performance and the evolving structure of
the economy, a decision must be taken on which dimensions of perfor-
mance to emphasize. We focus on aggregate demand and its rate of growth,
and use the unemployment rate to indicate the strength or weakness of
aggregate demand conditions. The focus on aggregate demand reflects both
its direct impact on other economic variables and its indirect impact on the
structure of the economy. In a world devoid of invisible hands, full employ-
ment even in the long run is not guaranteed; the unemployment record will
reflect the state of aggregate demand. As well as the unemployment rate,
the level and growth of aggregate demand directly influence the behaviour
of other economic variables such as the levels and growth of output, pro-
ductivity and per capita incomes. Less obvious but of great importance, the
rising levels of per capita incomes and affluence generated by growing
aggregate demand and output alter the distribution of sectoral output and
employment, the result of differences in sectoral productivity growth rates
and income elasticities of demand. Growing aggregate demand also alters
the distribution of output between public and private sectors, as rising per
capita incomes permit the expansion of government’s taxing and spending.
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In contrast, stagnant per capita incomes and high unemployment bring
these aspects of transformation to a halt, as illustrated by the Great
Depression.

Clearly in our analysis (as in the real world), there are no steady-state bal-
anced growth equilibrium outcomes. Nor are there any long-run outcomes
determined entirely exogenously, because the total impact of aggregate
demand is more profound than the distributional effects just cited. These
effects in turn induce structural changes on the supply side. For example,
aggregate demand and its growth influence the choice of production tech-
niques and the growth of the labour force through induced effects on par-
ticipation rates and immigration. Finally, growing incomes and rising
affluence induce institutional changes, for example, by shifting the distribu-
tion of power from capital to labour and by raising the aspirations and
expectations of ordinary workers (Kalecki, 1943). Directly and indirectly,
Keynesian forces initiate dynamic processes that play a pivotal role in eco-
nomic development by changing several dimensions of the economic struc-
ture. The influence of aggregate demand on aggregate supply even at full
employment, but especially its role in changing the structure of the
economy extends Keynes’s analysis.

2.2.2. The Role of Institutions

Institutions can be defined as the beliefs, customs, laws, rules and conven-
tions that govern the behaviour of individuals and groups within society.
They define what is acceptable behaviour, the rights and responsibilities of
individuals and groups, and the penalties for noncompliance. Institutions
are the rules of the game, individuals and organizations are the players
(North, 1990). They are intrinsically collective in nature, reflecting the
culture and values of the society and a desire for orderliness in social rela-
tions. In the broadest sense, they ‘legitimize’ actions, including the assertion
of power by individuals and groups, and reconcile conflict. Clearly, we limit
our study to institutions that influence economic behaviour; as an integral
part of the economic structure they are among the determinants of eco-
nomic performance. However, like tastes and technologies they are subject
to change. Indeed, as will be apparent, institutional change has been the
overriding structural change leading both to the golden age and to its even-
tual end.

Although we regard the inclusion of institutions as essential to a clear
understanding of these events, they cannot be simply added to the economic
variables. Institutions provide structure to social and economic interchange,
a function that requires stability. Their collective nature promotes this stabil-
ity, since change requires general consent. In stable societies, and especially
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in democracies, significant institutional change is infrequent, the culmina-
tion of a slow process as collective support is established, or as the relative
power of groups within the society shifts. Change is also actively resisted
when vested interests exert the power they derive from existing institutions
to protect the status quo. The main point here is that significant change to
the institutional structure is slow compared to the rate at which economic
variables change. Consequently, we are able to make a distinction between
the short run, when the institutional structure is regarded as effectively fixed,
and the long run when it undergoes change. In each short run, the prevail-
ing institutions affect performance by structuring behaviour, either enabling
or hindering the achievement of economic goals.

The choice of institutions to study flows from the decision to emphasize
aggregate demand as a prime determinant of economic performance.
Relevant institutions are those that determine whether high and growing
aggregate demand will prevail, or whether it is weak or stagnant; a law for-
bidding fiscal deficits is an obvious example. Of equal note are institutions
that enable or thwart the realization of other desirable goals under full
employment conditions. For example, if labour market institutions that
reduce or eliminate inflation at full employment are weak or absent, full
employment will not be achieved, as governments have consistently given
priority to a low inflation target. Using the unemployment rate to indicate
the strength of aggregate demand, we divide the postwar years under study
into two episodes, shown in Table 2.1. An episode is defined as a period
during which the institutional structure exerts an unchanging influence on
aggregate demand, determining whether unemployment performance is
good or poor. Using Marshall’s view of equilibrium as a state of rest, this
is a state of institutional rest.

2.2.3. Path Dependence: Institutional Hysteresis

That institutions matter was the central point of the last section. Here, we
stress that history also matters, that events and trends of the past influence
the present and future and that institutional change is prominent among
the manifestations of this influence. In general terms, a hysteretic system
differs from the ahysteretic system of neoclassical analysis in that its long-
run path is dependent upon its history. {The] distinguishing feature of a
system in which hysteresis is postulated to be present is that the behaviour
of the system cannot, ex hypothesi, be explained by reference to state vari-
ables alone: instead the past history of the system has to be invoked, as well
as state variables, in order to explain the behaviour of the system’ (Cross
and Allen, 1988, p. 26).

Consider a simple example, couched in terms familiar to mainstream
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analysis. Suppose there is a one-off exogenous shock to an economic system
initially on a full employment growth path, that causes unemployment to
rise. In mainstream equilibrium analysis, it does not matter what caused the
shock, or whether unemployment rises to 10 per cent or 50 per cent; nor
does it matter how long the system is out of equilibrium. As long as there
is no change to the structural variables, the economy will return to its orig-
inal growth path. In a hysteretic system, we expect the disequilibrium to
cause further changes which will differ, depending upon the type and sever-
ity of the shock and on the path of the economy as it responds to the dis-
turbance. Most importantly, these changes can alter the structural variables
or the parameters of the system (Setterfield, 1997, ch. 5), so that the
economy will not return to its former growth path.

Institutions are part of the economic structure, and path dependence
shows that even a one-off shock can alter them, whether directly or indi-
rectly, and is capable of radically changing future performance. Therefore
the kind of economic shock that will have no permanent effect in the neo-
classical model may well have a lasting effect in our model if it causes insti-
tutions to change. However, it is the institutional change itself (from
whatever source) that influences the future path of the economy, via the
new set of institutional structures it imposes on aggregate demand. We use
the term institutional hysteresis to describe this path dependence.

2.2.4. Institutional Change: the Long Run

Some institutional change might reinforce current performance or have no
effect, but our interest lies in explaining the causal process underlying the
alternating historical periods of high and low unemployment and related
macroeconomic measures. Therefore, we concentrate on institutional
change that alters aggregate demand conditions, leading to radically
different economic performance; that is, resulting in the advent of a new
episode. Furthermore, while the source of institutional change may be
either exogenous or endogenous, we argue that in the post-World War 11
era endogenously generated institutional change has provided the evolu-
tionary mechanism in the OECD economies.

Endogenous change in institutions is induced by the performance of the
economy. For example, prolonged periods of either good or poor perfor-
mance shift the distribution of power between capital and labour, and alter
the institutions of the labour market; these changes may be embodied in
law or established as new behavioural norms, as one group or the other
exerts its growing power. This process of change demonstrates path depen-
dence, because it is the institutions in one episode that determine the state
of aggregate demand, which in turn determines the performance that
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induces institutional change, thus establishing the new institutions that will
operate in the next episode, influencing its performance. It is also an evolu-
tionary process, with change initiated endogenously, not brought about by
exogenous events, providing a mechanism by which capitalism transforms
itself. The central role of aggregate demand in this process is reflected in the
term ‘evolutionary—Keynesian’ used in the title.

However, in real economies exogenous events are a second source of
institutional change, which they cause in either of two ways. The first is an
exogenous shock that directly changes one or more of the institutions that
determine the state of aggregate demand and unemployment. For example,
if the majority of countries in a trade agreement decide to change the rules,
the others must abide by the changes or cease to be members of the group.
Either way, their rules are changed, a direct effect of external forces. Besides
discrete events of this sort, there are also exogenous trends such as the
extension of the franchise, the spread of literacy and increasing urbaniza-
tion, all of which change behaviour and beliefs and contribute to institu-
tional change. The second possibility is that instead of directly causing
institutional change, an exogenous shock has an indirect effect by first
affecting economic performance, and only subsequently, via the feedback
from performance to institutions, inducing institutional change. In this
case, an external shock sets an evolutionary process in motion.

Here, we have isolated three distinct routes by which institutional change
can occur and produce a new episode. Two of them are evolutionary pro-
cesses, one purely endogenous, induced by existing performance within an
episode, the other induced by a change in performance initiated by an exog-
enous shock. Both provide the link between episodes essential to an evolu-
tionary process. The third is not evolutionary, institutional change being
the direct result of exogenous forces. It is only in the new episode brought
about by the institutional change that it caused, that the effects of this
external shock become part of the evolutionary process; in the new episode,
these changed institutions determine the economic performance that will
induce further change. The distinction between the three routes of institu-
tional change is useful in applications, where the historical record shows
that there is usually some combination of them at work simultaneously and
that their influences are often mutually reinforcing. It allows us to clarify
the individual contributions of events and processes that lead to a new
unemployment episode.
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2.3. A VISUAL REPRESENTATION OF THE
SOURCES OF CHANGE

Figure 2.1 provides a simple picture of these processes of change. The left-
most box depicts the economic structure in place for episode A. Then, given
the specific Keynesian endogenous mechanism describing the aggregate
demand side of the model, the detailed macroeconomic performance of
episode A is determined; this is represented by the left-most of the horizon-
tal arrows. However, of most interest is the initial configuration of institu-
tions that determines the general characteristics of macroeconomic
performance of the episode. These institutions govern economic behaviour,
determining whether or not a high level of aggregate demand will obtain.
This will decide whether unemployment is low and macroeconomic perfor-
mance good, or if episode A has poor performance. The three routes of
institutional change are also shown. First, the performance determined by
the structural variables can induce institutional change, a process shown by
the sequence of horizontal arrows. Second, exogenous factors affect perfor-
mance, shown by the vertical arrow, and this changed performance induces
institutional change. These are the two types of evolutionary process.

In both cases the performance-induced changes in institutions alter per-
formance in the next period, that is, they generate a negative feedback,
allowing us to model alternating historical episodes of high and low unem-
ployment (and related measures of macroeconomic performance). For
example, assume episode A is a period of low unemployment and that per-
formance eventfully induces changes in institutions which lead to an
episode of high unemployment. Moving further from left to right across the
diagram, developments from one episode to the next are portrayed by the
two middle horizontal arrow segments ending at the right-hand-side box.
The new box depicts the set of structural variables of episode B and the
beginning of a period of poor performance.

Finally, exogenous events can directly alter institutions, shown by the
diagonal arrow. The result in each of the three cases is to establish a new
set of institutions, initiating a new episode. However the third case illus-
trates institutional hysteresis but not evolutionary change; it is not linked
to past performance, but it will influence future performance and in doing
so may become part of a future evolutionary process.

It should also be emphasized that all arrows in the diagram refer only to
events or trends that either directly or indirectly led to changes in institu-
tions, as these were the linkages in the post-World War II era. Changes in
tastes and technologies, whether induced by performance or exogenous, are
of interest only to the extent that they directly or indirectly alter institutions
in ways that affect the unemployment record. Hence the horizontal and
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diagonal arrow segments end at the institution panel of the right-hand-side
box. We do not preclude the possibility of positive feedbacks affecting
dynamic processes in real world situations. These occur within an episode,
contributing to its persistence. But it is negative feedback that causes
change, allowing us to model the historical record of alternating episodes
of high and low unemployment.

2.4. ALTERNATIVE THEORIES OF CAPITALIST
DYNAMICS

The objective of this section is to provide some context for our framework
of analysis and its explanation of twentieth-century economic develop-
ment. We do this by first examining new growth theory, which has two
branches. The first, endogenous growth theory, is in the neoclassical growth
theory tradition with its neglect of institutions. The second branch includes
institutions in its analysis but does not attempt to integrate them into any
kind of dynamic process. We then turn to examples of theories in the ‘polit-
ical economy tradition’ in which structural change, especially institutional
change, is an integral feature of the development process.

2.4.1. New Growth Theory

Endogenous new growth theory suffers from most of the shortcomings of
neoclassical growth theory, particularly its lack of concern with structural
change, including institutional change and the implicit assumption of con-
tinuous full employment. As in neoclassical growth theory, the centrepiece
of the model is an aggregate production function, distinguished from the
former by an important modification. In place of the neoclassical assump-
tions of diminishing returns to capital and constant returns to scale, it
assumes constant returns to capital (Romer, 1986, 1990; Lucas, 1988). The
main impact of this change is that the long-run rates of growth of output
and productivity are no longer independent of the savings (and investment)
ratio. However, this ‘correction’ is bought at great cost; the model lacks
robustness. The slightest deviation from the assumption of constant returns
to capital leads to either ever-accelerating rates of growth or zero growth.
The second branch of new growth theory, quite distinct from the first, is
comprised of international cross-section regressions with average growth
rates of productivity of the different economies as the dependent variables,
and with income levels and a set of institutional-economic variables repre-
senting influences such as religion, educational levels and the development
of democratic institutions as independent variables (for example, Barro,
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1991). This branch of new growth theory resembles the work of Olson
(1982), who stressed the favourable effect of disruptions of institutions on
the growth process and growth rates in developed capitalist economies.
Such studies constitute only the first stage in a framework for modelling
structural change over time. No attempt is made to incorporate feedback
from growth to the structural influences assumed to determine growth as in
our study.

2.4.2. The Political Economy Tradition

New growth theory models in the neoclassical aggregate production func-
tion tradition describe the interactions of purely economic variables, ignor-
ing structural change even while professing to model long-run outcomes.
These theories demonstrate the marked contrast between current main-
stream macrodynamics and those treatments of the subject that fall under
the heading of the political economy tradition. For the most part, political
economy theories have developed independently of the trend toward
formal modelling, and while broader in scope have too often been content
to rely on rather loose generalizations. As in our study, a common theme is
that periods of economic malfunction are inherent to capitalist develop-
ment, a fundamental difference from conventional macrodynamics, which
either ignores malfunction completely or treats it as a temporary aberra-
tion, attributable to correctable market imperfections or to exogenous
shocks.

Marx must be counted among the most influential of the early political
economists. Whether they accepted Marx’s views or opposed them, later
writers have benefited from his insights. What is of interest here is not
whether Marx correctly predicted the fate of capitalism, or even whether
he provided a complete theory, but that he recognized capitalist develop-
ment as a process of both economic and structural (including institutional)
change, brought about by periods of serious malfunction generated within
the system itself. This conception of capitalist development as structural
change is discernable in many other theories of long-run economic devel-
opment. Most of these have stressed technological change as the source of
transformation, others highlight institutional change. They fall into three
groups. The first group includes theories that focus on technology as the
driving force behind economic development, with only a passing interest in
institutions. Theories in the other two groups include institutional change
as an integral part of the analysis. In the first of these, institutional change
and economic performance are essentially responses to exogenous forces.
These theories incorporate dynamic processes that are hysteretic but not
evolutionary. In the third group, technology plays an important but largely
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exogenous role; these stress evolutionary mechanisms of the type discussed
in Sections 2.2 and 2.3.

2.5. TECHNOLOGY AS THE ENGINE OF
DEVELOPMENT: THE LONG CYCLE SCHOOL

The first group includes various versions of long cycle theory (Kondratiev,
1925; Mandel, 1964; Van Duijn, 1983). The existence of long cycles is con-
troversial, but our interest lies in the methodology used by its proponents.
Their objective is to explain what they see as fairly regular long-run swings
in economic activity with special emphasis on rates of growth of GDP.
These swings are claimed to be driven by the pattern of investment which
is governed by technological change. Technological change is treated as
exogenous.

In these theories good times alternate with bad, as the initial expansion-
ary phase of the cycle comes to a close when overexpansion of capacity,
market saturation and reduced profitability lead to the downturn. While
each proposes an endogenous process of decay, there is no agreement
among them about how the upturn originates, and none provides a con-
vincing explanation. In earlier work, explanations of the upturn relied
upon the ad hoc introduction of exogenous events, whether scientific dis-
covery or discovery of new territories, which are met with a burst of entre-
preneurial activity. More recent versions assume there is an underlying
steady growth in demand that eventually eliminates over-supply. In each
case, this marks the beginning of a new long phase of growth, which ends
with the next downturn as the pattern inevitably repeats itself. The reliance
on exogenous events seriously weakens the claimed regularity of the cycles,
and reduces them to a series of disjointed phases. This lack of connection
between cycles is the greatest obstacle to any claim that these are coherent
theories of capitalist development.

The explanation we offer differs from long cycle theory in several
respects. First, ours is not a theory of cycles. There is no a priori reason
to claim that an episode will be of any particular length. Second, the shift
from good to poor performance in long cycle theory is a simple exhaus-
tion of the current boom; in our approach the shift is the result of struc-
tural change, as is the reverse shift. Lastly, the engine of change is not
constant from one episode to the next; each has its own unique combina-
tion of forces effecting change. In tracing the linkages between episodes
to structural change, we include technological change, but open up other
components of structure, institutions in particular, as potential causes of
changed performance. Institutions are given no place in long cycle theory.
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It is precisely this expansion of structure beyond merely technology that
permits explanation of both upturns and downturns, providing the link-
ages between episodes of good and poor performance that long cycle
theory fails to provide.

2.6. THEORIES WITH VARIABLE INSTITUTIONAL
STRUCTURES

This section considers models that include institutions as part of the chang-
ing structure that typifies capitalist development. While the processes of
change they propose exhibit path dependence, they are not evolutionary.
Evolutionary theories are left for the next section.

2.6.1. Early Schumpeter

Schumpeter’s early work (1912) had much in common with long cycle
theory, in particular its reliance on long-run exogenous forces, for example,
new technologies such as the development of the railway system in the nine-
teenth century. Long-run cyclical growth was very much dependent upon
the result of a periodic bunching of technological innovations, which
together with induced effects on investment in older, less innovative indus-
tries, generated long-run investment and growth cycles. Schumpeter’s long
cycles eventually came to an end for the same reasons advanced by long
cycle theorists. Put simply, they were the natural consequences of the cycle
itself and hardly qualified as the beginning of a crisis. Indeed Schumpeter
assumed labour was fully employed throughout the long cycle. The forces
reversing the downswing were not well developed and thus the timing of a
bunching of innovations was poorly explained. Certainly inventions, the
necessary scientific basis of innovations, were considered exogenous to the
economy’s performance. In these features Schumpeter’s earlier work is vir-
tually indistinguishable from long cycle theory. But Schumpeter also placed
great emphasis on capitalist development as a sequence of phases, defined
rather generally by their institutions.

His particular interest was to explain the phase before capitalism had
become ‘trustified’ and ‘laboristic’, with the different phases dominated by
long-run exogenous components. In this way institutional change was rec-
ognized as an important historical element, but there was little in the way
of an endogenous theory of either technological or institutional change in
this part of his work.
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2.6.2. The Regulation School

The notion that the ‘wrong’ political and social institutions impede eco-
nomic progress, and that the right ones must be found to allow economic
progress to proceed smoothly and yield its benefits to society, is found in
the ideas proposed by the Regulation School (for example, Aglietta, 1979;
Boyer, 1986). Based in Marxian economics, regulation theory also draws
upon Keynes and Kalecki to develop an institutionalist analysis of capital-
ist transformation in the twentieth century. In this theory, demand is an
important component, determining the balance between consumption and
investment spending. Regulationists view capitalism as a series of episodes,
each with a different technological base, which determines the internal
organization of firms, including work itself.> A central theme is that periods
of severe malfunction are caused by a mismatch between the technological
base and the institutional ‘superstructure’. While they emphasize the role
of technological change, the regulationists differ from long cycle theorists
in their Marxian perspective. Technological change alters the way produc-
tion and investment are carried out, and requires compatible institutional
change if malfunction is to be avoided and the potential of the new tech-
nology realized. Whenever there is a mismatch between the technology and
the institutional superstructure, crisis follows and persists until appropriate
institutions are established. Like us, the regulationists stress the importance
of institutions. They trace out an endogenous process of breakdown as a
cumulative process in which technological change and institutional failure
to change reach a critical point and instability, crisis and poor economic
performance follow. But there is no comparable process inducing the insti-
tutional change needed to resolve the crisis.

2.7. EVOLUTIONARY MODELS: ‘MATURE’
SCHUMPETER AND NORTH

Theories of variable institutional structures, rather than assume institu-
tions to be exogenous, have in effect simply introduced an alternative exog-
enous force, technology, to ‘explain’ institutional change and performance.
The key idea of evolutionary theories is that macroeconomic development
must be modelled as transformation resulting from endogenously gener-
ated change. In such models, economic performance induces changes in the
economic (and social) structure, and the new structure influences the path
of future performance, generating a long-run interaction between them. A
comparison with the later works of both Schumpeter (1942) and North
(1990) to our hysteretic evolutionary approach is illustrative. In these
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works, both economists model development to a large degree as an evolu-
tionary—hysteretic process arising from a joint interaction of economic var-
iables and the structure of the economy. They do, however, allow exogenous
variables to act as important determinants of long-run development. Thus
their theories combine elements of the variable structures models with the
evolutionary approach, as does ours.

2.7.1. Late Schumpeter

In his later work these induced changes appear as the inherent tendency of
capitalism to sow the seeds of its own destruction. In the very process of
growth and accumulation and rising living standards, institutional changes
are induced that lead to capitalism’s downfall. More exactly, rising incomes
and technological maturity lead to increased worker discontent, the
atrophy of entrepreneurship and eventually to socialism. Thus in some his-
torical long run a period of successful economic performance of capitalism
induces institutional changes which eventually lead to a negative feedback
in the form of macroeconomic malfunction.

This process of endogenous change is entirely consistent with our
approach. However, Schumpeter’s heavy reliance on the behaviour of the
entrepreneur as the endogenous initiator of change stems from the
Marshallian roots of his work, and its implied full employment tendencies.
We have emphasized demand conditions, which provide the environment
conducive or not, for entrepreneurial activity, and which influence and are
influenced by the economic and political power relationships of capital and
labour. The inclusion of aggregate demand conditions broadens the
avenues for institutional and other structural change.

2.7.2. North

Like Schumpeter, throughout his work North highlights the entrepreneur
as the agent of change, with exogenous changes in ‘relative prices’ the orig-
inator of institutional change (1990, ch. 10). The causes of relative price
shifts include changes in relative factor supplies, in the costs of informa-
tion, that is, transaction costs, and in technologies. Whatever the cause, the
changed relative prices give rise to unexploited gains. Institutional adapta-
tions occur as entrepreneurs act to exploit these gains. Consider the follow-
ing sequence. Allow some initial exogenous change in relative prices, for
example, an unexplained increase in the rates of growth of population and
the labour force or a technological innovation, and assume this gives rise to
unexploited gains from trade. Within this framework the response of entre-
preneurs is to alter institutional arrangements in an effort to reduce trans-
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action costs and thereby increase profits. However, because of radical
uncertainty and limited ability to learn by doing and adaptation, efforts to
optimize and to adapt institutions become continuous learning processes,
shaped by both past and existing institutions and their interactions with
past and current performance. The evolving institutions need never be
optimal, nor in the aggregate need the institutional framework at any point
in time be ‘socially efficient’. In this work, we have an evolutionary process
that, while initiated by an exogenous event, sets in motion a sequence of
institutional adaptations that influence performance, with changed perfor-
mance inducing further institutional adaptation and further changes in
performance, and so on.

Our distinction between long-run and short-run treatment of institu-
tions is missing in North’s analysis, except to the extent that he envisages
the emergence of inefficient (that is, growth inhibiting) institutions.
However, as long as the prevailing institutional framework ensures that
markets are competitive, there will be no permanent deviation from the
long-run efficient growth path of the economy (North, 1990, p. 95).
Information feedback and the ongoing maximization activities of entre-
preneurs (both economic and political) will induce further institutional
change to resolve the problem. In North’s terms, we are investigating these
deviations, although in our view there is no a priori reason why an economy
must return eventually to a particular growth path. Indeed our view of the
‘deviations’ is that they are a normal part of capitalism, no more deviant
than periods of good performance. Finally, while the process of change
North develops is both path-dependent and evolutionary, the mechanism
of change is confined to entrepreneurial activity. We have introduced ideol-
ogy and power relationships as well as economic performance itself to
explain institutional change.

2.8. ORIGINS OF THE GOLDEN AGE

The second task of this chapter is to specify the institutional changes that
explain the two post-World War II episodes and the sources of these
changes. To do so we venture into the complex realms of history and poli-
tics, to highlight the trends and events of greatest significance. Inevitably
this and the next sections tend towards description. We begin with the
golden age.

The upper left-hand box in Figure 2.2 depicts the economic structure at
the beginning of the high unemployment Great Depression episode. Figure
2.2 also summarizes the many influences at work, acting through the three
routes discussed above, which link the golden age to the depression of the
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1930s. However, the golden age did not emerge directly from the 1930s.
Over ten years of war and reconstruction intervened, administering exog-
enous shocks and trends of such magnitude and duration that they intro-
duced a fourth route for institutional change. This is depicted by the
vertical arrow from the lower right-hand box to ‘wartime performance’ and
then the diagonal arrow to the ‘Institutions’ panel in the upper right-hand
box. To these, we must add the advent of the Cold War and the US policy
response, exogenous events that directly changed institutions, shown by the
diagonal arrow from the lower left-hand box. The events of this ten-year
interlude are treated separately from other exogenous factors in the next
two sections. Here we consider events of the 1930s that contributed to insti-
tutional change via the routes identified in our framework.

The institutional changes induced by the prolonged period of poor eco-
nomic performance of the 1930s centred on rejection of the view that
unemployment was a temporary and unavoidable phenomenon that would
right itself. Labour had already come to believe that government was
responsible for its welfare in times of adverse economic conditions; but the
new belief was that government could and should undertake measures to
improve those conditions. As mass unemployment took hold in the early
1930s, unions in the UK and Germany called for expansionist policies, but
neither the British Labour Party nor the German Social Democrats could
be persuaded to break with the economic orthodoxy of balanced budgets;
in the mid-1930s the French Popular Front government’s attempts to meet
similar demands were quickly reversed. Also induced by the economic per-
formance of the time was the revolution in economic thought formalized
in The General Theory;, Keynes and his ideas were to have a pervasive
influence in the postwar world. As the depression lengthened, union mem-
bership and power declined, forcing labour to seek a solution in the politi-
cal arena.

Political ideas were the strongest exogenous influences of the time.® As
capitalism faltered, other ideologies gathered strength. Communist and
other left-wing parties gained membership, but now fascism presented
another alternative, adding to governments’ fears of social unrest.” Efforts
were made to bring some order to labour relations. Draconian measures in
Italy and Germany imposed contracts upon labour and capital. Elsewhere,
new legislation amounted to a formal recognition of labour as a legitimate
player in economic affairs, and although high unemployment limited its
immediate practical value, such recognition became an essential compo-
nent of the institutions of the golden age. Fears of social unrest also led to
some improvement of the rudimentary social benefits of the time, and
many governments embarked on public works programmes, made cheap
credit available to private firms in key industries, and introduced massive
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agricultural support programmes. Governments had begun to accept an
interventionist role.

An example of an exogenous force acting first on economic perfor-
mance, and through this effect inducing institutional change, were the
beggar-thy-neighbour international trade policies of the 1930s.8 While the
effects of these policies induced governments to agree to the multilateral
trade and payments system negotiated at Bretton Woods, its implementa-
tion was secured by another exogenous development, the advent of the
Cold War.

2.9. WORLD WAR IT AND RECONSTRUCTION

The public works and other relief measures undertaken by governments in
the 1930s are evidence that they had come to accept responsibility for the
welfare of their citizens, but World War II demonstrated their power over
economic performance itself. The war effort extended the role of govern-
ment in the European and North American economies, providing evidence
of the effectiveness of government spending to create and sustain high
levels of employment. Viewed in isolation, wartime full employment can be
seen as a simple response to national emergency, but it reinforced ideas that
had developed earlier. It demonstrated the effectiveness of ideas that
Keynes had propounded in The General Theory for sound management of
a peacetime economy. In all segments of society, unemployment ceased to
be regarded as an unavoidable fact of life; rather it was the responsibility
of government to use economic policy to maintain full employment. In the
UK this view was accorded official status when all political parties
espoused the goals laid out in the second Beveridge Report (1944).
Expanding acceptance of this wider role for government is shown in the
lower right-hand box of the figure as institutional change induced by
wartime economic performance. However, in this case, performance was
the result of an exogenous event as the requirements of war dictated
government policy.

The demonstration that government spending could solve the unemploy-
ment problem was only one facet of the massive intervention required by
the conduct of total war. Governments used a series of controls to ensure
that resources were allocated to the necessary output, gaining both experi-
ence and confidence as economic managers. Such direct intervention was
to become an essential component of postwar reconstruction outside of
North America. There was great variation among countries in the form that
intervention took, from the British approach of continuing wartime con-
trols, to the far more elaborate French Monnet Plan. But whatever route
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was chosen, success would depend on the cooperation of labour, and on
capital resuming its essential function of organizing production.

In Western Europe, labour emerged from the war more radical than at
any time in its history. The resistance movements had been manned largely
by the working class, among whom communists and socialists were the
majority. This wartime activity gave moral force to labour’s claims for social
justice, and to its new demands for state ownership in key sectors and state
management of the economy. Similar demands were made by labour in the
UK, where union membership had increased during wartime full employ-
ment. Across Western Europe, labour exerted its political power at the
ballot box, electing governments favourable to its cause.® The task of these
governments was to reconcile the competing demands of labour and
capital, so that reconstruction could proceed.

Faced with the large investments that would be required and the inevitable
risk that this entailed, capital’s greatest practical concerns centred upon
financing these expenditures, and reducing costly disruptions threatened by
industrial unrest. In addition, the fear of social upheaval that prevailed
between the wars was not forgotten, increasing capital’s willingness to com-
promise. The compromises that governments negotiated would not only
permit recovery, but would prove to be central to the period of rapid growth
that ultimately followed. Although differing in detail and emphasis from one
country to another, they had features in common that would meet the prior-
ities of all parties. First, most governments in industrialized countries
accepted full employment as a goal.!® They also took steps to ensure that
union rights were clear, that collective bargaining was an orderly process, and
that conditions of employment and procedures for lay-offs were fair to
labour. Social safety nets were improved, both regarding the numbers
covered and the benefits that could be claimed. In return labour agreed to
wage restraint, with raises lagging productivity to generate higher profits for
investment during the recovery period. Tax breaks, government loans and
subsidies encouraged firms to distribute only a small proportion of profits,
and to invest the rest. That labour agreed to wage restraint is an indication
of the relative preference for security that prevailed among workers who
remembered the Depression all too clearly (Phelps Brown, 1975). Labour
had gained a political presence that yielded many of the economic benefits it
had long sought, and more were promised as productivity and incomes rose.
Capital had reason to expect economic stability and orderly industrial rela-
tions, reducing the risk for the large investments to be made. These were the
elements of the postwar compromise that laid the groundwork for recovery
and growth. In many OECD economies, this compromise was also the basis
for new industrial relations systems that were designed to resolve potential
problems arising from the competing demands of capital and labour.!!
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2.10. THE COLD WAR AND US POLICY

Although recovery proceeded rapidly at first, its dependence upon
imported inputs soon created a shortage of dollar reserves that threatened
to stall it. This coincided with the start of the Cold War, which resulted in
a sharp change in US policy. European security became a prime goal, with
political and economic stability its essential components. Through the
European Recovery Program (the Marshall Plan) the US recycled its trade
surpluses, making credit available that removed supply constraints on
foodstuffs and capital goods, and allowed recovery to continue. Two other
outcomes of US involvement were of particular moment. One stemmed
from the technical assistance component of the Marshall Plan, which sup-
ported the US view that social conflict could be resolved by rising living
standards. Its aim was to modernize, rather than simply rebuild, European
industry. It was to have a large impact on productivity growth in the golden
age. The second was the leverage provided by the Marshall Plan to induce
the European economies to move more rapidly towards the multilateral
trade and payments system that were a US policy priority. The rapid expan-
sion of trade that followed, together with rising productivity, were key ele-
ments in securing the prosperity of the golden age.

2.11. AGGREGATE DEMAND: THE ABSENT
CONSTRAINTS

2.11.1. Supply Constraints

Section 2.2 presented our extension of Keynesian analysis, emphasizing the
dynamic effects of full employment on productivity and income growth
rates, the case of demand creating its own supply, although within some
limits. Technology limits are reached when the supplies of labour, raw mate-
rials or capital goods cannot keep pace with growing demand. The main
purpose of this section is to summarize how the institutions of the golden
age removed other constraints on aggregate demand. But potential supply
constraints require a brief assessment. At the end of the war labour was
plentiful in Western Europe and Japan as armies were demobilized and ref-
ugees further increased their labour forces. Over time, immigration and the
reallocation of labour from agriculture continued to increase supply. Raw
materials production had increased during the war, a response to demand,
and both European and US investment in the Third World was increased
in the postwar period to assure continued supply increases. Capital goods
production had also increased in the US, but once the Cold War had made
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European recovery a priority, there were fears that US production could
not meet domestic and European demand simultaneously. This was
resolved by a change in US policy that established West Germany as a
major capital goods exporter. Lastly, it must be noted that the institutional
changes that encouraged technology transfer from the US to its Cold War
allies removed another potential supply constraint.

2.11.2. The Inflation Constraint and Social Bargains

Achievement of the government goals of full employment and growth was
essential to the maintenance of the postwar compromise, but carried a
serious hazard in the form of an inflationary bias.!? In combination with
the social safety net, full employment strengthens the economic power of
labour relative to capital. Rising incomes and expanding safety nets
increase the ability of individuals and unions to withstand the costs of
strikes, again increasing their economic power. If labour believes it is
treated unfairly, and decides to exercise its market power, money wage
inflation at full employment is likely, creating a strong inflationary bias. It
is an outstanding feature of the golden age that in most countries rising
affluence and full employment rates of unemployment did not lead to high
rates of inflation. These were the countries where the postwar compromise
had been embodied and preserved in their industrial relations systems to
create a social bargain. The critical feature of the bargain was labour’s will-
ingness to restrain money wage demands in exchange for full employment
and growth in real wages. The latter would be justified by rapid productiv-
ity growth, stemming from strong investment growth induced by booming
aggregate demand. Others were not so successful; they failed to develop a
social bargain and higher rates of unemployment to keep down money
wage demands were the result (Cornwall, 1994, ch. 5). Section 2.15 below
provides further discussion of the social bargains.

2.11.3. The Balance of Payments Constraint

Even if there is no inflationary bias, a second difficulty presents itself. As
employment and aggregate demand increase in an economy, so does the
demand for imports, introducing the possibility of a deterioration of the
payments balance. Payments problems threaten to bring recovery and
growth to an end as governments are forced to adopt restrictive policies.
This problem was avoided in the early postwar period by the US recycling
its trade surpluses, providing the needed international liquidity, at first
through the European Recovery Program and the European Payments
Union and later by military spending under the Mutual Security Act. In the
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1950s and 1960s, trade within Europe and between Europe and the rest of
the world expanded rapidly. Although some of the smaller countries ran
payments deficits, they were able to avoid a payments constraint. Their
deficits were small relative to output, and in most cases, export growth
significantly outpaced GDP growth, so that under reasonable assumptions
rising import demand was unlikely to generate fears of permanent large or
increasing imbalances. Consequently, foreign lenders were willing to
finance them, and their governments willing to accumulate foreign debt.
Later in the golden age, the apparent preference of West Germany and
Japan to continue as large surplus countries forced them to tolerate deficits
elsewhere.

2.11.4. Other Political Constraints

Political constraints such as the fear of ‘big government’, budget deficits
and rising debt-to-GDP ratios were largely absent in the golden age. Big
government was viewed as necessary to the new order, in which government
intervention was an essential component if economic stability was to be
maintained. Governments had not abandoned the eventual goal of bal-
anced budgets, but in the Cold War environment priorities had shifted and
deficits were tolerated. As prosperity increased, in most countries the
deficits that occurred tended to be small, relative to GDP. Lastly, massive
debts accumulated during war had created very large debt-to-GDP ratios
but with high rates of output growth, these were falling rapidly, even in
countries with budget deficits.

2.12.  FROM THE GOLDEN AGE TO THE AGE OF
HIGH UNEMPLOYMENT

The golden age was made possible by the absence of these critical con-
straints on aggregate demand. This allowed rapid growth of incomes and
full employment in most of the advanced OECD economies. During this
period institutions existed that relieved these economies of any desire or
need to restrict aggregate demand below full employment levels by permit-
ting the simultaneous achievement of other desirable goals, for example,
politically and economically acceptable rates of inflation, external balance.
The lifting of constraints was the direct outcome of institutional changes,
some induced by the economic performance of the 1930s, some the result
of exogenous trends of that period, and others traceable to the massive
exogenous shocks of World War Il and the Cold War. Thus to a large extent
the golden age institutions were causally linked to economic performance
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in the 1930s and the 1940s, illustrating the importance of evolutionary and
hysteretic processes connecting the pre- and post-World War II eras. What
emerged was a new form of capitalism, as beliefs about social justice and
the economic role of government changed, and became the basis for poli-
cies in the golden age. The ‘new order’ was secured by US international
leadership. The tools forged by the new institutions were state intervention
and international economic management. Thus it was favourable institu-
tions at the national and international levels that led to the golden age, not
the invisible hand. Hobsbawm summarizes the new order that arose:

For thirty years or so there was a consensus among ‘western’ thinkers and
decision-makers, notably in the USA, which determined what other countries on
the non-communist side could do, or rather what they could not do. All wanted
a world of rising production, growing foreign trade, full employment, industri-
alization and modernization, and all were prepared to achieve it, if need be,
through systematic government control and the management of mixed econo-
mies, and by cooperating with organized labour movements so long as they were
not communist. The Golden Age of capitalism would have been impossible
without this consensus that the economy of private enterprise . . . needed to be
saved from itself to survive. (1994, p. 273)

Unfortunately this solution to the unemployment problem was to last
only a quarter of a century. What followed was an episode linked to the
golden age much as the golden age was linked to events of the 1930s and
1940s. What differed was the latter linkage led to the high point of capital-
ism’s economic development; the former linkage ushered in an episode of
high unemployment, low growth and rising rates of poverty.

Most of the remainder of the chapter will utilize the evolution-
ary—Keynesian framework to explain the poor performance in the episode
since the golden age. Emphasis is given to institutions that permitted the
simultaneous achievement of several macroeconomic goals and their
replacement by a collection of institutions which no longer did so. The
result was the sacrifice of the full employment goal. Besides the impact of
institutions on performance, we also focus on examples of the impact of
performance on institutions, the mechanism that provides causal linkages
between the golden age and the present episode. In this manner, the high
and upward trend in unemployment and the general deterioration in per-
formance in the current episode of high unemployment is traced to a
marked change in institutions, largely induced by the performance of the
previous episode.



36 Money, finance and capitalist development
2.13. THE AGE OF HIGH UNEMPLOYMENT

The golden age is generally agreed to have reached its end in the early to
mid 1970s. In hindsight, it is clear that by this time the process of transition
from an episode of growth and full employment to another of stagnation
and high unemployment was firmly established. Early signs of future events
are identifiable in the accelerating inflation of the late 1960s observed in the
majority of OECD countries, the initial phase of the ‘Great Inflation’.
Continued rising inflation in the 1970s, coupled with payments problems in
many economies in 1973-74, were met by the implementation of restrictive
policies. These policies achieved a modest reduction in inflation rates, but
failed to reduce them to golden age rates. The strongest effect was on unem-
ployment, which rose quickly to rates twice as high as those of the 1960s.
A pattern had been established which was to recur throughout the 1980s
and into the 1990s. In 1979-80, a second oil price shock compounded the
problems faced by governments, as inflation rates began to accelerate once
more. The policies they introduced in the early 1980s were even more
restrictive, and by 1986 inflation had fallen to golden age rates, accompa-
nied by further severe increases in unemployment. Success with inflation
proved to be only temporary. By the late 1980s, inflation rose again as many
economies began to recover, even though average unemployment rates were
about three times as high as in the golden age. Recovery brought a drop in
unemployment rates but this ended in the early 1990s, when recession
caused them to rise once more to the high rates experienced in the early
1980s. In this recession, inflation finally fell to rates comparable with those
of the early 1960s. Whether the aim of policy was to reduce inflation, to
reduce labour’s power, or to correct payments difficulties, the results have
been purchased at high cost in terms of the continuing high unemployment
throughout the OECD.

2.14. THE MAINSTREAM VIEW

The mainstream explanation of the inability of capitalist economies to live
up to expectations since the golden age comes in two versions. One was
influential in the period following the end of the golden age; the other
gained acceptance more recently. The first version is well illustrated by the
‘McCracken Report’ sponsored by the OECD (1978). In the immediate
aftermath of the decline in GDP growth and rise in unemployment that
began in 1974, this interpretation of events emphasized shocks, including
policy errors, as the culprits.!3 These were held responsible for the acceler-
ating rates of inflation beginning in the second half of the 1960s, which
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necessitated the initiation of restrictive policies and rising unemployment
rates. The difficulties were attributed to ‘an unusual bunching of unfortu-
nate events unlikely to be repeated on the same scale, the impact of which
was compounded by some avoidable errors in economic policy’ (p. 98).
Recovery required ‘a sustained expansion, initially less rapid than would
otherwise be desirable during which memories of recent inflation should
fade, and confidence in rising sales and employment be restored’ (p. 274).
It was claimed that by 1980 recovery would return conditions similar to
those of the golden age if the Report’s recommendations were followed.
Clearly the optimism of the McCracken Report was unfounded.

The more recent explanation focuses on ‘market imperfections’, with the
term ‘Eurosclerosis’ often used in academic journals and the media to
denote this view. This more pessimistic version, benefiting from hindsight,
sees the now prolonged difficulties as due to structural change, stressing the
negative impact of a wide range of institutional developments over the
postwar era that led real economies to deviate from the competitive text-
book model, for example, centralized trade union movements and regu-
lated work conditions. These institutional developments allegedly created
barriers that, if they did not make it impossible to reduce unemployment
by Keynesian methods, made it impossible to do so without creating ever
accelerating rates of inflation. Recovery would follow policy-induced
changes in institutions on the ‘supply’ side, for example, reducing the power
of the trade unions, greater ‘flexibility’ in the labour market. Clearly, these
two versions of the mainstream view show a continuing implicit affirmation
of capitalism as a self-regulating system.

Our explanation of the end of the golden age and its replacement by a
high unemployment episode has one thing in common with the ‘market
imperfections’ view of the malfunction; persistent high unemployment is
rooted in institutional causes and will persist until policy-induced institu-
tional changes occur. We differ, and the differences are fundamental, about
what caused the Great Inflation and how it ended the golden age, about the
impact on institutions of the restrictive policy responses to inflation and
about the nature of the policy-induced institutional changes required for
recovery.

2.15. AN ALTERNATIVE EXPLANATION OF THE
GREAT INFLATION!4

While a bunching of exogenous shocks certainly had a significant short-run
impact on inflation, they played a much smaller role than usually claimed,
and are not among what we consider to be the basic causes of the Great
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Inflation. The shocks in oil and other commodity markets, so often cited in
the literature, came later and while they lasted amplified the already
entrenched wage and price inflation. Following the imposition of restrictive
policies in the mid 1970s, inflation rates in international commodity
markets fell sharply. This brought down the overall rate of inflation, which
nevertheless remained appreciably higher than before the wage explosion,
in spite of a substantial increase in unemployment rates. This suggests that
the Great Inflation and its inflationary after-effects were generated by
something other than transient shocks.

We maintain that the lasting effect of the Great Inflation can be traced
to institutional changes in the labour market. It is because these changes
are still embedded in the institutional framework of the economies that the
Great Inflation plays a critical role in ending the golden age. The overall
stance of policy has remained restrictive long after the Great Inflation
ended. Thus the persistent high unemployment since the mid-1970s can be
traced in the first instance to policy responses to inflation. These include
the response to an increasingly serious inflation problem during the late
1960s and early 1970s, and subsequently to the response of governments
and monetary authorities concerned that capitalist economies had devel-
oped a strong inflationary bias. Simply put, institutional changes had led
to a situation in which the downward sloping Phillips curve had shifted
outward to such an extent that the full employment rate of unemployment
was associated with politically unacceptable rates of inflation.!?

We do not rule out the possibility that payments problems caused by oil
shocks may have influenced aggregate demand policy or that subsequent
institutional changes other than those affecting the inflationary bias have
also operated to restrain aggregate demand, for example, balanced budget
regulations, Maastricht criteria, a desire to reduce the power of labour.
However, we argue that the institutional changes that led to the inflationary
bias were also the initiating and sustaining causes of restrictive policies and
the consequent deterioration in macroeconomic performance. To show
more clearly the nature of these institutional changes, we begin with a brief
examination of the labour market institutions that existed during the
golden age.

At the beginning of the golden age, the advanced OECD economies fell
into two groups, distinguished by their strategies for wage determination.
In the larger group, labour and capital had agreed to a social bargain strat-
egy; in the second group a market power strategy prevailed. The social bar-
gains were sets of institutions that allowed full employment without serious
inflationary pressure. These were the embodiments of the postwar compro-
mise in the industrial relations systems of most OECD economies. In the
market power group, this compromise was absent or inadequately devel-
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oped, resulting in uncooperative industrial relations systems. The unem-
ployment rates in these economies were higher and their growth generally
slower than in the social bargain group, a consequence of the inflationary
bias which governments controlled by restrictive policy measures. For
either type of economy, the initial structure is depicted in Figure 2.3 by the
left-hand box.

From the beginning of the golden age, the modernization of industry
and rapidly expanding exports yielded productivity gains and growing
incomes throughout the OECD. In most economies, this growth also sup-
ported expansion of social safety nets, further increasing the economic
power of labour. But even during this great expansion, the differences
between the two groups of countries were plain. The greatest difference lay
in the unemployment rates, and resulted from the strategy used by labour
to secure a fair distribution of the growing real income.

In many economies, for example Austria and Sweden, labour entered
into a social bargain in which money wage demands were restrained and
wage settlements coordinated with the national goals of wage and price
stability in return for benefits such as guaranteed full employment, rising
real wages and a generous welfare state. The result was that even in econo-
mies with strong centralized trade union movements, the social bargain
restrained inflationary pressures at full employment for most of the golden
age. In the ‘market power’ group, for example Canada and the United
States, labour sought its real income goal by maximizing the rate of money
wage increase, given the degree of tightness of the labour market. Since
labour’s market power increased when unemployment rates fell, this strat-
egy generated a negative relationship between rates of unemployment and
wage inflation. In these economies, even during the golden age inflation
rose to politically unacceptable rates before full employment was reached,
that is, an inflationary bias existed. Inflation was met by restrictive policies.
As a result inflation rates differed little between the two groups of econo-
mies, but unemployment was substantially higher in the market power
group. A large part of this variation in unemployment rates (and in aggre-
gate demand policies) can be explained ultimately in terms of differences in
the labour market institutions of the two groups (Cornwall, 1994, ch. 5).

2.16. THE END OF THE GOLDEN AGE

For both groups of countries, the end of the golden age can be traced to
the late 1960s, but the initiating causes differ. Many of the social bargain
countries experienced wage explosions in the second half of the 1960s,
which passed through to prices and accelerated the rate of price inflation,



juwiLopduyy
Y31H jJo 33y

¢

sar3ofouyodqy,

Juauifojdioun y31y o] a3v uapo3 oy wiod,] £ 2431y

Iep\ WEN J9IA

syoyTRW

[endes jo uonen3aroq
Spoopy uonaIg jo asderjo)

Jduey)) feuonnmnsuy
JO $921n0§ SNOuIFoX7|

suonmnsuy

asuodsar
Korjod pue £39181)S
JoyIewW Inoqe| 3ursuey)

aguey) euonnynsuy
snoudgopury]

sase],

¢ Jposidyg
J0J SI[qBLIBA
[LALLIBIREIN

U

AH_ a8y uap[on AH_

sor3ofouyd9y,

suonnnsuy

salse],

Z dposidy
J10J SI[qBLIBA
[LALLIBI (RETN

40



An evolutionary—Keynesian analysis of capitalist performance 41

a trend which was to continue into the mid 1970s. This outcome, as well as
the rising unemployment rates that followed, arose from an evolutionary
process induced by the economic performance of the golden age (Cornwall,
1994, Chapters 8 and 9; Flanagan et al., 1983; Phelps Brown, 1971; Perry,
1975; and Soskice, 1978). Even in the economies that had adopted a social
bargain strategy during the golden age, the prolonged and increasing pros-
perity of this period generated growing aspirations and rising expectations.
In addition, the distribution of income had shifted towards profits, under-
mining the distributional fairness characteristic that was a keystone of
social bargains (Goldthorpe, 1978). By the second half of the 1960s and
into the early 1970s labour, especially the rank and file, dissatisfied with
recent trends in real wages and other aspects of employment, was unwill-
ing to restrain money wage demands as in the past. The chosen remedy was
to push for higher rates of growth of money wages. The resulting wage
explosions and higher strike volume in many Western European economies
in the late 1960s and early 1970s indicated the collapse of social bargains
and a shift to a market power strategy. To put the argument in its simplest
terms, the success of capitalism in the golden age induced a profound
change in institutions throughout most of the OECD economies and these
changed institutions still persist. This endogenous process, induced by eco-
nomic performance, is shown in Figure 2.3 by the two middle horizontal
arrows.

In economies which had never adopted a social bargain strategy, eco-
nomic events of the late 1960s—early 1970s also led to increased labour mil-
itancy. The escalation of the Viet Nam war exerted a strong inflationary
effect in the United States, which failed to raise taxes to support the
expanded military spending. The effect spread to her trading partners, espe-
cially Canada, where export demand for both military and civilian goods
rose. In both countries these strong aggregate demand pressures pushed
unemployment rates to low levels by North American standards, accelerat-
ing wage and price inflation. In Figure 2.3, this is represented by the verti-
cal arrow from the ‘exogenous sources’ box to performance.

Initiated by different causes, inflation was accelerating in both sets of
countries. The view of the authorities was that the employment perfor-
mance enjoyed before 1974 could be restored only if the goals of price and
wage stability were sacrificed; this was unacceptable politically, and restric-
tive policies were used to fight inflation by increasing unemployment.!¢ It
was the breakdown of social bargains, leading to inflation and the restric-
tive policy response, that ended the golden age in most economies. In the
market strategy group, where restrictive policies had previously been used
intermittently, they now became persistent. For both groups, the policy
response to the Great Inflation established the new institutions for the
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current episode of high unemployment, shown in Figure 2.3 by the right-
most horizontal arrow leading to the structural variables for episode 3.
These two groups of countries exhibit evolutionary institutional change,
that is change induced by economic performance. In one case, change is
endogenously initiated by performance leading to the removal of labour
market institutions that fostered social bargains. In the other, exogenously
generated change in economic performance led to institutional change.

In addition to these two evolutionary routes for institutional change
there is a third. It is not evolutionary, but results from the direct effects of
exogenous events. The breakdown of the Bretton Woods system falls into
this category for any individual country except the United States. While
efforts to rejuvenate Bretton Woods continued for several years, these ulti-
mately failed, and its collapse in the early 1970s changed international insti-
tutions dramatically. This is shown in Figure 2.3 by the diagonal arrow
from the ‘exogenous sources’ box to the institutions of episode 3. The
implications of this change for economic performance are taken up in the
next section.

2.17.  REINFORCING DECLINE

In spite of some decline in unemployment in the later 1980s and in officially
measured rates in the 1990s, unemployment in the OECD has shown a
strong upward trend for the past three decades,!” reflecting the response of
the authorities to perceived increases in the inflationary bias. During the
current episode further institutional changes have reinforced the already
depressed economic conditions. Some have been laws explicitly constrain-
ing aggregate demand policies, for example, budget deficit restrictions,
Maastricht criteria. Others have worsened the trade-off between inflation
and unemployment, causing a higher rate of inflation at full employment
by the 1990s, in almost all OECD economies. Two institutional changes
deserve special attention, one induced by the deteriorating unemployment
performance, the other exogenous to all economies with the possible excep-
tion of the United States. Both have increased the use of restrictive aggre-
gate demand policies, reinforcing the adverse unemployment effects of the
end of social bargains.

First, the prolonged period of policy-induced high unemployment since
the mid-1970s has generated new forms of hysteresis in labour markets. By
the 1990s labour believed that when labour market conditions improve,
money wage demands must be sufficient to generate a ‘catch-up’ in real
wages which had stagnated or declined in the 1980s. Also, labour’s view that
it has borne an unfairly high share of the cost of fighting inflation will
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further increase its militancy in pursuit of money-wage increases when
unemployment falls. These hysteretic effects operate with special force
under low unemployment conditions, increasing the associated rates of
inflation (Cornwall, op. cit., p. 169). The resulting increased inflationary
bias has only strengthened the resolve of the authorities to push unemploy-
ment rates even higher in order to control inflation.!$

Second, the breakdown of the Bretton Woods Agreement initiated
radical changes in the international monetary system. As well as the move
to a relatively flexible exchange rate system, the 1970s ushered in a period
of increasing deregulation of international capital movements. Under the
new regime the inflation costs are increased in any economy that depre-
ciates its currency as part of a stimulative aggregate demand package. In this
case, the response of managers of large, mobile capital funds to unilateral
reflationary policies acts to worsen the inflation—unemployment trade-off
both directly and by interacting with the hysteretic effects just discussed.
This introduces an additional constraint on the use of stimulative aggregate
demand policies. Together with the end of social bargains, these two insti-
tutional changes guaranteed high unemployment almost everywhere in the
OECD. Even without including the purely political constraints on aggre-
gate demand, such as balanced budget rules or the Maastricht criteria, the
conditions that have developed are best described as a high unemployment
equilibrium trap.

2.18. CONCEPTS

The discussion has so far ignored some rather obvious practical problems
involved in modelling historical processes. Chief among these is the need to
establish which institutions matter in determining performance. Con-
ceptually the short-run exogeneity and long-run endogeneity treatment of
institutions is easily stated. As the short-run episode is defined, the evolu-
tionary and hysteretic properties of the long-run model are deliberately and
temporarily suppressed in order to isolate the impact of a given institutional
structure on macroeconomic tendencies (Setterfield, 1997, pp. 39-43).
Obviously an institutional structure is composed of a large number of insti-
tutions; not all of them are relevant when considering the impact of institu-
tions on macroeconomic performance and the changes in institutions that
move the system to a new episode. Therefore we focus only on those institu-
tions that permit or preclude the continuous high levels of aggregate
demand that are a necessary prerequisite of a full employment level of
unemployment. In order to better appraise the internal structure of our
analysis and the benefits it provides in explaining historical developments,
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the procedure for selecting the relevant institutions, that is, those that ulti-
mately determine unemployment performance, must be formulated.

We need to spend little time discussing the obvious examples of laws or
rules explicitly limiting stimulative aggregate demand policies such as bal-
anced budget rules or Maastricht criteria. More complex are those situa-
tions in which there are trade-offs between full employment and other
macroeconomic goals, with terms of the trade-off being set by the presence
or absence of certain institutions. In these cases, the procedure to identify
relevant institutions is as follows. First, a macroeconomic goal of special
interest is specified, in our study full employment. Next we determine other
desirable goals whose attainment may be jeopardized by strong aggregate
demand pressures and full employment conditions, such as politically
acceptable rates of inflation or external balance. Finally we determine the
institutions that allow or prevent the simultaneous achievement of these
other goals. These are the relevant institutions.

Sections 2.15 and 2.16 provide an example. They relate differences in
unemployment and inflation records in the golden age to differences in
institutions, for example, labour market strategies. For ease of exposition,
it is useful to simply assume that inflation below some maximum rate is the
only goal that might be jeopardized by full employment, and that the
labour market strategy alone allows or prevents the simultaneous achieve-
ment of acceptable rates of inflation. Under this assumption the chosen
labour market strategy becomes the relevant institution in determining the
inflation costs associated with the full employment rate of unemployment.
As discussed in Section 2.15, there were two possible labour market strate-
gies, a social bargain and a market power strategy. Following the argument
of that section, economies in which labour adopts a social bargain strategy
experience aggregate demand levels consistent with full employment
because this institution restrains inflationary pressures at full employment.
As long as a social bargain strategy prevails, low rates of unemployment
and inflation are realized simultaneously.

Superior macroeconomic performance is a manifestation of the pres-
ence of an institution, in this example a social bargain strategy, which
allowed full employment levels of aggregate demand. Since our efforts are
directed towards explaining as well as identifying unemployment epi-
sodes, we therefore characterize episodes not merely in terms of some low
average unemployment rate. We also describe such episodes in terms of
the institutions whose presence permits the simultaneous realization of
low unemployment and low rates of inflation. The low inflationary impli-
cations of the social bargain strategy allow full employment levels of
aggregate demand.!® In contrast, in those economies in which labour
adopted a market power strategy, the inflationary consequences of pre-
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vailing labour market institutions are unacceptable and the full employ-
ment goal abandoned.

2.19. INTERTEMPORAL ANALYSIS

A maintained hypothesis in this study is that just as differences in certain
institutions account for unemployment and inflation rate differences
among countries, changes in these institutions are responsible for changing
macroeconomic performance within a country. For example, a shift within
an economy from a social bargain to a market power strategy will initiate
a new short-run episode. An institutional change of this particular kind is
historically relevant, since it leads to an episode of high unemployment, as
the authorities respond to the new inflationary tendencies by a reduction in
aggregate demand.

In keeping with the earlier analysis, the institutional change within the
economy could be induced by the performance of the economy or it could
be the direct effect of an exogenous change. In either case the economy is
moved to a new episode characterized by new institutions that lead to
poorer macroeconomic performance. Consider again a shift from a social
bargain to a market power strategy induced by the performance of the
economy. This describes an evolutionary process with negative feedback;
the previous episode of superior performance is causally linked through
induced institutional change and policy response to a succeeding episode
of poor performance. There the system remains as long as the new labour
market strategy prevails. To escape this high unemployment trap, the pre-
condition is that institutions must change so as to allow full employment
without generating unacceptable inflation. Only a well designed policy is
likely to achieve the needed change in a timely manner, and only when this
is accomplished can stimulative aggregate demand policies be used to
secure full employment. In this example the required policy-induced insti-
tutional change is the creation of inducements to capital and labour to
adopt a new social bargain strategy,

2.20. APPLICATION

2.20.1. Interpreting Changes in Performance

The predictive powers of our approach are as limited as those of main-
stream approaches, and neither can predict institutional change. Even so,
we claim superior ex post explanatory powers for our approach, and greater
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ability to formulate the appropriate remedial measures. In explaining his-
torical processes the central and difficult practical issue is how to interpret
whether a change in performance is due to shocks, with no permanent effect
on institutions, or to a change in institutions; and if it is the latter, to iden-
tify the institutions that are involved. The question is which theoretical
framework is the most likely to interpret events correctly and it is here that
our approach, by emphasizing institutions, proves superior.

A central hypothesis of this study is that while an economy is at all times
subject to exogenous disturbances that temporarily affect performance
within any episode, alternating episodes of poor as well as superior macro-
economic performance are normal outcomes of capitalist development.
Capitalism is not self-regulating nor does it self-destruct, but institutions
may emerge that lead to unacceptably high rates of inflation at full employ-
ment. In contrast, believers in capitalism’s self-regulating properties argue
that any search for causes of a significant deterioration in performance,
such as a marked acceleration in inflation rates, should focus on outside dis-
turbances, including policy errors, or on market imperfections. If the cause
is attributed to temporary disturbances, conditions will soon improve, if
not automatically, then with the introduction of available conventional pol-
icies to counter the influence of disturbances. If attributed to market imper-
fections, on a priori grounds malfunction is the effect of bad institutions,
those that have led to a further deviation of the system from the competi-
tive model, for example, the recent introduction of a minimum wage law.

The case in support of our approach as the more likely to provide an
accurate interpretation of events rests on its predisposition to study the
institutional prerequisites for successful performance as well as for macro
malfunction, in other words a continuous engagement in a research agenda
relating economic performance to institutions. Thus, when performance
deteriorates in some economy, an inspection of institutional arrangements
prevailing before the deterioration in performance, or in economies cur-
rently not experiencing the malfunction, is of immediate assistance. For
example, when inflation rates accelerate in an economy previously experi-
encing low rates of inflation at full employment, an early diagnosis of the
causes may be possible by examining events in the labour market before and
after the change in the inflation record. Absence of evidence of increased
labour discontent in the form, say, of wildcat strikes, of rank and file chal-
lenges to union leadership and of excessive money wage demands would
suggest that the acceleration of inflation rates was due to shocks, for
example increased oil prices. If so, conventional policy measures to offset
the impact of shocks would likely be sufficient to restore the previously
favourable economic conditions.

On the other hand, sharp increases in strike volume, in challenges to
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union leadership and in money wage demands, followed by an acceleration
in the rate of wage inflation, would be evidence of increased worker discon-
tent and militancy, indicating a shift from a social bargain to a market
power strategy by labour (Soskice, 1978). Driving the associated rise in
rates of price inflation is a change in labour market institutions. However,
accurate diagnosis requires information on institutions and such an inven-
tory of information is not likely to be available or to be considered of value
to believers in self-regulating capitalism. In contrast to the mainstream
equilibrium approach, we find much to gain from studying an economy’s
institutions and its history. An awareness of the role institutions play in
determining performance reduces both the likelihood of failing to inter-
vene to alter institutions when such policies are appropriate, and the pro-
pensity to intervene when no intervention is called for.

2.20.2. Institutional Change and Policy

This raises a related point and an additional gain from adopting an evolu-
tionary—Keynesian approach. Not only is a continuous focus on institu-
tions as determinants of macroeconomic performance more likely to lead
to an early and accurate analysis of the causes of malfunction, in those
cases in which institutional change has been properly diagnosed as the basic
cause of malfunction, the necessary remedial polices are more clearly rec-
ognized. Assume that it is generally accepted by economists and policy-
makers that institutional change has been responsible for an acceleration in
inflation rates. To those who perceive capitalism as subject to periodic mal-
function, having diagnosed the cause of malfunction as a shift in labour
market institutions from a social bargain to a market power strategy, the
obvious remedial measure is to use policies to effect changes in institutions.
The analysis of Sections 2.15 and 2.16 indicates the reintroduction of a
social bargain strategy, hardly a move towards more competitive condi-
tions, improves performance.?’ In contrast, when malfunction is attributed
on a priori grounds to some form of deviation from the competitive model,
policy measures advocated will be of a quite different sort, for example,
elimination of minimum wage laws, reduction in union powers.

2.21. CONCLUSIONS

Among the assumptions of our analysis, the most important is the view
that capitalism is not self-regulating but is subject to lengthy episodes of
malfunction, particularly high unemployment. The inability of neoclassi-
cal equilibrium theory to analyse the unemployment issue satisfactorily has
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been a major reason for our rejection of this framework and for our desire
to formulate an alternative. Basic to the development of our framework is
a view that severe malfunction can only be understood in terms of structu-
ral change, and then only when structural change is understood to include
institutional change. The same case can be made for understanding the
forces leading to superior macroeconomic performance. Specifically, we
have outlined a framework that distinguishes between and encompasses
evolutionary and hysteretic mechanisms, both of which we believe are nec-
essary to model historical processes. Even the concept of an equilibrium,
when properly interpreted as a state of institutional rest rather than a
steady state balanced growth condition, can be encompassed in our frame-
work.

The objective of this chapter has been to present an analytical framework
for the study of long-run macroeconomic dynamics, and to demonstrate
how it can be used to model historical processes. The applications we have
included emphasize the role of institutions and institutional change in eco-
nomic development and performance. In these applications, we have
attempted to underscore two points central to our thesis. The first is that
institutions are as fully a part of the economic structure as are tastes and
technologies, and that institutional change produces effects as profound
and persistent as technological change. The second is that mainstream
macrodynamics either neglects institutions entirely or misrepresents them
as hindrances to the automatic and continuous full employment promised
by mainstream growth models, whether the Solow—Swan or new growth
theory versions; consequently these models assume away the characteristics
of capitalist development, rather than explaining them.

The narrative of the chapter has been predominantly historical, in order
to present the approach in broad outline. A more analytical account would
include a detailed explanation of the extended Keynesian mechanism that
drives the system within each episode and induces the institutional change
that links successive episodes. This would have clarified the strong
Keynesian roots of our evolutionary—Keynesian approach, and our inten-
tion to offer a long-run complement to the traditional Keynesian short-run
theory of aggregate demand (see Cornwall and Cornwall, 1997). A more
comprehensive account would have extended the analysis further back in
time to include a structural explanation of the Great Depression. As argued
elsewhere, the link between the industrialization episode of American
development and the Great Depression was developments in technology
(Cornwall and Cornwall, 2001)

While acknowledging that the predictive capacity of our approach is no
greater than that of mainstream models, we are convinced of its superior
explanatory power. Once the belief in invisible hands is abandoned, a
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concern with the structural features of the economy comes to the fore. It is
in the examination of structure, and especially of institutional change and
its causes, that our approach expands analysis beyond the mere response to
exogenous shocks. Understanding of the role of institutions and institu-
tional change requires a research agenda that can identify the institutional
characteristics that support successful economic performance or produce
economic malfunction. This understanding provides a clearer diagnosis of
the causes of any deterioration in performance.

The issues raised here are not merely part of a debate within the econom-
ics profession. Economists promoting the self-regulating view of capitalism
have led the movement for institutional change toward more competitive
markets and deregulation, and they have profoundly influenced political
debate for over two decades. An example is the ‘Eurosclerosis’ programme
for a return to full employment and acceptable inflation rates. Unfor-
tunately, their policy prescription is counterproductive, as the unfair distri-
bution of the costs of fighting inflation through high unemployment
increases social divisions, impeding efforts to introduce a second generation
of social bargains. Sections 2.15 and 2.16 discussed the weak empirical
basis of policies that flow from a belief in Eurosclerosis. We examine the
historical record, and assesses the role of institutions, revealing that these
same institutions viewed in the Eurosclerosis account as market imperfec-
tions actually fostered the golden age, and their collapse led to its end. The
remedy is then clearly to establish new institutions that will perform the
same function.

NOTES

1. This is a joint paper. The work was supported by grants from the Mount Saint Vincent
Internal Research Fund and the Department of Economics at Dalhousie. We wish to
thank Geoff Hodgson, Geoff Harcourt, Shaun Hargreaves Heap, Steve Pressman, Kurt
Rothschild, Mark Setterfield, and Peter Skott for their useful remarks and criticisms.

2. Full employment is defined as the absence of involuntary unemployment. Although the
2.4 per cent average for 1955-73 probably includes some involuntary unemployment, no
great error results from assuming this to be the full employment rate, since our main
concern is with changes in unemployment rates between episodes.

3. Technological change played this role in the Great Depression (Cornwall, 1992).

4. The chapter focuses on long-standing members of the OECD; the less developed and
some very small economies are excluded. Included are the 16 economies of Table 2.1 plus
Ireland and New Zealand.

5. We note that the regulationist ‘episode’ is defined by the prevailing technology, while we
define episodes according to performance.

6. The spread and adoption of political ideas, when triggered or accelerated by economic
conditions, are endogenous in our terms. The ideas themselves usually encompass
broader social issues, making them exogenous.

7. Keynes takes up problem of compatibility of capitalism and democracy in Chapter 24
of The General Theory, a reflection of these concerns.
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8. These are exogenous to any single country, because it is the response of the others that
worsens the problems that protectionist measures are expected to remedy.

9. In contrast, no political party in the United States took up labour’s cause to the same
degree. Wages became the primary issue, and strikes in 1946 were followed by a series of
anti-union measures culminating in the Taft-Hartley Act (1947).

10. This commitment varied widely in its practical aspects. For example, it was an integral
part of the British Labour Party’s platform, to be achieved by fiscal measures as Keynes
had prescribed, and was enshrined in the French Constitution; in the US it was reduced
to a responsibility of the President, who had no power to achieve it.

11. The case of Japan was quite different. The US originally imposed unions modelled on
their own, but the widespread demonstrations, workplace occupations and strikes that
followed led them, with the support of the Japanese government and employers, to
replace these with new unions which promised harmonious industrial relations.

12.  Aninflationary bias does not necessarily imply that inflation increases; it means that the
position of the Phillips curve results in unacceptably high inflation at full employment.

13.  The Report also mentioned labour’s rising expectations and aspirations as influences on
events but these were ignored in the policy prescriptions.

14.  For a fuller treatment of the main ideas in this and the next two sections see Cornwall
(1996) and Cornwall and Cornwall (1996).

15.  For an argument in support of a downward sloping long-run Phillips curve and a rejec-
tion of vertical long-run curves see Cornwall and Cornwall (1997).

16. Exceptions were Austria, which maintained full employment until the late 1980s, and
Japan, Norway, Sweden and Switzerland which did so until the early 1990s (OECD,
1997, Annex Tables 21 and 22).

17. See OECD, Labour Force Statistics, various issues and Economic Outlook June, 1997,
Annex Table 23, OECD, Paris, 1997.

18. Theinduced effect on labour attitudes just described illustrates a process of positive feed-
back or one with reinforcing properties. It is neglected in the diagram purely for peda-
gogical reasons.

19. In Tinbergen’s terms, the two goals of full employment and politically acceptable rates
of inflation can be achieved simultaneously because there are two instruments available
for achieving these goals, aggregate demand policies and a social bargain.

20. Assuming the goals of policy are still only full employment and low inflation.
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3. Can the global neoliberal regime
survive victory in Asia? The political
economy of the Asian crisis
Jim Crotty and Gary Dymski*

The Crisis consists precisely in the fact that old is dying and the new cannot be
born; in this interregnum, morbid phenomena of the most varied kind come to
pass. (Antonio Gramsci, Prison Notebooks, 1996)

3.1. INTRODUCTION

The sequence of events that is still denoted the ‘Asian’ financial crisis has
now produced a global economic crisis. It began with the destabilization of
several Southeastern Asian currencies in summer 1997. By summer 1998,
Wall Street had lost momentum. The IMF’s inability to stop Russia’s mid-
summer crisis then turned the cracks in Wall Street’s dizzy consensus con-
cerning the end of history into gaping holes. Traders worldwide ran for
safety, leading to spasmodic new rounds of currency and equity-market
collapses in Latin America and Asia.

Merely documenting what has happened will fill volumes. We focus here
first on the architecture of the crisis as a whole, and then on one case: South
Korea. There are several reasons for choosing Korea. First, it occupies the
pivotal place in the sequence of events: the tsunami that built up in
Southeast Asia hit the Republic of Korea with full force in autumn 1997,
and lingered there through the spring before assaulting New York, Russia
and Latin America in summer 1998. Second, Korea is perhaps the proto-
type for the Asian developmental model. Third, we have observed the
Korean situation firsthand. In effect, Korea provides us with a lens for
viewing the innumerable layers of crisis in the current situation.

Our central point is that the essence of the current crisis is its inherent
structural complexity; it cannot be reduced to a single mechanism operating
at a single behavioural level, but involves instead a series of interlinked
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conflicts operating at several levels simultaneously. Understandably, most
analysts have focused on one or the other contributing causes in this crisis.
Some have tried to identify a flawed microfoundational mechanism of the
‘Asian model’—for example, Krugman’s (1998) model of perverse bor-
rower—lender relations due to unwise government guarantees. Others have
emphasized national policy mistakes — for example, Grabel’s (1998) argument
that over-reliance on hard-currency foreign loans without controls over port-
folio investment flows triggered many recent financial crises. Still others have
emphasized flaws in the structure of international markets — for example, Paul
Davidson’s (1998) view that the Asian crisis reflects liquidity-shortage chick-
ens coming home to roost in the post-Bretton Woods world.

We find much to agree with in these works. But we do not think the crisis
in its current form could have resulted only from problematic microeco-
nomic design, flawed national strategy, or a perverse international environ-
ment. Rather, the current crisis has arisen simultaneously as a conflict
between international and national forces, on one hand, and as localized
struggles between capital and labour, on the other.

The crisis is thus inherently international, national and class-based all at
once. In our view, no single behavioural cause or design flow can be
identified as having nudged the End-of-History ship toward the iceberg.
Instead, this crisis has arisen due to long-term contradictions embedded in
the structures and policies of the global neoliberal regime, political and
economic contradictions internal to affected Asian nations, and the
destructive short-term dynamics of liberalized global financial markets.
The system is broken at so many levels that serious study of the structured
complexity of global conflict must precede proposals for institutional and
policy change designed to solve the many problems created by the crisis.

The sections that follow first discuss the transition from the golden age
system to the global neoliberal regime, and then the myths and reality of
the East Asian economic model. We then provide an overview of the Asian
crisis, emphasizing the fundamental structural incompatibility between this
model and the neoliberal regime. After critically evaluating the use of main-
stream equilibrium-based models to understand the Asian crisis, we
provide a more detailed discussion of the crisis in Korea. We end with some
reflections on policy.

3.2. FROM THE GOLDEN AGE TO THE GLOBAL
NEOLIBERAL REGIME

The so-called golden age of modern capitalism, lasting from World War 11
through the early 1970s, was built on the foundation of state regulation of
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the economy.! In the international financial system, exchange rates were
fixed relative to the dollar, which in turn was pegged to gold. Significant
barriers to capital mobility were in place. Domestically, governments in the
North operated managed capitalist systems. They controlled aggregate
demand to meet unemployment and inflation targets; they regulated busi-
ness and finance, established rights for workers, redistributed income via
the tax/transfer system and underwrote a social safety net. In the work-
place, a period of relative labour—capital peace was achieved through wide-
spread adoption of what has been termed the Fordist production model.
Economic output was centred on capital-intensive goods manufactured in
large-scale facilities by largely unionized workforces. Many workers
obtained higher real wages and gains in job security and workplace safety.
Admittedly, experience in the countries of the South was extremely varied,
in large part because many nations were emerging from neo-colonial dom-
ination by European powers. Fuelled by high Northern growth rates, much
of the South did achieve sustained expansion.

The golden age’s increasing prosperity did not, however, create capital-
ism without conflict. The struggle within each nation among firms and
workers over wages, relative prices and working conditions continued
unabated. And economic conflict among nations did not cease. During the
golden age, the capital-labour class conflict was mediated by gains-sharing
contracts that raised real wages; and national-capital conflicts were obvi-
ated by the Pax Americana within which the Bretton Woods system oper-
ated. These resolutions were, to some extent, mutually reinforcing. The top
portion of Figure 3.1 demonstrates this point, using arrows to indicate
causal influence. That is, the fixed-exchange rate regime facilitated the
pursuit of Keynesian demand management built on redistribution and
high employment; this created a political environment in which the public
supported these policies, ensuring their continued implementation. Firms
meanwhile engaged in co-respective competition based on (and thus
expanding) the use of high-wage, high-productivity labour.

But eventually this solution came undone. The balance of power between
domestic governments and real and financial capital seeking international
mobility swung decisively toward the latter in the 1970s. This in turn legiti-
mized a free-market revolution in economic policy, pursued most success-
fully by conservative politicians and economists in the US and the UK in
the early 1980s. With the golden age in ruins, the Reagan and Thatcher
administrations put the neoliberal regime into place.

The defining elements of the neoliberal regime are deregulation, privat-
ization and liberalization — that is, a contraction of the state’s role in an
increasingly integrated global economic system. The hallmark of neoliber-
alism is the pursuit of unregulated markets almost everywhere for almost
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The Golden Age period, 1946-71
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Figure 3.1 Systemic interactions in the golden age and neo liberal regimes
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everything. These economic relations are supported in the ideological
realm by the dominance of neoliberal economic and political theory —even
within economics departments in Asian countries.

Guiding the emergence of this order are the G7 nations, especially the
United States, together with the multinational corporations and banks of
the North (and, increasingly, of the South). Supporting these agents are
domestic elites, North and South, and a set of four multilateral institutions
— the International Monetary Fund (IMF), the World Bank, the World
Trade Organization and the Bank for International Settlements (BIS). The
United States has stood at the apex of global economic power both in the
golden age and in the neoliberal regime. The hallmark of the neoliberal
order, however, is the power of global rentiers. The past two decades have
seen the construction of a globe-girdling network of financial centres and
off-shore financial havens. These centres and firms provide an infrastruc-
ture for financial speculation; the instability of exchange rates and interest
rates in the neoliberal regime provide the requisite motivation.

The threat of nearly instantaneous cross-border capital movements trig-
gered by speculative motives in turn has imposed severe constraints on state
economic policies. Indeed, managed capitalism has been moving in the
direction of laissez-faire capitalism. Monetary policy now aims at lowering
inflation, not unemployment; safety-net and social-welfare programmes
have been cut; the countercyclical role of government expenditure in sus-
taining aggregate demand has been virtually eliminated; business has been
deregulated; and workers’ rights have been restricted. The nations of the
South are expected to follow suit if they expect to continue to trade with
the North.

Economic conflict in the workplace is also resolved differently than in the
golden age. The Fordist production model has been largely replaced by the
‘post-Fordist” model, featuring substantial use of subcontracting, often
with bid-price competition, just-in-time inventory methods and outsourc-
ing. Together with the erosion of income-transfer programmes and state
protection for workers, this has led to less gain-sharing by firms; regressive
redistribution from labour to capital thus has helped sustain profits just as
they were being eroded by increased interest payments. Many firms have
taken advantage of the ease of capital mobility to adopt the global factory
model, in which components are manufactured and assembled in multiple
off-shore locations.

Advocates of neoliberal policies have argued that they would yield better
national and global economic performance than in the golden age — higher
GDP, employment and productivity growth. Technology transfers from the
North would let less developed nations converge to the developed nations’
level of economic performance. Such projections have proven to be wide of
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the mark. Neoliberal policies have generated higher profits for some multi-
national firms and banks, and much higher returns for rentiers throughout
the world. But for most people, neoliberalism’s promised benefits have not
materialized. In the North, economic growth rates have been well below
historical trends. European unemployment has hovered near depression
levels for a decade, while in the US, median real wages have substantially
declined and inequality has risen dramatically since the late 1970s. In much
of the South, the situation is even worse. Latin America had its ‘lost decade’
after the Mexican debt default of August 1982. Eastern Europe’s econo-
mies have stumbled badly after a widely heralded start.

The most recent Trade and Development Report of UNCTAD (1998)
points out that global economic growth averaged just 1.9 per cent between
1990 and 1995; it rose to 3.0 per cent in 1996 and further to 3.2 per cent in
1997 — largely because the effects of the Asian crisis were not yet felt. But
it is projected to fall to 2.0 per cent in 1998, perhaps to fall further in 1999.
In the entire 1990-97 period, the economies of the developed nations have
grown more slowly, on average, than the global economy as a whole — an
average of 1.7 per cent in the 1990-95 period, 2.5 per cent in 1996, 2.7 per
cent in 1997 and 1.8 per cent in 1998 (projected). East and Southeast Asia
and the US are the only areas of the globe to have generated consistently
high growth rates in the neoliberal era.

Why is Global Growth Stagnant?

Weak global growth rates in the neoliberal regime can be traced to two
mutually reinforcing, fundamental problems: (1) chronically insufficient
growth in aggregate demand; and its flip-side, (2) chronic excess aggregate
supply. The structural tendency of the neoliberal regime to generate chron-
ically inadequate aggregate demand growth provides the context within
which the outbreak of the Asian crisis can be best understood.

Here we identify five interconnected roots of weak global aggregate
demand deeply embedded in the structures of the neoliberal regime. First
are a series of forces holding down wages and mass consumption. These
include the threat of capital mobility (which, in the case of FDI, is under-
estimated by the measured volume of capital mobility),? rising import com-
petition and chronic job ‘churning’, which can be traced both to technical
change and to new corporate strategies of downsizing and re-engineering.
In effect, changes in laws and technology made it feasible for multinational
corporations to substitute low-wage Southern labour for equally-skilled
but higher-paid Northern labour.3 It bears emphasis that these anti-worker
corporate policies were made possible by two prior shifts in government
policy: the erosion of support for unions and regulated labour—capital bar-
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gaining; and the slow deconstruction of social safety nets, which made
workers’ exit option less attractive.

The second factor depressing global growth rates is the high real interest
rate regime created by independent central banks and reinforced by global
rentiers. This monetary-policy shift coincided with the elections of Reagan
and Thatcher, who helped create a secular increase in the reserve army of
the unemployed and thus forced the costs of the global crisis of the 1970s
and early 1980s onto workers. This shift in monetary policy was reinforced
by the rising power of global rentiers in the 1980s in the wake of financial
deregulation. The rentiers were able to punish countries that used policy to
pursue growth and employment rather than low inflation.

A third factor was the emergence of restrictive fiscal policy. The high
interest-rate regime played a role: rising interest payments eat up larger
shares of public spending, all else being equal. But more importantly, lower
taxes and a shrinking social safety net have been the political order of the
day. The importance given to austere fiscal policy was recognized explicitly
in the criteria established under the Maastricht treaty. Further, rentiers and
independent central banks together punished countries that ran excessive
deficits.

A fourth factor was the level and character of global investment.
Investment spending in the neoliberal regime has been, on average, low, due
to high real interest rates and sluggish aggregate-demand growth. But
beyond this, much investment was labour-saving rather than capacity-
expanding: thus, the increased aggregate demand created by investment
spending has often been counteracted by cuts in worker consumption
caused by the job and wage losses associated with this investment.

The final factor explaining low aggregate demand is the role of the IMF.
As more developing countries experienced national insolvency, the IMF
has increasingly played a new role — lender of last resort to countries with
inadequate foreign exchange reserves. The IMF has invariably mandated
austerity macroeconomic policies plus neoliberal restructuring in return for
its money. The growth of IMF austerity programmes around the develop-
ing world (not to mention the self-imposed macroeconomic austerity pro-
grammes adopted by countries like Brazil to avoid falling under the control
of the IMF) has left global aggregate demand even more constrained.

Why hasn’t supply adapted to reduced demand growth? In the neoliberal
regime, demand problems have generated destructive competitive processes
which, in turn, have aggravated demand deficiencies. The neoliberal regime
has replaced the ‘co-respective competition’ (to use Schumpeter’s phrase)
among large firms in the golden age — characterized by long-term planning
horizons, restrained capital-labour conflict and avoidance of those dimen-
sions of competition that undercut industry-wide profitability, with ‘coercive
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competition’ based on predatory pricing, overinvestment, waves of techno-
logical innovation that render recently constructed capital goods obsolete
(and the debt used to finance them potentially unpayable) and aggressive
regimes of labour policy.* The key is to understand why the neoliberal regime
has forced competition into a coercive and destructive mode.

The modern global economy has a discrete number of key manufactur-
ing, service and financial industries that dominate international trade and
investment — such as banking, insurance, autos, airplanes, computers, semi-
conductors, electric appliances, steel and machine tools. Mature industrial-
ized countries have large multinational corporations that desire to maintain
their traditional domination of these key industries. In addition, however,
developing countries moving up the technology/productivity/value-added
ladder — such as Japan, Korea and Taiwan — must establish footholds, fol-
lowed by strongholds, in many of these same industries. So each new wave
of entrants, like the countries of South East Asia in recent decades, further
crowds these global markets. If global and Northern aggregate-demand
growth was strong, this problem would be contained to some degree. But,
as we have seen, it is not; the neoliberal regime severely constrains the
growth of demand. In the absence of exit by established players, waves of
new entrants leads to chronic overcapacity, low profits for many firms
(except at cyclical peaks), fierce competition and a deflationary bias in
global commodity markets.

Given the centrality of these markets and the sunk costs required to enter
them, most competitors try to stay in the game even as competition mounts,
hoping to survive current struggles so they can reap the high profits
expected to emerge when the losers are eventually forced out. Con-
sequently, they tend to overinvest, building plants in areas with cheaper
labour and/or adding cutting-edge technology. In markets such as semicon-
ductors and airplanes, best-practice technology requires huge investment.
Ironically, investment aimed at insuring competitive strength simultane-
ously generates risk. Overinvestment in a period of low profit rates and high
interest commitments requires many firms to use high leverage. While high
leverage is a well-known feature of Asia’s economies, rising leverage occurs
in any system with high investment levels, falling profits and high interest
burdens.

In neoclassical textbook models, the downward pressure on profits,
capacity utilization and prices is soon eliminated by the exit of firms to
industries with higher profits. But in the neoliberal regime it is reproduced,
because entry is not matched by exit. The more these pressures develop, the
more they force firms to cut wages, smash unions, move to areas of cheaper
labour, and push for tax cuts and other government policies which restrict
aggregate demand — one of the major causes of the excessive competitive
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pressures in the first place. The elements causing slow aggregate-demand
growth and excess aggregate supply thus reinforce one another in a vicious
circle.

The pattern of excess supply leading to coercive competition in the real
sector is repeated in the financial sector. In the wake of continuing financial
deregulation, removal of capital controls and technical change, large banks
are forced to compete globally for up-scale customers.’ Accompanying this
trend is a shift in these banks’ revenue generation from traditional interme-
diation (lending to hold) to fee-based income (lending to sell). This shift
reflects both the premium placed on liquidity in the uncertain economic
climate of the neoliberal order, and also banks’ reluctance to absorb default
and other risks in this climate. However, in shifting away from intermedia-
tion and toward fee-based activities, banks are moving into heightened
competition both with investment and brokerage firms and with one
another. Increasingly, high profits can be obtained in the financial sector
only in two ways: by opening up new lending venues and enjoying a scar-
city rent on funds lent; or by taking on highly-leveraged excessive risks.
Events in recent months have made it clear that the bets these players take
can jeopardize the stability of the entire global financial system.

In sum, the step-by-step dismantling of Keynesian policies from the mid
1970s onward and the freeing of capital movement have pushed the world’s
economies deeper into a neoliberal economic trap which increasingly shuts
in on itself. As the bottom portion of Figure 3.1 illustrates, Pax Americana
and the fixed exchange-rate regime no longer set the tone for global eco-
nomic policy, as in the golden age; multinational firms and mobile capital
do. Restrictions on state action reduce the scope for redistributive policies
and hence erode mass support for lift-all-boats efforts. This in turn elimi-
nates Keynesian employment-based demand management and leaves states
with price stability targets, contributing to a global deflationary bias.® The
golden age political consensus in favour of Keynesian demand manage-
ment, market regulation and income redistribution now appears to be an
exercise in hopeless utopianism; replacing this consensus is a global sense
of pessimism on the part of national electorates, whose erstwhile leaders
have conditioned them to expect nothing and hope for nothing.

3.3. THE EAST ASIAN MODEL: MYTHS AND
REALITY

This brings us to the East Asian model itself. The shock-waves emanating
from this region’s current crisis should not cause us to forget East Asia’s
immense long-term achievements. The prototype was Japan in the 1950s’
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‘income doubling’ period, while from 1961 through 1996, South Korea’s
average annual rate of growth of real per capita GDP and real wages aver-
aged about 7 per cent per year. Though East and South East Asia consti-
tute about 25 per cent of global GDP, in the 1990s about half of the growth
of world GDP has originated in this area. Ajit Singh recently observed that:
‘It is no exaggeration to say that the post-World War II development of
East Asia (including Japan) is the most successful story of sustained eco-
nomic expansion in the history of mankind’ (Singh, 1996, p.1).

This economic success has been achieved through a structure of state-led
growth originated in Japan, refined in the four ‘Tigers’ (South Korea,
Taiwan, Singapore and Hong Kong), and subsequently adapted for use in
South East Asia, China and elsewhere. The beginning of wisdom about the
East Asian model is the recognition that it has differed substantially from
one country to another and within countries from one period to another.”
This variability has allowed analysts to explain the elements behind East
Asia’s brilliant economic performance very differently. Marcus Noland has
remarked in private correspondence that East Asia has been a mirror, in
which many analysts have seen the reflections of their own preconceived
ideas. For example, some economists have attempted to attribute the
success of Taiwan, and East Asian economies more generally, to their
pursuit of policies that a market-oriented economic approach would have
dictated anyway — despite voluminous evidence to the contrary (Wade,
1990).

It is thus important to be clear on the essential features of the Asian
model — what this model is and is not. A common misimpression regards
the Asian model as controlled by a giant predatory state which monopo-
lizes national output and builds wealth by running aggressive trade sur-
pluses, and devalues its currency aggressively to maintain its edge in global
markets. Reality is far more complex. First, the government accounts for
no larger a share of output in East Asia than elsewhere. Further, East Asian
countries do not uniformly run trade surpluses. Figure 3.2 shows that
Korea and Thailand have more often run trade deficits than surpluses. In
the 1990s Korea has consistently had trade deficits with both the US and
Japan. As for chronic currency devaluations, Figure 3.3 shows that
throughout the 1980s and 1990s, two East Asian currencies (the Japanese
yen and Taiwanese dollar) have risen substantially against the US dollar,
while three others held their value against the dollar until the 1997 crisis
period.

What then are the points of commonality in the East Asian model? First
is the shared structural circumstances and historical legacy of nations in
this portion of the world. Of special importance is the relative paucity of
mineral resources and oil, which helps explain the centrality of trade
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considerations in these nations’ policies. Second, and most important, is the
fact of heavy state involvement in the allocation of resources. This has been
referred to in the literature as the developmental state (Johnson, 1995) or
late industrialization (Amsden, 1989). For example, until the recent crisis
period, the Korean government provided temporary import protection for
domestic markets introducing new products or technologies, channelled the
development of high-tech production capabilities to a small number of
diversified companies (called chaebol), allocated credit toward priority
industries and technologies, and tightly regulated the cross-border move-
ment of money. At the same time, the government selectively opened
markets to import competition and imposed export performance criteria in
return for government aid to insure that key industries achieved world-class
efficiency. Such heavy involvement in investment and savings flows is
present even when the apparent level of government involvement is rela-
tively slight, as in Taiwan. Strong government guidance is, of course, anti-
thetical to neoliberalism, but it did lead to high investment levels, as Figure
3.4 illustrates. The US investment share of GDP hovers just under 20 per
cent; Malaysia’s and Taiwan’s shares have trended downward to about 25
per cent; but Japan’s share has remained at about 30 per cent. Investment
shares in Korea and Thailand have climbed over 35 per cent in the 1990s.

The Asian economies are tightly integrated. This close relationship is
demonstrated in Figure 3.5. The US GDP growth rate is relatively indepen-
dent of the East Asian rates, which instead vary closely with Japan’s cycli-
cal growth rate. In 1996, about 52 per cent of Asian exports, and 54 per cent
of its imports, were intra-regional (UNCTAD, 1998, p. 27). The apparent
pattern of dependence on Japan is not surprising given the sheer scale of
the Japanese economy, whose GDP is about 12 times as large as Korea’s.
That the Korean economy was, until the 1997 crisis, the eleventh largest in
the world, makes this mismatch all the more remarkable.

Another theme of East Asian development has been deferred
gratification for consumers. Tight constraints have been imposed on the
domestic consumer goods market in order to free up resources for invest-
ment and exports. Current consumption has been sacrificed for high rates
of capital accumulation, and thus for future consumption. The guiding idea
has been that household needs would be met by the sheer pace of growth.8

Finally, East Asia has been understood to be reasonably free from the
overt capital-labour conflict that has often characterized Western labour
markets and labour processes. The exchange of the security of lifetime
employment for worker loyalty in pursuit of company objectives is often
seen as a key component of the Japanese and Korean ‘miracles’.

But the deferred-gratification/low-conflict features of the Asian model
should not be exaggerated or romanticized. Rapid growth, relatively flat
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pay scales, and flexible supervisory methods have often kept capital-labour
conflict in the background. But political repression including the destruc-
tion of independent, democratic and militant unions has played a crucial
role as well — and continues to do so in the restructuring processes imposed
by the IMF after the crisis began. Further, the avoidance of overt
capital-labour conflict is due in part to the heavy industrial use of female
labour in the context of longstanding gender-based oppression. But the
case of Japan shows that the long-term price of playing the gender card in
industrial development is the ‘revolt’ of women, which can jeopardize the
reproduction of social relations in several ways (see Naff, 1996). Further,
housing remains inadequate, especially for lower-income people (Ha, 1995;
W.J. Kim, 1997). And democratic participation has been restricted — at
times outlawed, encouraging the entrenchment of powerful economic and
political elites (E.M. Kim, 1997).°

3.4 THE EMERGENCE OF THE EAST ASIAN CRISIS:
AN OVERVIEW

In this section we make two arguments. First, that the fundamental struc-
tural incompatibility between the neoliberal regime and the East Asian
model guaranteed that the Asian economic miracle would inevitably be dis-
rupted at some time, in some way. Second, that the financial liberalization
imposed on Asia by external and internal elites, in the context of the global
financial regime, set the stage for the timing and character — the conjunctu-
ral and contingent characteristics — of the Asian crisis of late 1997. We see
these two arguments as addressing, respectively, the ultimate and proximate
causes of the crisis.

Structural Incompatibility

It is not just a coincidence that Japan, Korea and Taiwan created and con-
solidated their East Asian models during the golden age. Northern growth
was rapid and the demand for imports grew even faster. Since only a few
Asian countries were vying for shares of Northern import markets, and
were starting from a small base, their success posed no immediate threat to
host countries. Cold War politics made the US hesitant to treat these coun-
tries too harshly; on the contrary, it provided substantial grants and loans
to assist their development. Plus, the US pumped money into Asian coun-
tries in the course of prosecuting the wars in Korea and Vietnam. Finally,
note that for much of the period, the movement of financial capital across
national borders was slow, and controlled by national governments.
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But the rise of the neoliberal regime has created multidimensional ten-
sions with developing countries that have adopted the Asian model. For
one thing, East Asia’s success offered proof that an intelligent and flexible
combination of state regulation and market forces could achieve a combi-
nation of economic growth, productivity, technological progress and
income equality superior to anything neoliberalism could offer. Until 1997,
the unparalleled success of the Asian model was seen by many as proof that
the idea embodied in the “Washington consensus’ that ‘there is no alterna-
tive’ to neoliberalism was just an ideological slogan, not a fact. For another,
it was true even in the golden age that export-led growth in the South could
never be a permanently successful strategy for every developing country
given limits to the growth of low- to mid-tech global export markets. But
the evolution of the neoliberal regime with its chronically inadequate
aggregate demand growth and structurally determined excess supply made
these limits bind earlier and bite harder than otherwise would have been the
case. Asian countries could not continue forever to increase exports at 8 per
cent a year in a global economy whose developed economies were growing
at 2 per cent a year. These constraints meant that sometime, somewhere,
export-led developing countries were likely to experience severe problems.

As a result of conflicts between the structure of the East Asian models
and the ideological and material interests of the G7 nations and multilat-
eral institutions, enormous pressure was applied to East Asian countries in
the late 1980s and 1990s to deconstruct key components of their economic
systems. Northern powers pressed with special vigour for liberalization of
both domestic and international financial markets, and elimination of
trade management and investment oversight. This pressure arose in part
because the profits that firms, banks and rentiers outside East Asia could
earn from its economic miracle was severely restricted by Asian govern-
ments’ controls and regulations. Beyond this, Asia’s government-directed
economies represented the last significant obstacle to the consolidation of
global neoliberalism. Western interests believed that they were in a ‘war’
with East Asia over what kind of capitalism would dominate the early
twenty-first century — US capitalism or East Asian capitalism; and they
intended to win. Though they used many weapons in this war, financial lib-
eralization was clearly central to their battle plans.

Financial Liberalization, Short-Term Capital Flows and the Outbreak of
Crisis

That the sought-after financial liberalization was in fact achieved is demon-
strated by the surge of capital inflows to East Asia in the 1990s. Figures 3.6
and 3.7 provide data on yearly inflows of short-term and long-term capital
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Figure 3.6 Short-term capital inflows, four East Asian countries, in
millions of dollars, 1979-97

in four East Asian economies. These economies all experienced a substan-
tial rise in short-term capital inflows in the 1990s. Long-term capital inflows
rose in three of the four countries as well. It is important to emphasize the
shift toward short-term lending, depicted in Figure 3.8. The short-term
character of much of this capital reflects global lenders’ perceived need to
maximize their liquidity — the ability to unwind any position quickly and
with minimum loss, and created the potential for a lightning-fast bout of
capital outflow. These short-term financial inflows created the preconditions
for Minsky crises, especially in South East Asian countries such as Malaysia
and Indonesia that lack deep financial markets, adequate regulation and
lender of last resort institutions.!? The inflow of so much money in such a
short time to so many different East Asian countries created the possibility
of region-wide panics, contagions and financial crises.

Moreover, the East Asian model is an integrated and coherent whole. Its
impressive successes were the result of all key components working
together. Breaking down some parts of the system while leaving others
intact courted disaster. Opening Asia to unregulated capital inflows before
making all the other changes that financial deregulation required made no
sense. In particular, the deregulation of domestic and international
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Figure 3.7 Long-term capital inflows, four East Asian countries, in millions
of dollars, 1979-97
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Figure 3.8 Short-term debt as a share of all debt for BIS-reporting
institutions, selected East Asian countries, 1985-99
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financial markets and the elimination of state investment coordination in
the context of traditional corporate and bank leverage ratios was a recipe
for crisis. Corporate debt—equity ratios of three or four are inherently vul-
nerable to profit or interest or exchange rate shocks.!!

The huge and variable capital inflows to Asia set up a Catch-22 dilemma
for Asian exchange rate regimes, which raised yet higher the likelihood of
crisis. As Figure 3.3 shows, most East Asian countries adopted de facto
fixed exchange rate regimes in the 1990s. This insured foreign investors
against exchange rate losses. Fixed rates also required that national author-
ities control inflation and limit budget deficits — policies favoured by foreign
rentiers; they thus helped generate glowing evaluations by the IMF and
World Bank as to the soundness of these economies, which only acceler-
ated the speed of capital inflows. However, de facto fixed exchange rates
made it impossible to eliminate current-account deficits. So when deficits
did arise, governments had to use their limited reserves to defend the
exchange rate. When investors began to withdraw funds because current
account deficits threatened the exchange rate regime in 1997, governments
were forced to use their exchange reserves even faster. When the exchange
rate pegs were finally abandoned in the heat of the crisis, remaining reserves
were too small to cover foreign debt repayment commitments. Default or
IMF supervision were then the only remaining options.!2

Under speculative bursts of capital inflows and outflows, however,
flexible exchange rate regimes can lead to devastating exchange rate
instability. Inflows raise exchange rates, causing current account deficits
and domestic credit explosions; large outflows make it impossible for
domestic firms and banks to repay foreign denominated debt. No small,
trade-dependent country can tolerate the extreme exchange rate volatility
inherent in the neoliberal regime. That is why capital controls are essential
for such countries.

Thus, once neoliberal forces had successfully orchestrated the liberaliza-
tion of domestic financial markets and international capital flows, and
weakened the structures of trade management and investment coordina-
tion, the Asian countries were placed in deep jeopardy no matter which
exchange rate regime they adopted. It was only a matter of time until crisis
came.

We will flesh out the dynamics of the Asian crisis and present a more
detailed explanation of its causes, with special focus on the case of Korea,
in Section 3.6. But first, we look at the strengths and weaknesses of the
explanations of the crisis offered by mainstream economists.
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3.5. A CRITICAL EVALUATION OF NEOCLASSICAL
THEORIES OF THE ASIAN ECONOMIC CRISIS

Most analyses of the Asian crisis have focused on the cycle of short-term
capital flows into and out of the recently liberalized Asian financial
markets. Outstanding treatments of theory and facts surrounding this
financial cycle can be found in the work of non-mainstream scholars such
as Wade (1998), Wade and Veneroso (1998), Akyuz (1998), Chang et al.
(1998), Grabel (1998), MacLean et al. (1998) and UNCTAD (1998). Of
course, many mainstream economists have also presented theories to
explain the Asian financial crisis. Before we present a more detailed view of
the crisis via an analysis of the course of events in Korea, it will be useful
to briefly review the debate within mainstream economics about the causes
of Asian crisis. We preface this review by recalling a typology developed by
Radelet and Sachs (1998). These authors argue that financial crises can
have any of five causes: deteriorating macroeconomic fundamentals; moral
hazard in loan markets; financial panic; asset bubbles; and disorderly work-
outs. Most economists’ writings on the Asian financial crisis incorporate
some combination of these elements; indeed, the debate is shaped along
these lines. The IMF, for example, emphasizes the first two factors: they
trace foreign-exchange and asset-market pressure to either inappropriate
macroeconomic policies or flawed systems of financial intermediation and
regulation. This coincidence is not surprising in that the list encompasses
the research interests of most economists using the core conceptual catego-
ries of mainstream macroeconomics. In order, these five causes correspond
to: models of efficient markets; asymmetric information models; models
with multiple equilibria, especially the Diamond-Dybvig model of bank
runs; models of sunspot equilibria and self-fulfilling prophesies; and ‘polit-
ical economy’ models with rent-seeking government officials.

There is something here for almost every neoclassical economist. Indeed,
there is something exhilarating, almost titillating, for economists about the
Asian crisis; for the opinions of a sizable band of economists revered in
academia — Joseph Stiglitz, Jeffrey Sachs, Paul Krugman, Lawrence
Summers, Martin Feldstein, Stanley Fischer, and so on — have been ana-
lysed in excruciating detail in leading journals of world opinion. Political
professionals like to say about careers in their field that ‘you find a horse
and you ride him’. Things are little different for economists interested in
making their mark on Noriel Rubini’s instantly famous Asian crisis home-
page — you find a theoretical take and you ride it.13

The fundamental problem with most of this literature is, not surprisingly,
the problem one finds in mainstream macroeconomics debates between
New Keynesians and New Classicals (and the shades in-between): this
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debate is conducted using as a point of reference the perfectly coordinated,
mistake-free Walrasian general equilibrium model. There is certainly
nothing wrong with comparing outcomes in one’s model of choice with the
Walrasian case. The problem goes deeper, however, to an ingrained habit of
contemporary debate in mainstream theory: the idea that the implications
of a given idea can be understood — and thus accepted as important — only
with respect to the deviations they introduce from Walrasian equilibrium.
Models for which the Walrasian case is simply not applicable thus cannot
be understood.

The debate over the Asian model has quickly taken on this sort of
flavour: the focus is on the mechanism that drives one away from the
efficient equilibrium assumed to be the natural resting place of the system.
A good example of this approach is a recent paper by Chang and Velasco
(1998). These authors adapt the Diamond-Dybvig model (1983) to show
that a shortage of global liquidity combined with a shock that adversely
affects borrower countries in the presence of short-term capital inflows can
generate recessions driven in part by a debt—deflation multiplier. Clearly,
these authors have generated a framework capturing many aspects of
recent events in a clever and concise way.

The question is, where does an analysis of this sort go next? One move
would be to attempt to add in additional realistic features based on stylized
characteristics of Asian economies with respect to the labour process, the
government sector, a household sector, and so on. But this is asking the
Diamond-Dybvig framework to carry a lot more weight than it was
designed to bear, given its origin as a simple demonstration of the possibil-
ity of bank runs. Not only would such realistic features conflict with the
simplifying assumptions required to generate a closed-form equilibrium;
but adding them would lead to confusion on the part of mainstream econ-
omists as to which realistic feature is generating what amount of
inefficiency in 