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Ami, entends-tu le vol noir des corbeaux sur nos plaines ?
[My friend, do you hear the dark flight of the crows over ourip$?]

—NMaurice Druon, Joseph Kess€lhant des PartisanEl943)

“I think that there is a small experiment which we may try tonoa, Watson, in order to
throw some light on the matter.”

—Sir Arthur Conan DoyleThe Adventure of the Shoscombe Old PIE&27)






Preface

In mid-2006 the Chinese government announced that it waseiptocess of draft-
ing a new labor law which would give greater power to the Aikia Federation of
Trade Unions (ACFTU). The new law would give to labor uniohs tight to col-
lective bargaining on such matters as wages, working htars,ises, work safety,
insurance benefits. In the past, existing labor laws havebeenh really enforced.
WalMart, Disney, McDonald’s and Adidas have been singledfauusing contrac-
tors that violate China’s labor laws. In 2006, Microsoft G4 McDonald's, Price-
waterhouseCoopers (a financial consulting firm) and mangrdtreign companies
were not unionized.

Hoping to head off some of the new rules, representative®miesAmerican and
European companies began an intense lobbying campaignmdogue the Chinese
government to mollify the draft. They hinted that if the neawlwas passed they
would remove some of their factories to countries where waggre kept dowh

This example illustrates fairly well the main issue facedhmyworld economy. If on
one hand wages in developing countries are prevented framy gp in spite of huge
increases in productivity, if on the other hand companieserbeir business from
high wage countries to low wage countries, this will set thveditions for downward
oriented wages, a process that some US lawmakers desigrie éxpression “race
to the bottom”.

This is not mere speculation. It is true that in China wagestwp substantially
and that living conditions have improved but this is hardletin many other places.
Mexico is a case in point. After 30 years of industrial inmesht in themaquiladora
border zone the living conditions in this area remain verffialilt. At the same
time the decisions made by US companies to establish theifaetories beyond
the Mexican border has weakened the demand for labor in tited)8tates and has
therefore contributed to depressing American wages.

Evidence provided in the following chapters suggests tieptevious process which
eventually lead to the present crisis already began to lgldh the mid-1970s. It
Is around 1975 that (real) US wages reached a peak-leveMtbald never regain

More details on this question can be found in the followintickes published by the New York Times and available
on line : 13 October 2006, 10 April 2007, 30 June 2007, 11 Sepé&z 2008.
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in following decades. The mid-1970s also marked the begmoi a huge inflow

of immigrants (in large part of Hispanic origin) into the thd States. It was also
around 1975 that the number of strikes began to fall sharphoting an erosion of
the bargaining power of American unions.

The inflated supply of labor depressed wages and this haddtis=quence that con-
sumption could be increased only by an unprecedented gevelat of credit.

Perhaps the reader may think that to blame the prevailingeuoe system for the
unfolding depression is a fairly common and all too easy tatign. In fact, the
author did not wait until 2009 to question the neoliberaledrand take it to tagk
Moreover, it can be observed that even at the present timeibhgvthere are but
few voices in the media who establish a link between the robtke crisis and the
main tenets of the neoliberal ageddéndeed, as we will see in chapter 9, the term
“neoliberalism” is hardly ever used in major newspapersadather illustration, one
can mention that according to current polls conducted itaBrj the Conservative
Party has a lead of 19 percent over the Labour Party. Thislgleaggests that most
people do not wish to establish any connection between dwady of Thatcherism
which still underpins the political agenda of the ConsaveaParty and the present
woes of the British economy.

The most current attitude nowadays is to attribute thesctsisome errors and ex-
cesses; this notion is embodied in the expression “subpeimses”. That this ex-
pression is much too narrow is obvious from the fact that, aswll see, the policy
of making subprime loans and packaging them into mortgagkdubsecurities was
already used during previous real estate booms and carylaabunt for the catas-
trophic consequences seen in 2007-2008.

The policy which results from such a narrow conception iscldail out the de-
faulted companies, make credit flow again, restore confieland the economic sys-
tem will be up again for a new period of prosperity. This isdogiet that the 1990s
were a time of affluence only for those who were able to parntakeancial profits.
Wages, on the contrary, did hardly increase either in theddrfstates, in Europe or
in Japan.

To talk about a golden decade is also to ignore that betwe8b &8d 2007 eco-
nomic growth in the United States was largely fed by an irsireadeficit of the
current-account balance (the largest component beingehatcdn goods). By this

2See for instance chapters 6 and 8 of “Driving Forces of Playdgiological and Socio-Economic Phenomena” which
was published by Cambridge University Press in May 2007.

3Even such lucid and renowned economists as Paul Krugmaroaegh Stiglitz put little emphasis on the transforma-
tions which took place in the labor market and union legisfatAs we will show, these changes preceded deregulation
and Reaganomics. A suggestive summary of Paul Krugmangppetive can be read in one of his New York Times
articles entitled “Reagan did it” (1 June 2009).
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mechanism a substantial part of consumption and growth wlaig\aed through an
increase of the outstanding Treasury delis the deficit of current account was on
average of the order of 3% of GDP, it means that once thisepsipart of growth is
discounted, the real growth was in fact fairly weak, of theewrof 1% per year. The
same argument also holds for other countries, for instamtai® In spite of being
a major oil producing country, Britain had an average de@ititurrent account of
the order of 2.5% of GDP over the period 2004-2007.

If the influenza epidemic which appeared in March 2009 sgéadher (as is quite
possible on the basis of the exponential growth of the numbeases so far) it
will be a further hindrance to international trade. Howevtke example of the in-
fluenza epidemic of 1918 suggests that this should not haiggimpact on economic
growth. Indeed, from 1917 to 1918 there was a 9% increase iGtdSs Domestic
Product. The contraction which occurred in 1920-1921 hdding to do with the
epidemic.

The present crisis has been preceded by numerous warnimgs the failure of
“Long Term Capital Management” (LTCM) in 1998 to the bankixypof Iceland
in 2008, there have been many financial and economic crasiesat gave to these
crashes the character of specific warnings is the fact teatdimpanies and countries
involved embodied the very essence of the free-marketadgol

e Founded in 1994, LTCM was a US hedge fund whose board conaptee
directors, Myron Scholes and Robert C. Merton, who sharedl897 Nobel prize
in economics. Highly leveraged, its operations were baseguantitative stochas-
tic models. At first they were very successful with annualime$ of about 40%.
The wind turned in mid-1998. After losing $4.6 billion, LTCias bailed out by a
consortium of banks in an operation supervised by the FeBeserve. The failure
lead to an abrupt but short-lived stock market crash to wkthehFederal Reserve
responded by lowering its interest rate.
In short, this episode prefigured in several ways the badduuch bigger compa-
nies such as Sears or AlG ten years later. The scenario wasweh the same: sud-
den and unexpected failure, bailout led by the Federal Resstock market crash,
lowering of interest rates and massive loans made to theit@sistem. There was
a difference in scale however: in 2008 the losses were (st)l&n times larger than
in 1998.
What made the failure of LTCM particularly ominous for theure was the fact
that the sophisticated hedging procedures which were s@gpi provide a shield
against heavy losses simply did not work.

4In this respect the 1970s also marked a turning point. Frofs 1®1975 the ratio of Treasury debt to Gross Domestic
Product (GDP) fell from 120% to 35%; after 1980 it began toéase fairly steadily.
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e Enron Corporation was awarded the title of “Most innovatil® corporation”
by Fortune Magazine in 2001 just a few months before askindpdokruptcy pro-
tection. Two months later, in January 2002, there was thé&rbaicy of “Global
Crossing” and in July 2002 the failure of WorldCom. What m#uese failures of
particular significance is the fact that they revealed hugeanting scandals. In his
book published in 2003, Frank Partnoy shows convincingdy ithmany other (more
technical) ways these collapses prefigured the global fiahogsis of 2007-2008.
What makes his analysis particularly meaningful is of ceutse fact that it was
published four yearbeforethe outbreak of the present crisis.

e Argentina used to be the International Monetary Fund’s goshild. During
the 1990s the IMF praised Argentina and used it as an examgeaw the rest of
the developing world what sort of economic success couldecivom following the
neo-liberal and free market policies of the IMF. By 1995, 90Rall state enterprises
had been privatized. But prosperity lasted only so long aditiwas abundant. In
December 2001, Argentina plunged into a devastating ecananisis. Privatization
policies also lead to lackluster performances in othemLAtnerican countries.

e Britain, Hungary, Ireland and Iceland were acclaimed eXasgf the success of
free-market policies. Yet again, in all these cases, the l\indebtedness was stag-
gering and the financial houses of cards collapsed as soordislmecame scarce.

The comparative methodology that we advocate and use ifbdak often leads to
testable conclusions and predictidnBlaturally, predictions are dependent upon the
ceteris paribuondition (i.e. “all other things being equal”). This canilhestrated

by the prediction regarding the evolution of the NASDAQ Casipe index in the
years after the crash of March 2000 that was proposed in #tedition of this book
and is recalled in Fig. 1. It was in agreement with observafow four years, from
2000 to 2003. Then, something unexpected happened. Manyacoes (e.g. IBM,
Intel, Microsoft) started massive buyback programs ofrtbein share%

As another illustration, one can mention a prediction alveal estate prices in the
west of the United States which was made in mid-2005 and shdi in Roehner
(2006). So far it turned out to be correct but it is clear th@ icoming months (or
years) there is a massive federal program to prop up housesptheceteris paribus
condition will no longer hold. In this respect, the situatis exactly the same as
in experimental physics when an unexpected exogenous fextésferes with the
phenomenon that one tries to observe.

SThese predictions rely on observed quantitative regigaritither than on mathematical models. The reasons for this
are explained in Roehner (2008 b).

At the same time there was a huge increase in mergers andsics which is also known as a factor which raises
stock prices, mainly because to make such operations sfatsekare holders are offered more than the current market
price.
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Fig.1 NASDAQ Composite index: prediction compared with obsrvation. Year 10 on the horizontal axis

corresponds to 2000; the downturn occurred in March 200@hvtorresponds to 10.3. The prediction covers
the interval 10-16 that is to say 2000-2006. Made in May 200@as published in January 2001 in the
first edition of this book (Fig. 7.12). The prediction is bdss the common pattern of speculative price peaks
observed on various stock markets since the mid-19th genfiie main purpose of this graph is to illustrate the
importance of theeteris paribuq“all other things being equal”) condition by showing thaassive buybacks
(which are basically unpredictable) can have a substanflalence on stock prices. The vertical scale on the
right-hand side refers to buybacks expressed in billiorotiads; they tripled in 2003-2004Sources: NASDAQ:
http://finance.yahoo.com/; Consumer Price Index: Welsithe St Louis Federal Reserve; Buybacks: Press
releases of Standard and Poor’s.

The previous examples show that one must be very carefulmpadng theoret-
ical predictions with observations. However, what makesdlscussion of many
economic issues quite unsatisfactory is due to a much simgdeson. It is the fact
that the lessons of history are completely discarded. Toiistps underlined in the
citation by Anna J. Schwartz that can be read on the first pagasobook. As an

illustrative example (see chapter 12 for more details),aamemention the fact that in
1893 one third of the American railroad companies had to Bedaut’. On account

of such evidence should it not be clear that the privatinatibrailroads can hardly
be a successful operation? When it was attempted by the moesrt of Margaret
Thatcher it turned out to be so successful that the privateltidck” company had
to be re-nationalized in 2006 in the wake of a series of trag@dents. Yet, in spite
of such converging evidence, the privatization of Europealnoads is still on the
agenda of the Commission of the European Union.

Apart from the loss in efficiency due to increased technioal aconomic segmen-
tation, another adverse effect of privatization was amm@gndnstrated in the past

For one of these companies it was the third bailout in a rowisAwell known, British and French railroad companies
also faced similar problems.
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decade. It can be called the “bonus-triggered doctoringc€ff When the bonuses
of executives are tied to specific levels of earnings, it tsegrely tempting to do just
about anything to meet (or appear to meet) the goal: cookmfaoks, playing down
debt through off-balance sheet accounting, favoring steon profit over long-term
investments are some of the methods which have been usedat, BkorldCom,
Fannie Mae, Freddie Mac and numerous other companies.sk@d lkompanies this
temptation is even stronger because many bonuses are Eatknoptions (call op-
tions) which, to become profitable, require share priceota Thus, shareholders
must be cajoled in any possible way.

Yet, in current-day mainstream thinking privatization i8l segarded as a miracle
cure. How can one explain such a paradox? A clue may have besmlgy former
Vice-President Al Gore when, during his lengthy campaigrit@nissue of carbon
dioxide emissions, he observed that:

“You cannot make somebody understand something if his (Ordadary de-
pends upon not understanding it.”

It seems that the same observation also applies to the agénéaliberalism. Tai-
lored for the wealthy, this political philosophy has welihaed its purpose for many
decades. Why then should it be questioned?

Bertrand Roehner (Email: roehner@Ipthe.jussieu.fr)
Paris, 10 May 2009

Email: roehner@Ipthe.jussieu.fr
Comments are welcome
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Chapter 1
Neoliberalism: an overview

Neoliberalism

Broadly speaking, neoliberal policies tend to encourage frade and to reduce the
role of government which is why they are often referred toras-market policies.
Among the consequences of such policies one can mentiooltbeihg effects.

e Privatization may lead to control by foreign companiess fint is discussed
later on in connection with Latin America and Eastern Europe

e Because free-trade is also interpreted as free circulatiomanpower, huge
amounts of cheap labor become available in industrializeth@mies which in turn
depresses wages and reduces the incentives for technmoadaition in production
processes. A side-effect of cheap labor imports is to erbdedle of unions. For
instance in the US private sector the unionization rateedesad from 30% in the
1950s to about 8% in 2008.

e Because taxes are seen as an hindrance to free-market nseehdine neolib-
eral agenda requires sharp cuts in tax rates for both holdseaond companies and
light tax rates for financial revenue. Needless to say, sothies mainly benefit to
the wealthiest people. This reduction in income redistidsuled to an erosion of
social solidarity. A subsequent chapter will discuss tlspin greater detail.

e In industrialized countries down-sizing of the role of thevgrnment leads to
under-investment in basic infrastructures such as roaiukyds, dams, dikes, public
transportation facilities.

From a methodological perspective it is often helpful tosidar cases in which the
effects that one wants to study appear most clearly. Theagenof Dubai epito-

mizes many of the positive as well as negative aspects oflxezal policies. One

can mention: massive imports of cheap labor, negligiblerédgs for Emiratis and
companies, non-unionized workforce, a bold project of ttngain the middle of a

desert a metropolis based on tourism and financial servicedl be interesting to

see how Dubai weathers the economic cfisis

8The sociological consequences of this project are destehd analyzed in an article published in the British news-
paper “The Independent” (Hari 2009).
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Table 1.1a Occurrences of the term “neoliberalism”
in newspapers: number of articles per month in 2000 and 2008

Newspaper 2000 2008
Britain

Guardian 1 4
The Independent 0.08 0.6
Average 0.54 2.3
France

Figaro not available 0.8
Le Monde 1.7 2.5
Average 1.7 1.6
United States

Christian Science Monitor 0.08 0.08
New York Times 0.0 0.4
Washington Post 0.2 0.5
Average 0.09 0.3
Global average (3 countries) 0.8 1.4

Notes: According to the definition given on Wikipedia, thame'neoliberalism” is most often used by critics of
the doctrine. Proponents prefer to use the terms “marketagng”’ or “market liberalism”. This observation is
indeed confirmed by the data given in the table in the senséntbaliberalism” is used more often by left-wing
oriented newspapers than by right-wing papers. Howevgnrikthis left-right difference there is also a clear
difference between countries: the frequency is markedjfdr in Britain than in the United States.

The word “Reaganomics” was mainly used during the two terfrsesident Reagan (1981-1989); after 1990
the word was used less than once a month in the New York Times.

Source: The data have been obtained by using the key-wordhsengines available on the websites of the
newspapers.

Roots of the neoliberal program

As shown by the tables below, the word “neoliberalism” hasb®®n much used in

the past and is still sparsely used at the time of writing.

The first occurrence of the word “neoliberalism” in the Newk/@imes was in 1983

(6 October, section B, p. 8). Before 2000 it was used onceydvenonths, and be-

tween 2000 and February 2009, about once every three nfoitistead alternative

expressions have been used. For instance, on 27 Februdyi@ was an article
entitled: “Obama’s budget plan sweeps away Reagan ided$t. afticle refers to

the fact that after two decades during which taxes on higbnrecbrackets had been
lowered, the budget for 2010 was planning tax increases®ioiih 1%. Yet, “Rea-

9Incidentally, a similar keyword search for the Venezuelawspaper GloboVision gave 3 occurrences per month in
2008. Given the frequency with which the expression is ugderbsident Hugo Chavez one would have expected a higher
rate of occurrence. However, as we are not familiar with thigipal orientation of the papers in this country it is diffilt
at this point to draw a reliable conclusion.
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Table 1.1b Occurrence of the word
“neoliberalism” on the Internet

Language Word Number Normalization Normalized
of factor number of

websites websites
[million]  [100 million]

English neoliberalism 2.3 1.8 1.3

French neolibéralisme 4 0.8 5.2

German neoliberalismus 0.4 0.3 1.3

Spanish neoliberalismo 1.8 0.5 3.6

Notes: Because the number of existing websites dependsedariguage, the numbers of relevant websites
must be normalized in some way to make them comparable. Asalization factors we used the number of
websites obtained for the keyword “economics” expressdidemespective languages that is to say: economics,
economie, Wirthschaftswissenschaft@konomie, Economia. In terms of normalized numbers thezesdo

be a marked difference between French and Spanish websites one hand and English and German websites
on the other hand.

Source: The data have been obtained by using the Googlelseagine.

gan’s ideas” were not limited to tax policy; they brought abmany other changes
such as deregulation, reduction of the role played by gament agencies, reduction
in social welfare programs and so on. Many of these ideas Bad hdvocated by
economist Milton Friedman who became a close adviser togeesReagan.

Before being implemented by president Reagan, neolibdesls had been intro-
duced and applied in Latin American countries. One of thédxperiments carried
out by the so-called “Chicago Boys” was conducted in Chiterdbeneral Pinochet’s
coup in September 1973, that is to say about 8 years befoselEré Reagan began
to implement a similar program in the United States.

Although the word “neoliberalism” may be fairly new the rais that it covers are
not. The main ideas of the neoliberal creed have been a perhand central theme
in the program of the American Chamber of Commerce and of #uwgoNal Asso-
ciation of Manufacturers for decades. For instance aftereflection of president
Roosevelt fierce campaigns were conducted by these organzagainst his “so-
cialist program” (an expression frequently used at the tiamsl in favor of a “free-
enterprise” agenda. The participation of business in thgpn@gram was seen as an
opportunity to regain some of the lost ground.

As an illustration, one can mention the following declavatmade on 17 September
1942 by Lammot DuPont, then Chairman of the Board of the DuBompany'° :

10This excerpt of DuPont’s speech before the resolution cateebf the National Association of Manufacturers is
cited in Selden (1943, p. 99). The primary source is not gsecifically for this excerpt but it is indicated that the
whole section is based on the following sources: Lobby ltigason Report (senator Blake); Committee on Education
and Labor (La Follette Committee), Senate Report No 6, pathestigation of Concentration of economic power,
Temporary National Economic Committee (TNEC) monograph 26
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“We will win the war by reducing taxes on corporations, highome brackets,
and increasing taxes on lower incomes, by removing uniam® fany power
to tell industry how to produce, how to deal with their emp@eg or anything
else, by destroying any and all government agencies thatl stathe way of
free enterprise.”

It took about 40 years for the objectives outlined by Lammao®Dnt to be fully
realized. Naturally, these goals were not specific to Anagribusiness but were
probably shared by corporate leaders in other industedlizountries. What was
really new with the version of neoliberalism which emergedhe late twentieth
century is the fact that, mainly thanks to the Chicago Schbbécame an economic
theory as well as a political program. So many Nobel prizerde/avere bestowed
on neoliberal economists that the Chicago School becameetiiier of mainstream
economic theory and policy. In spite of the fact that the né<risis has clearly
shown that markets do not regulate themselves, the nealibenception will prob-
ably remain the mainstream paradigm for many years untiicdpegplaced (if ever)
by an alternative vision which will take years to emerge gmead.

Neoliberalism and the financial crisis

In his testimony of 23 October 2008 before a House Oversight @overnment

Reform Committee, Alan Greenspan declared:
“It was the failure to properly price such risky assets thacypitated the cri-
sis. In recent decades, a vast risk management and pricatgnsyhas evolved,
combining the best insights of mathematicians and finanperéx supported
by major advances in computer and communications techyoldbis mod-
ern risk management paradigm held sway for decades. Theswitellectual
edifice, however, collapsed in the summer of last year [i@72 because the
data inputted into the risk management models generallgreovonly the past
two decades, a period of euphoria. Had instead the modetsfitieel more ap-
propriately to historic periods of stress, capital requieats would have been
much higher and the financial world would be in far better ghaplay. When
in August 2007 markets eventually trashed the credit agehobsy ratings, a
blanket of uncertainty descended on the investment contguni

It would probably be a mistake to think that the present enwil bring down the
neoliberal ideology. Basically, this ideology is the exgmi@n of corporate interests.
The mathematical models mentioned by Alan Greenspan weyelyad hocmodels
set up with the objective of obtaining “rosy ratings” fronting agencies.

It can be noted that Lammot DuPont (1880-1952) was a staumgposter of the anti-New Deal “American Liberty
League™.
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In this respect one should recall that what makes a modeht#faiels not the fact
that it is expressed through mathematical formulas. Ma#tesis only a language
which by itself does not carry any truth. What makes a modehsiic is the way it
has been tested in various conditions. Let us give two ritisins.

e Galileo’s law of free fall was stated by him in plain langudn# it was based
on extensive experiments and it provided the starting pafintassical mechanics.

e The fact that Einstein’s theory of gravitation uses soptaseéd mathematical
tools does not have any implication as to its truth. Nowadiaigsaccepted by most
physicists because during 90 years it has been tested iougaexperiments and
astronomical observations and was found to stand thesawéhktsuccess.

There can be little doubt that it will be possible to revisesth models in a way
which makes them more consistent with the present busiresdien but without
calling into question the “free market” assumptions on \Wwineoliberalism relies.
As a matter of fact this is the direction indicated by GreamspgHe does not suggest
any oversight of derivatives markets by the Securities axch&nge Commission.
Instead he suggests that simply by adequately changingaiskmeters in financial
models they will again be working as well as they have beerkiwgrduring the past
three decades. It is likely that most investors wish to kespséem which has been
so profitable. According to the New York Times (4 March 20G3)ring the three
decades up to 1999 Mr. Soros’s fund returned more than 30%m@oyeaverage.
This represents an overall multiplication by a facta® = 2620.

In the same article, one also learns that in managing the ynoinking’s College
of Cambridge University from 1928 to 1945 (less than two desd John Maynard
Keynes earned the College an average annualized return%f il&. an overall
multiplication by 1.12!8 = 9.0. This is certainly a good performance especially
during a period of time marked by the Great Depression anaiéngbut nevertheless
between 30% and 13% there is a big difference.

When Alan Greenspan speaks of the collapse of the intedeetlifice of financial
mathematics he has mainly in mind the pricing system. It itequossible that ex-
otic financial products had been priced too low, a problencivitan probably be
remedied by changing a few parameters in the pricing models.

In contrast the failure of thask managemeredifice calls into question the sound-
ness of sophisticated hedging methods. To explain thist peirus start from a
concrete example. The University of Harvard relies on idosvment (i.e. its capi-
tal assets) for paying the salaries of faculty and staff mesiand for its extension
programs. This endowment which amounted to $37 billion oml§ 2008 is the
largest of any US university. Yet, in the 3 months betweey anld October 2008
it had shrunk by 22%. The endowments of other universitigeegnced a similar
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fate with declines of 13% and 11% for Yale and Princeton retsgdy (New York
Times 22 Feb 2009). One of the main justifications for intimdg a broad set of
new financial products was to provide more flexibility andaéincy in hedging op-
erations. These new hedging tools, it was claimed, woulwhafund managers to
avoid major losses even in the case of unexpected changels.h8dging strategies
were particularly suited for university endowments for @fhthe main goal was to
protect the underlying capital in a long-term perspectiVee large losses experi-
enced by Harvard, Yale and Princeton show that hedging ahkdcontrol did not
work. Needless to say, the same observation can be repeatie fmnanagement of
many other funds from money funds to pension funds. In ali¢leases Greenspan’s
“Infectious greed” argument does not apply because thesageas did not (and by
law were not allowed to) pursuit risky strategies; theirydws to use hedging and
diversification strategies to protect their capital agaamgy financial upheaval. Yet,
it seems they were let down precisely by the sophisticateld tiesigned to provide
protection.

Neoliberal ideology and social fragmentation

In a general way the implementation of neoliberal policiesuits in increased so-
cial fragmentation. In subsequent chapters we will illatgrthis fragmentation by
describing examples from the economic, financial and sepiagres. One may won-
der how this connection between neoliberalism and socgahsatation can be ex-
plained.

As a first possible explanation one may mention the undeglgiconomic theory.
The classical and neoclassical view of economics is basdigeomotion ofindividu-
als making rational decisions in order to maximize their ytifinction. Collective
factors, such as for instance interactions between emgdoge “herd effects” in
times of financial panics, are not taken into consideratidmus, one can hardly be
surprised that neoliberal policies result in processesobsfragmentation.

It can be noted that the axioms of neoclassical economiasglemented in a fairly

selective way. The existence of monopolies or oligopokesartainly at odds with

neoclassical principles. Yet, nowadays this issues arestlimever mentioned by
the proponents of free-market. Monopolies such as Mictamadligopolies such as
Boeing and Airbus are well accepted. This omission is alitloee surprising when
one realizes that the decade from 1995 to 2005 has been niayketiuge number
of mergers and acquisitions which markedly increased aoamooncentration?® .

1The wave of bailouts in the fall of 2008 also resulted in ims@d concentration because many failed firms were
bought up by competitors.
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The lack of attention given to this question stands in catti@the scrutiny that it

received during the period of the New D¥al Similarly, questions about lobbying
groups which received so much attention in the 1930s arestlnever mentioned
nowadays. Do such lobbying groups not interfere with a tradi allocation of fac-

tors™?

Neoliberalism and privatization

The two major characteristics of neoliberal programs gr@rfvatization of profit
generating activities (ii) transfert to the state that isdg to tax-payers of the social
cost (e.g. the consequences of social disaggregation)otibeeal programs.

The first characteristic can be illustrated by the case okAtiga. Between 1990
and 1995, 121 state-owned (or state-controlled) compdrage been sold off to
the private sector. Railroads, subways, oil companiesgmatd sewage networks,
telephone networks, national airlines were placed on totiaublock's,

After privatization the workforce in many of these sectoeswirastically reduced.

e Inrailroads: from 87,000 in 1991 to 5,200 in 1995.

e In state petroleum: from 52,000 in 1990 to 6,000 in 1995

¢ In the federal administration: from 874,000 in 1989 to 200,(h 1994.
What was the result of this policy? Between 1990 and 1998 tlesssDomestic
Product per capita at constant price expressed in US datlersased fom $2,738 to
$8,000 (Wikipedia, article “Economy of Argentina”, an aage annual growth rate
of 14%, Well, quite remarkable one might think. But let uskad the evolution of
unemployment:

1984 1989 1992 1994 1995 1998
Unemploymentrate 4.4% 8.1% 7.0% 11% 18% 12%

Source: 1984-1995: Keeling (1997); 1998: Wkipedia, atieiconomy of Argentina”.

How can one reconcile such contradictory results? The aniswery simple.

(1) In 1990 the exchange rate of the Argentinian peso was & pds49 USS;
then, in 1993 in the course of the dollarization process & $&t somewhat arbitrarily
at: 1 peso =1 US$. Such an artificial rate did not hold very loogever. In 2001 it
fell back to 1 peso = 0.31 US$.

Now, if instead of expressing the previous GDP growth in USBi¢h inflated it by
a factor 2) we express it in peso (still at constant priceg gets an average annual
growth rate of 4.5%. Still not bad! But this is not the end ad Htory. Between 1990

12See for instance the “Investigation of Concentration of riErnic Power” by the Temporary National Economic
Committee.
13Keeling (1997)



8 Chapter 1

and 1998 the current account balance in percentage of GDP-2&%6. In other

words, 2.3% of the growth was financed through increasedigdbbt. Thus, the
“true” average growth rate was only 2.2%. It must be addetlttiese years were
characterized by a high inflow of (mainly short-term) capitdherwise the current
account balance would have lead to greater difficulties.

In short, the privatization process lead to dismal resaltsdgonomic terms. As one
knows it also led to the financial crisis of 2002. The sceneriArgentina was not
not very different from the one which developed in the wakéethuge privatiza-
tion wave of the Soviet economy and lead to the financial<o$i1998. The East
European countries had a similar experience:

¢ In Poland the average annual growth rate of GDP (adjustedffation) over the
period 1999-2007 was 4.1%. Yet, in spite of such a high groat® unemployment
stayed at an average level of 17% (TradingEconomics W@bdités well known
that during this decade a large number of Polish workers wenking in Britain,
Ireland and Iceland. Had they remained at home the unemplyrate would have
been higher.

e Hungary and the Czech Republic show a similar pattern, ahath lower un-
employment levels. Over the period 1999-2007 both coungmperienced average
growth rates of GDP (adjusted for inflation) of the order of.4%ét, the unemploy-
ment never fell under 7%.

It is usually considered that with a growth rate of 2.5% to 3%gaonomy is stable
in terms of unemployment. With a lower growth rate unemplepibtends to rise
whereas with a higher growth rate it tends to*fallThus, when a economy growth
rate is about 4% over a decade and nevertheless the jobtesga@s not decline,
this signals that there is something wrong. The most commplaeation is that the
GDP was inflated by financial profits (for instance due to a imgububble) itself
triggered by an inflow of short-term capital.

In other words, the Argentina syndrome can be observed ie mdess severe forms
in many countries which have undergone a large-scale @atain process.

The promotion of neoliberalism

In May 2008 the University of Chicago set up the project oAbkshing the Milton
Friedman Institute. This is a $200 million project and thejority of the funds
will be raised from alumni and business leaders. An initetlaf donors at the $1
and $2 million level will be invited to become members of thdtdh Friedman
Society. The initiators of this project claim that the Ihgike will be a center for path-

Y¥Unless it is already at a low level around 3% which charaotsrthe residual unemployment due to the temporary
state of joblessness in the process of shifting from onegambther.
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Fig. 1.1 The future home of the Friedman Institute at the Uniwersity of Chicago. The project of the Milton
Friedman Institute was launched in May 2008. The univensityided half a million dollars in seed money
and is seeking $200 million in private donations of $1 miilior more. The building aimed for the Institute
currently houses the Theological Seminary. One of the maipgses of the Institute will be to host outstanding
young scholars, post-doctoral fellows, visiting researshin order (in the words of George Pratt Shultz) “to
prepare them to lead enterprises in all sectors and thetedngthen market-oriented economies”.

In August 2008 more than 100 tenured faculty members haveedig petition opposing the institute. Critics
say that they are concerned the institute will be a partisgarozation.

breaking research. Can such a claim really be trusted? Gasaously think that
the sponsors would be happy if this research leads to thdusion that free markets
do not regulate themselves and need some kind of supentsiensure long-term
sustainability? In this connection one should keep in miredwell-known sentence
by Upton Sinclair: “It is difficult to get a man to understanahsething when his
salary depends upon his not understanditiy it

As we will see in this chapter and in the next, neoliberaliss far reaching impli-
cations not only in finance but also in the economic and seghéres. In the last
chapter we will examine if there is a way out of the neolibédablogy. If it ever
happens it will probably be a rocky and arduous road.

As an illustration one can consider the case of railroadapiaation. Such experi-
ments in Argentina, Britain and the United States endedilar&a In Britain pri-
vatization resulted in security failures which lead to mawcgidents and eventually
to partial re-nationalization. In 2006 Network Rail, a stiacked organization took
over the private company Railtrack. As a result, taxpayaced unlimited fine for
the errors that led to the Ladbroke Grove disaster in whichp&$ons died and 400
were injured (“The Independent” 1 November 2006). Yet, ¢hyears later and in

15This statement was quoted by former Vice-President Al Garand his decade-long campaign against carbon dioxide
emissions.
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spite of such clear evidence, privatization of nationdreads is still on the agenda
of the reforms promoted by the European Commission.
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Chapter 2
Triumph of neoliberalism in economics

State power and cracks at grass-root level

At the end of the twentieth century the United States was niyt e world’s only
superpower but also a highly successful nation in termsieh&éic innovation, cul-
tural creativity and ideological dominance. These achmexats largely contributed
to the quasi-universal acceptance of the neoliberal clestdis give a closer look at
such achievements.

e Inthe decade 1901-1910 the United States won only 2 Nobatincluding
one for Peace to President Theodor Roosevelt) which repexs8.2% of the prizes
awarded. In the decade 1919-1928 the American share doiblegPo but remained
modest with respect to other industrialized countries. (&grmany: 22%, France:
12%, UK: 12%). If we now move up to the decade 1981-1990 we ssawiation
where the United States completely outranks all other camtits share of Nobel
awards has jumped to 49% while the share of Germany which gomeecond
position is only 8.2%. The situation is almost the same indbeade 1999-2008
with a share of 52% for the United States and only 8.0% for tKealich comes in
second position.

Moreover, in all academic ranking of world universities @téver the criteria used)
there is an overwhelming proportion of American univeesitin the top 50.

e With corporations such as Microsoft, Google, eBay or Wikiipé® the United
States is in a monopolistic situation for the computer anériret industry. There is
a similar situation in agribusiness and biotechnology whHems such as Monsanto
enjoy a near monopoly.

e The American film industry and TV channels are present wade¥. It is
probably not an exageration to say that the world news arpeshlly American
news agencies. Election decreed as fair by the State Degatriamd the US me-
dias will be seen that way worldwide; similarly, no matteravlactually happened,
elections said to be marked by widespread fraude will be Hesmnway worlwide.
Needless to say, in the first class of countries one will \iKeld allies of the United

16The founders of Wikipedia make the claim that their founatats based on international cooperation which is prob-
ably true; nevertheless, close to 100% of its donors are Aaerat least for those who are not anonymous as is the case
of over 50%.

For instance in the cafeterias or meeting places of manynésgauniversities there is a wide TV screen which
exclusively broadcasts CNN programs.
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States (e.g. Afghanistan, Egypt, El Savador, Mexico, Ifeer 2003) while the sec-
ond class would include countries (such as Iran after 19@8hi& under president
Milosevic or Venezuela under president Chavez) which opplos United States.

In the same spirit, massacres committed by troops of alleeignments (e.g. El
Salvador, Guatemala, South Korea in 1980 or Thailand in E3®61992, Turkey
against Kurds) will be almost completely ignored while oe ttontrary massacres
(even if of much smaller magnitude) in contentious coustvidl be pinpointed?.
This ability to shape the world opinion became of even graaiportance in the In-
ternet era which is marked by a globalization and unifortniraof public opinion.

e The American industry has more world class brands than drer gbuntry, e.g.
Coca-Cola, Disney movies and recreation parks, MacDoradtlfbod restaurants,
Starbuck coffeehouses, Nike and so on. General Motors amickfe present through
their subsidiaries in many countries worldwide

¢ In terms of military capability the United States enjoys aermwvhelming dom-
ination. In 2007 the military spending of the United Statdsioh reached $500
billions represented 45% of the world total and was abouirh@d the spending of
China which came in second position. With the advances maftlastern and Cen-
tral Europe during the past 20 years the network of Americditany bases (over
700 worldwide) is more extensive than ever.

e During the whole period of the Cold War the United States vids & suppress
Communist movements worldwide. It is true that the Vietnaar Wiarked a setback
but this failure remained isolated in the sense that theenwadomino effect. To-
ward the end of the 1980s a clever policy was able to win owesrséEast European
countries and to outmaneuver the Soviet Union. As a tesynobdthe wide support
the United States was able to gather even without the aplpobvhe UN Security
Council, it can be mentioned that 38 countries took part éxdbcupation of Iraq in
2003. Of these, there were 18 East European countries buBdrom Latin Amer-
ica; whereas most of the 18 stayed until 2008, the Latin Aca@ricountries were
among the first to withdraw their troops in early 2004.

In short, by 2000-2009 the United States was highly sucaessivhat can be called
high end achievements. Yet, at grass-root level the picta®fairly different. Top
level research is thriving but high school education isggifimg. Although Ameri-

8Countless other examples could be given. Some specificagssare described in Herman et al. (1988). Although
this study focuses on American medias, its argument alsistiol the media of many other countries. This kind of bias
does not apply only to the news but also to the presentatitnistdrical episodes. Although such a disregard of factual
evidence may appear chocking to a scientist or an impaigtitan, it must be realized that this is not a moral issue bu
the result of an asymmetry in competing forces.

19The non-military aircraft division of Boeing has tried a §zm operation by sharing the manufacturing of the 787
Dreamliner among half a dozen countries. This policy in \white core company provides only the design has made the
success of Coca-Cola for decades; it is obviously more diffito implement for complex products such as cars, ships or
aircraft.
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can corporations were highly profitable for decades thewagks of their employees
had been declining since 1975. The worldwide extension o&knsed forces is un-
paralleled but at the same time it has become a separategetdisand self-sufficient
entity within the American society. Although foreign US jylleads the world the
relations between the federal government and several diQletates are becoming
increasingly strained. The same is true also for intersed#gions.

An issue which surfaced with the depression is the tax shetidus offered to com-
panies by some states. For instance Delaware holding coegpare shell sub-
sidiaries to which companies transfer ownership of thifigstrademarks or patents.
Delaware does not tax the income collected from such asspést from Delaware,
corporations are also allowed to establish such shell digrss in Nevada and
Wyoming. Although this system has been used for decadeslly rgathered mo-
mentum in the 1990s. Squeezed by the depression, more th&tat28 are pushing
to collect taxes that corporations are avoiding in this wédgw York Times 29 May
2009).

Such a picture would not be surprising in the case of a dwigddiolonial empire
when falling income from colonial possessions brings abdigcal and social crisis.
Such was more or less the case of the UK after World War II. épitesent case, we
are facing a completely different and, to my best knowled@ey unique situation.

A frozen political landscape

We mentioned the ability of the United States to conditiod aontrol international
news. This does also apply to domestic news. The data whithexpresented in the
following sections are rarely alluded to in American medesd are not often dis-
cussed by researchers or citizens. To accept such data wead to admit that the
fruits of economic growth have not been shared equally aattkte American faith
in steady progress and improving living standards no loegeares with facts. Quite
understandably, there is some reluctance to raise suatsisBut because these facts
are virtually eliminated from the public debate, any chabhgeomes unlikely. In
short, the strength of big media corporations and the cgpatlobbying groups to
control Congress bars any move that would modify the cupenter structure.

In a following chapter we compare the challenge faced byi@eas Roosevelt in
1933 with the similar challenge faced by President Obam@@92We will come to
the conclusion that the drastic turnabout which took plack3i33 can no longer oc-
cur in 2009. In spite of being dominated by the DemocratsCivegress is unwilling
to provide to President Obama the strong support that wandw President Roo-
sevelt. The American political situation appears frozercodfirmation is provided
by a statistic about the sucess rate of members of Congressought re-election:
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from 1978 to 1998, their average sucess rate was 94%; in 198&8ahed 98.3%; in
November 2004, 394 of the 401 members who sought re-elestion a percentage
of 98.2%; 83% of the House races were won by a margin of 20% oe ne@mpari-
son the re-election rate in European countries is about 60%.
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Fig.2.1 a US Congress: re-election rateAfter 1980 the re-election rate of Congressmen who sought re
election jumped to a level of about 92% and, apart from temydtuctuations, remained at that level thereafter.
The data points correspond to averages of the percentagies Hbuse and Senate. The curve is a three-point
moving average. The main factor in this evolution is a steadyease in the number of so-called safe seats.
These are seats for which the winner wins by a margin of ovés @bich means that there is in reality only
one serious candidat&ource:http://www.opensecrets.org/bigpicture/reefdgp?cycle=2006

Three main factors may explain this situafitin(i) At the election of 1998 incum-
bents outspent their challengers by an average ratio of 5Tad advantage in terms
of funding enjoyed by the incumbent candidate was similaubsequent elections
except perhaps in states with public financing for electignsNearly a quarter of
the candidates seeking re-election did not have a serique@nt; this explains why
the average victory margin was as high as 43% (iii) Gerryreand (i.e. redefini-
tion of the boundaries of electoral districts) has lead te\@r increasing number of
“safe seats”. At the election of 2002 391 of the 435 Housessgate considered as
safe seats (in 1992 there were only 314).

If in addition one takes into consideration the fact thatplbétics implemented by
the two parties are not very different, one comes to reaha¢ the voters are not
given a real choice. We come back to this point in the last rap

Income inequality: the watershed of 1975

2OResearch and Reports (http://www.bettercampains.org)
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First we consider four graphs which document a major chamtfesiincome pattern.

e The first graph shows that there was a drastic change arouf@l 18 the 3
decades before 1979 the growth of earnings was shared tearfigrmly by all in-
come groups. As a matter of fact, the lowest income groupfiiedeslightly more
than the highest income group. It can be recalled that ppid©80 the marginal tax
rate in the highest tax bracket was 70%; subsequently it ovasred to 35%.
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Fig.2.2 a Change in the income pattern in the United StatesThe data refer to real (i.e. adjusted for
inflation) incomes. After 1979 substantial income increasere confined to the highest income groups and
particularly to the top 1%Source:“Wealth and Democracy” by Kevin Phillips (2002, (38}, primary sources:
Economic Policy Institute, Congressional Budget Office.

e The second graph presents basically the same evidence. e/fhaddbetween
1965 and 1978 the income of workers and chief executivesrpssgd at the same
pace but after that the two lines separated. The earninds&ffexecutives doubled
while the income of employees stagnated. Note that in tHeviolg 20 years the
growth of executive pay was even faster. As an illustratior007 Barclays paid
its president more than $40 million (The Independent 9 Ndy&@n2008). In relative
terms such levels of earnings are similar to the income oédakd princes in former
times.

Moreover, executives are prepared to go at great lengtheip &ech privileges even
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to the point of putting their company at risk. This can besitated by the following
story. The article of the Independent cited above mentibas Barclays shunned
aid by the British government to avoid being forced to curindses. Instead the
bank preferred to solicit the (hypothetical) aid of Middladkern investors. This was
in November 2008. In the following months Barclays finansi#lation continued
to deteriorate and on 13 June 2009 it was announced that iselsg its Global
Investor division (BGI) to US finance giant BlackRock for $#libn. Under this
deal Barclays’ president, Bob Diamond, will personally §26 million while 200
BGI's executives will share a $1 billion windfall; this reggents an average of $5
million for each executive. In short, the deal resulted iaaking up Barclays, in
transferring the control of one of its essential divisioagtie ownership of a US
corporation (a move which is hardly in the interest of Bridabut at least Barclays’
executives were showered with hefty boniddes

By the way, the previous episode also shows that in spitesariubles experienced
by Citigroup, Bear Stearns, Lehmann, AlG and other Amerfocemncial institutions,
the US financial groups remain the world leaders. With $2lfotmi under manage-
ment, BlackRock will be the strongest investment managenenworld. The fact
that it is working for the Federal Reserve in managing thefplow of mortgage as-
sets it received from Bear Stearns as collateral, sugdestdie financial crisis of
the fall of 2008 brought about a closer association of majgrfldancial companies
with federal institutions such as the Federal Reserve andrtbasury.

The two previous graphs were taken from a book by Kevin Bisiléntitled “Wealth
and Democracy”. Itis interesting to note that Phillips watose adviser of President
Nixon.

e The third graph compares wage level and strike frequency.s&¥ethat after
1975 real wages decreased while at the same time the numiséikefs fell dra-
matically. But this evolution started already after Worl@MA. Several Laws were
passed in Congress which strengthened the position of gensl@and at the same
time curtailed the rights of unions. Because this policy weasome extent shelved
during the second term of President Eisenhower and becalisetive labor con-
tracts with employers were usually signed for a duration geérs, the effects of
this legislation were felt only progressively. Since 19f6re has been a dramatic
decline in the number of strikes. Real wages reached thedimuan in 1973. After
this date the largest part of GDP growth was absorbed by twetgrof non-salary
earnings (e.g. income from financial assets, real estaféspretc.) the share of

21The article of “The Independent” (13 June 2009) which repthis story was entitled “Diamond in line for 22 million
pounds as Barclays sells BGI. The article says that althautite short-term the $8 billion from the BlackRock deal will
enable Barclays to improve its equity ratio, in the long¥tehe remaining group will be highly exposed to the risks of
votale earnings.
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Fig.2.3 b Increasing income inequality in US corporations.The graph refers to real (i.e. adjusted for
inflation) annual incomes. A growing gap developed afterdl@hich comes in confirmation of the previous
graph to suggest that there was a deep change in US incomeengaitt the mid-1970s. In 1999 the average
(pre-tax) compensation of the chief executives of the 2@fekt US firms was $8.3 million which represented
419 times the wage of the average factory worker; in 1980 dkie was 42.Source: Adapted from “Wealth
and Democracy” by Kevin Phillips (2002, chart 3.22); prinyasource: “The Economist” June 1989

which increased from 35% in 1950 to 55% in 2004.

e The fourth graph provides a comparison between the UnitateSand three
other industrialized countries. It shows that with the gassexception of the UK
which presents a similar (but less marked) trend the othentcies do not show the
same evolution.

Ownership by “absentee landlords”

Between 1947 and 2000 the assets of American mutual fundspaspartion of
GDP has been multiplied by a factor of the order of one hurfdresiutual fund
giants such as Fidelity Management and Research (FMR),Maddsroup, Capital
Research and Management or State Street, are the majohslines (with percent-
ages over 5% and up to 15%) of many large American corpomtion

The term “absentee landlord” became widely used in the 1&tbuey in relation with
English owners of large Irish estates. “Absentee” refeithédfact that these owners
spent most of their time in London or in vacation resorts &f Bnrench and Italian
Riviera. More fundamentally, it refers to the fact that tivegre only interested in
short-term financial returns. Because they had no knowled@ad no interest in
the problems of their estates they were reluctant to spemskynon investments that

2’More details can be found in Roehner (2006, p. 270).
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Fig.2.4 Consequence in terms of earnings of the loss of inflnee of American labor unions. The Wagner
Act was not the first pro-union law of the New Deal era nor wasThaft-Hartley Act the last anti-union law
in the decade following 1945. The Wagner Act in fact repla@ed extended) the labor legislation contained
in the “National Industrial Recovery Act” (NIRA) of 1933 eftthe latter was declared unconstitutional by the
Supreme Court in 1935. The Taft-Hartley Act was passed ire 1847 shortly after the Loyalty Executive
Order (No 9835 of March, 1947) which submitted all federalptoyees to a loyalty oath. It was followed
by numerous indictments of union leaders based on the sdcalhought Control Smith Act” (1940), by
the McCarran Internal Security Act (September 1950), th€®tcan-Walter Immigration and Nationality Act
(1952) and the Communist Control Act (August 1954). Underdbver of fighting Communism, these laws in
fact considerably weakened labor uniosaurces: Statistical Abstract of the United States; Weldithe US
Department of Labor.

would have brought a return only in the long-term. The stewavho managed the
estates had of course a better knowledge but they were mssexs$ far as investment
decisions were concerned.

The situation is similar for holding companies, mutual fsiwd private buyout com-
panies. Their interest in the companies that they own igicesdl to immediate
financial return&. Moreover, because of their lack of empathy they are in theesa
position as Stanley Milgram’s instructors (see Roehnei7260apter 8) who inflicted

23This situation is plainly apparent in economic and finance@bspapers. Very little attention is given to the technical
issues faced by companies. Ninety percent of the contertisteld to questions about mergers, acquisitions, chariges o
top executives, stock prices, bond issuance and other fadassues. Moreover all these topics are considered intayig
compartmentalized way. Thus, until recently it was notizeal that problems in the real estate sector can have antmpac
on financial markets. Even nowadays it is hardly ever redlihat the main engine of an economy is the income earned
by employees. If this income is depressed through large srgdorts of cheap labor there can be no sustainable domestic
demand.
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Fig.2.5 Income inequality in several countries.Vertical scale: share of national income earned by the 0.1%
of the households with highest income. The data are basedcomes reported to the fiscal administration;
they represent incomes before the payment of income taxésxatude capital gains. The thick curves are
moving averages of the data points. Under an egalitaridritdifon of income the top 0.1% would earn 0.1%
of national income. According to the present graph theiresig20 larger in 1970 and 60 times larger in 1998.
Sources: US, UK, France: Piketty and Saez (2003); Japan:iddichi and Saez (2004).

painful shocks on their subjects without much hesitation.

This can be illustrated by the attitude of employers wittpezs to fatal accidents in
the workplace. According to an investigation performed diyrpalists of the New
York Times (Barstow 2003) it appears that over the period2i2802 there were
2,197 cases in which fatal accidents were duédliberateviolations of safety laws
by employer$’. Even more revealing of th&eitgeistwhich prevailed during this
period is the attitude of the federal government.

e Only 1,242 of these 2,197 deaths were ever investigatedddetteral “Occupa-
tional Safety and Health Administration”. Moreover, in 93ffithe cases that were
investigated, OSHA declined to seek prosecution.

e Former OSHA officials say that those who were pushing for geason were
hardly ever rewarded and in some cases they were penalized.

e When Congress established OSHA in 1970 it decided to makemisde-

24The total annual number of fatal workplace accidents in #meestime interval was about 5,000.
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meanof® to cause the death of a worker by willfully violating safedyis. The max-
imum sentence, six months in jail, is half the maximum fordsaing a wild burro
(small donkey) on federal lands. As a result, the averagmprierm per worker’s
death was only 5 days.

The fracture between management and workforce is not omigfiaafor employees,
it also results in poor global efficiency. This means thathie bbng term such a
system can hardly survive if competitors are allowed to gmer

Even though the previous observations point to a deeperittgeaivide between
employees and employers in recent decades this should natbareted as a steady
and linear trend. There was already a broad divide in thed&tkury which to some
extent narrowed in the first half of the 20th century. As ansiifation of the turn
of mind which prevailed in the early 20th century one can ttigefollowing excerpt
from a Federal report on industrial relatiéfis
The lives of millions of wage earners are subject to the tdaneof a relatively
small number of men who are totally ignorant of every aspéti®industries
which they control, except the finances, and are totally nooemed with regard
to the working and living conditions of the employees in #hoslustries.

Weakened national solidarity

One of the main roles of government whether at federal oe &kl is to improve
collective living conditions for instance by providing sais, roads, bridges, police.
Strengthening national solidarity is another importamiction of governments.

In the past decades two factors contributed to reducingdihes

The first factor was the influence of the neoliberal ideologg. one knows it pro-
claimed that the role of government should be limited to itsstrbasic functions
(army, diplomacy, police) and that the poor should carelientselves or be helped
by non government organizations. Such a narrow conceptisoaial solidarity was
already prevalent in 19th century England. Revealing of thientation was the in-
stitution of the workhouses. In order to get shelter and mygador people had to
carry out absurdly useless tasks such as breaking stonadar8i in India during
periods of famine men,women and children had to break starggsler to get relief.
For more details see Nash (1900) and Longmate (1974).

The second factor was the erosion in tax-income at both &ded state level. This

25As opposed to a felony, a more serious criminal act. Pettft, theostitution, vandalism, public intoxication are
misdemeanors.

26The excerpt is from the “Final Report of the Commission orulstdal Relations” and is cited in Boyer and Morris
(1955). As a case in point the report includes the copy of decatbdressed by J.P. Morgan from his castle at Aix Les
Bains (France) as to the necessity of a low wage scale.
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erosion can be attributed to the change in tax rules (alseghtcabout by the same
ideology as already discussed). However one must also omethie development of
tax havens.

Inareportissued in 2005 the “Tax Justice Network” estim&btat global tax revenue
lost to tax havens exceeded $255 billion per y&ahctually, when compared with
the budget of the United States which is of the order of 2,0Mi01s, 225 billions is
not a big amount. The main point is rather that there has beapid development
of tax havens during the past 20 years and that this evolwithrcontinue unless
the government of the United States changes its stance®tofhic. The position of
the Obama administration on this important topic will becdssed in a subsequent
chapter.

2"The source is: “The price of offshore”, Briefing paper (Ma&005). It is true that this figure was contested by the
“Center for Freedom and Prosperity”. However, the fact thistorganization was created to lobby legislators in fafor
market liberalization and offshore financial centers sgtg#hat it cannot entirely be trusted.
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Appendix A: Possible scenario for the economic crisis

In this appendix we describe a scenario which shows why amdthe triumph of
neoliberalism may be connected with the financial crisiss tjuite by purpose that
we make this point in an appendix. One should keep in mind tthexie can be
no scientific explanation of single events. In other wortlgs scenario can neither
be proved nor disproved. Depending on their turn of mind, esoeaders will find
this scenario plausible or on the contrary unlikely. Theyombay to get closer to
a scientific perspective is to find and compare other reaizatof the mechanisms
which were at work in this crisis (more on this in a subsequéapter).

Before describing the scenario let us list the main charsties of neoliberal poli-
cieg®,

e Privatization of profitable public services

e Lower tax rates for companies and affluent people

e Deregulation of existing markets and abstaining from ragyd) new markets
(Internet, new financial products)

e Liquidation (or disabling) of federal agencies concerneith \wnvironment is-
sues, with health hazards in workplaces or with the confrbhancial transactions

¢ Facilitating rather than opposing economic concentratyfusion, acquisition
and buyout

e Outsourcing

e Substitution of short-term employment contracts to cangr@roviding long-
term employment guarantees

e Globalization of financial markets, including (to say thadf a great tolerance
for off-shore banking and tax heavéhs

e Globalization of labor markets; for industrialized couesrthis meant importing
cheap labor.

e Discarding unions; it may be recalled that unionizationasied at Wal-Matrt,
the largest US company in terms of number of employees.

e Drawing higher education and research into the field of ntagkenomy. This
in particular implies markedly increased tuition fees.

A possible scenario would consist in the following steps.

287s all lists of this kind this one is fairly subjective; otheeople with different interests and backgrounds would list
other items.

29The position of market liberals on tax havens can be assésisgctlearly by the opposition generated by candidate,
president-elect and then president Obama when he clainsdéwould attack tax evasion and tax havens; see for
instance on the Internet the comments made by Bob Baumangctike legislation planned by the new administration
a “pernicious legislation” and even using the terms “moiseist powers”. It can be recalled that president Roosevelt
was frequently accused of organizing a fascist state. Irrta@athat appeared in the New York World-Telegram on 12
November 1935, a businessman writes on a wall: “The New Beaktiombination of George Il [who fought Americans
in the War of Independence], Hitler, Mussolini, Stalin”.
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(1) During World War Il the financial aid provided by the Urdt&tates took a
form which was very different from what it had been during WodNar I. Through
the Lend-Lease Act a total of $50 billion (equivalent to mg&700 billion at 2007
prices) worth of supplies were shipped to the Allies: $ 3lidsilto Britain, $ 11
billion to the Soviet Union, $3 billion to France and $1.6ibih to China. No repay-
ment of these supplies was required. From an economic pbinew Lend-Lease
amounted to huge subsidies to the American industry. Thssfaellowed by the Mar-
shall Plan. The funds provided to European countries hae taskd to pay imports
of American products. On the contrary during the First Wkar the United States
made loans to the Allies whose repayment create endlesteprisiafter the war.
After 1950 the policy of lavish credit supply continued thgh a succession of small
wars (Korea, Cold War military expenses, Vietnam, Iraq)alilamounted to subsi-
dized orders for US companies. This set the scene of a wovithich money supply
and credit were plentiful. The way the Federal governmesgoaded to the financial
crisis was again by increasing the money supply.

(2) Inthe late 1960s American companies experienced amaragsprofitability
to which they responded in two ways: by investing abroad umtwes where salaries
were lower and by limiting wages in the United States througports of cheap
labor.

(3) Confronted to an unlimited supply of imported labor USrkars and unions
became increasingly unable to win strike contests. As dtrsminumber of strikes
plummeted and wages began to decrease (as documented phaygren above).

(4) In the decades after 1975 the share of wages and salaribe iUS GDP
decreased steadily from 76% to 45% with a parallel incredsaital gains (e.g.
appreciation of stocks or real estate) and corporate profits

(5) Asthe US economy could hardly be driven by exports (tinvre a substantial
deficit of the commercial balance in part due to the relocatiifactories abroad) the
only possible engine was domestic consumption and becdubeimdling salaries
consumption had to be propped up by cheap and easy credg, ffiieuscene was set
for the financial crisis.

(6) Deregulation of traditional financial sectors and neguilation of new finan-
cial products (derivatives, collateralized debt obligasi, and so on) had created the
tools for generating abundant credit.

(7) In 1994 (Orange County bankruptcy), 1998 (Long Term @GapManage-
ment bankruptcy), 2001 (Enron Corporation bankruptcy)20Global Crossing
and WorldCom bankruptcies) there had already been sermgessovhich showed
the risks of derivatives trading. In most cases the problexs surmounted by in-
creasing the money supply.

(8) The real estate boom of 1996-2007 was yet another episbdeonomic
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growth based on an abundant supply of money. It was madelpp@bsi cheap loans
and in return housing equity provided collateral value fursumption-oriented loans.

(9) Then, in mid-2007 “something” happened (that we do natwelerstand)
which changed the attitude of major mutual funds and investnfunds with re-
spect to the sophisticated financial products that they heldomed for almost two
decades. Of course, credit crunches had already occurrée ipast in the wake
of the crises mentioned above, but not to the point of affigcéilmost all financial
sectors (bonds, short-term loans, long-term loans, mgeg)a In other words, this
was something new, perhaps not in nature but certainly ilesca
A mechanism which may explain the severity of the credit chuthhat began in 2007
would be a growing divide between the strategic interesiswaistment funds (such
as Fidelity, State Street Corporation, Vanguard Group,hdggon Mutual Invest-
ment Funds, Wellington Management Company, Capital Grddhagement) and
investment banks. It may be that the rush toward financialyxts of ever increasing
complexity and opacity eventually run against the intere$tsuch funds by depriv-
ing them of the market control that the sheer amount of thegnital assets would
otherwise give them. The fact that up to 2009 the crisis chtise failure of sev-
eral big banks but was much less disruptive for investmemtisuvould lend some
support to this interpretation. Further confirmation mayeege as the crisis unfolds.
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Chapter 3
Triumph of neoliberalism in society

The concept of social capital was developed by Harvardipaliscientist Robert D.
Putnam. In his book entitled “Bowling alone” he suggests$ tha more people have
opportunities to meet one another the “healthiest” a comiyisn The main prob-
lem is to define terms such as “healthiest” and “social cHpitea fairly objective
way®C. Needless to say, more work is required to better understandole of so-
cial interaction. The triumph of neoliberalism in many cties provides a unique
opportunity to analyze the effects of a drastic change imasoderaction. Why?

In the previous chapter we have already emphasized thabeealism is based on an
individualistic conception. Not surprisingly, therefplaess of social solidarity is one
the most obvious consequences whenever neoliberal hocgeimplemented. How
does such a loss of social solidarity affect our societiels€ danswer is not obvious
because many effects are indirect rather than direct. It seayn that free-market
policies do not prevent people from taking part in bowlingasations, in bridge
clubs or in astronomy workshops. Yet, if people must workgkem if the ultimate
rational and pervasive purpose of our societies is to madrthe consumption of
goods, then of course such activities will hardly be encgeda

In the present chapter we discuss some effects of sociah&atation that can be
observed in present-days societies. In some instancds,asufie changing trends
in education, the connection with neoliberal reforms wal fairly clear. In others
fields such as infant mortality or homicide rates this cotinaavill be less obvious.
Many of the views put forward in this chapter are presentathteely.

Leveling off in education trends

The next graph highlights abrupt changes in educationad#e The lowest line
refers to the percentage of high school graduates, the tthttve percentages of
PhD degrees conferred annually.

How can we interpret this graph?

The stagnation in PhDs may have several causes but a favipusbfactor is the

30That is what we tried to do in a recent study entitled: “Mavxdation of interaction as an evolution principle for social
systems” (2009).
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inability of middle-class families to pay such long studies

According to an article published in the Wall Street Joufdabeptember 2009), in
2008 66% of college students had to borrow to pay for collegktheir average debt
load was $23,180 by the time they graduated. Since 1996,uhwer of students
who had to borrow for college inceased fom 58% to 66% and tleeage amount
that they borrow increased 33% from $13,100 to $23,180. Mesdo say, this
situation is very different from the situation experiendsdthe generation of post
World War |l veterans for whom the cost of their college ediocawas paid by the
federal government.

Most of these loans were so-called federal-student loanshwheans that their in-
terest rate was lower than private, non-subsidized loahevan with a low rate the
capital must be repaid nonetheless. In fact, there was aragmge in federal aid.
Around 1980 most of the aid was in the form of grants, aroun@b2@ost of the
funding went to providing subsidized loans.

The average of $23,180 covers a broad variety of situatibhs.article cited above
mentions the case of a 30-year old lawyer who has to repay,$Q@3rom his 7
years in college and law school. Studies in law, businessnagdical schools are
among the most expensive.

For the 34% who did not have to borrow their tuition and accadation expenses
were mostly paid by their families. Of course, even for thog® had to borrow
the funding provided by their families was also essentiaalige tuition is about
$15,000 a year which means a total of $60,000 or $75,000 diépgeon whether the
degree is obtained in 4 or 5 years. Adding the cost of accoratmdone arrives at
a total which is some 4 or 5 times the amount of $23,180 whitioisowed.

The decrease in high-school graduates may be related tbheaareftect namely the
high inflow of uneducated immigrants.

Abrupt increase in the trend of incarceration rate

Sharp upturn in the mid-1970s

The next graph documents a rapid increase in the incaroenatte after 1975. The
homicide rate is showed mainly for the purpose of comparidoms true that the
homicide rate was high in 1972 when incarceration begandio yg but it was also
highin 1932. Itis probably a general rule that crime tendsd¢oease when economic
conditions become difficult. In the years after 1932 the luihei rate decreased by
itself (without a jJump in incarcerations) as economic ctinds became better.

In recent years incarceration rates continued to increase after homicides had
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Fig. 3.1 Number of high school graduates and PhDs in the UniteStates. A marked change in the trend
of both curves occurred around 1968-1975. These changgsduitat two transformations took place simul-
taneously: (i) A contraction (at least relative to total plgpion) of the upper middle class who previously had
furnished a large part of PhD graduates. (ii) A widening & ploorest segment whose children leave school
without graduating. It can be observed that in contrast higin school and doctorates, the proportion of Bach-
elors has continued to increase albeit at a rate that is enththn during the decades before 19%0urces:
PhD: Statistical Abstract of the United States; high schg@duates: Barton (P.E.) 2005: One-third of a
nation. Policy Information Center Educational Testing\Bee.

fallen back to their level of the 1960s. Another possiblddaenay be the priva-
tization of many state prisons. Constructing and managimspps has become a
business whose “customers” are the inmates.

Privatizing prisons and bribing judges

As one knows during the past three decades there has beeady steve in the
United States toward the privatization of prisons at statk@unty level. The rule
according to which inmates should be detained in the staténioh they were tried
and sentenced has given way to a more flexible scheme whahksglirisoners to be
sent from one state to another. In this way some states suttizasia have become
home of large prison facilities which hold prisoners froratstas far away as New
York State.

In a system in which private companies are renumerated obasis of the number
of inmates held, it seems natural that in order to maximizditpthey would favor

full occupation. Once a new facility for 1,000 inmates hasrbbuilt by company

it would look forward to seeing it working at full capacity.ide the director of an
hotel the manager of a private prison will try to increasedbeupation rate.

How can he do that?
A fairly efficient method to fill a newly built facility is to ofain the closing of for-
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Fig.3.2 Rate of incarceration and homicide rate.The marked increase in the rate of incarceration after
1975 resulted in a reduction in the homicide rate which beganind 1990. Between 1930 and 1955 the
homicide rate fell fairly steadily; this fall seems to haitdd or no connection with the (small) increase in the
incarceration rate that occurred between 1925 and 193boltid probably be attributed to the improvement of
living conditions during the New Deal era. In 2008 the averegst of housing a single prisoner was $ 46,000 a
year (i.e. $ 3,800 a month, a figure which is higher than theiamgokrsonal income of full time workers in the
United States (The Independent, 15 February 2088)rces: Statistical Abstract of the United States, variou
years.

merly existing state or county prisons. This can be done uvatgous pretexts: the
old prison is no longer in line with existing regulation, @peration would be too
costly in coming years, and similar arguments. Of coursegtoredible such argu-
ments must be brought forward by state officials not by theagars of the private
facility.

Once a good occupation rate has been reached it must be kb l#vel in forth-
coming years which means that prisoners who are freed musgdi@ced by new
iInmates. That can best be achieved with the the judges’bmml#dion. As a re-
sult one should not be surprised to see that judges are begariarget of bribery
schemes. The following story illustrates some of these ia@sims.

The story of two bribed Pennsylvania county judges
On 26 August 2009 there was a short article in the “Intermatidlerald Tribune”
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whose title was: “2 ex-judges in kickback case withdrew rtlggiilty pleas”. At
first sight this title was not very clear and the rest of theelrtvas hardly clearer but
because my attention was already focused on this bribehfgarol made a thorough
search on the Internet and in the articles of the New York $ilneusing the names of
the two judges as key-words, namely: Mark A. Ciavarella anchiglel T. Conahan,
both of Luzerne Couniit revealed that this case was a perfect illustration of the
mechanism explained in the previous section. Here are the ekments of this
bribery scandal.

e Election campaigns Conahan ran the first time for Luzerne County judge
in 1993 he announced that he would refuse to accept campaignbtions from
lawyers and law firms. Instead he had to borrow $180,000 td fus election cam-
pain. When he started his 2003 campaign he had to repay $ZBiH0oans. How-
ever he was able to pay it off thanks to donations from lawgeis law firms, thus
reversing the promise made in his 1994 campaign.

e Association with a detention center developer In January 2002 Judge Cona-
han became President Judge which gave him control of thehmuse budget. At
about the same time he came in touch with Robert K. Mericlevaldper of private
detention centers. Eventually two private detention asntesre built by the com-
pany Pennsylvania Child Care. By the end of 2002 Conahanrelted financing of
the county juvenile detention center thus clearing the wayte operation of Mer-
icle’s new detention centers. At the same time Conahan digreecret agreement
which pledged that the county would pay $1.3 million in anmeat on top of the
tens of millions specified in the official contract for the ogu@on of the detention
center.

e Red flags When the county financial controller leaked a state audit diea
scribed the lease of the detention center as a bad deal, Qaohgdnan issued a ruling
to prevent other documents getting out.

Another red flag was the fact that between 2002 and 2007 tlemge of the tri-
als in which juvenile defendants appeared without a lawyas ®0 times higher in
Luzerne county (50% against 5%); in the same interval, absut of the over 6,000
trials ended with the juveniles being sent to detentionereatpercentage 2.5 times
higher than in the rest of Pennsylvania. The judges weretalmerease the incarcer-
ation rate by pressuring probation officials to recommertdrt®n over probation.
A case in point is eight-grade Chad Uca who was sentenced g of detention
for shoving a boy at school and causing him to cut his head oclel (Chad Uca
had no prior offenses).

A third red flag was the fact that the two judges were spendingmof their time at

311n 2008 Luzerne County had a population of 312,000 residéMtste: 95%, Black: 3%; in 2007 the average annual
household income was 20% lower than the same figure for théevdi®ennsylvania.
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their Florida Condo together with their developer friends.

e Indictment The two judges were charged in January 2009. It appears that
over the 6 years during which the scheme was in operationrémgived about $2
million in kickbacks. In February 2009 they agreed to senteran of 7 years in
prison but their sentence will be set only at a later datdyatime of writing (August
2009) the inquiry was still under way. In March they were dssead from the bench.
Mr. Mericle was also indicted. He agreed to pay $2.5 millioriund local children
programs; he faces tup to 3 years in prison.

e The strange attitude of the State Supreme Court In May 2009 the State

Supreme Court decided that “in order to help the youths maveith their lives”
all documents related to their convictions should be destody doing so the Court
would limit the ability of the youth to get a more equitableakrand would would
forbid any further investigation of the judges’s corruptio
In July the Court said that the records of the 400 youths wieoafeady plaintiffs
against the judges would be preserved. The other 6,000 vieuitkstroyed.
On 12 August 2009 Judge Arthur A. Grim who was appointed byRbansylv-
nia Supreme Court to investigate the case said that theré&veeuno public bene-
fit in retrying the cases and he recommonded therefore tludt Irials should be
dropped.

What should one retain from this case?

(1) Strange as it may seem, it is customary for law firms to fthedelection
campaigns of judges, justin the same way as companies amgihgagroups sponsor
the campaigns of congressmen and presidential candidates.

(2) Observation shows that the bribery mechanism that onddaexpect on the
basis of profit maximization does indeed occur.

(3) So great is the power of judges that they can continue thalpractises even
in the face of numerous red flags and incriminating evidehtehe present case it
took 6 years and all the efforts of the Juvenile Law Centerriidelphia to end this
scheme.

(4) By deciding to destroy incriminating records, the Statgpreme Court gave
the impression of trying to end any further investigatiorhednavior that suggests
that more persons could be involved.

Other bribery cases

Is the case of Luzerne county exceptional or instead istithestip of the iceberg?
Here is at least one other example. The source is the welfsttrigate Prison
Watch” (4 July 2009)

The Willacy County (Texas) Adult Correctional Facility is5d40-bed prison which
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was built in 2002. The Management and Training Corporatddtah-based private
prison operator, was awarded a $43 million contract to dpdtee jail after it was
constructed.

e In January 2005, two Willacy County Commissioners Israghda and Jose
Jimenez resigned their posts and plead guilty to acceptl@g0®0 in bribes from
construction companies connected to the project in returtheir votes in favor of
the project.

e In March 2005, a third south Texas official, David Cortez,dptgiilty to fun-
neling at least $39,000 to several Willacy County commissie from an unnamed
company involved in the jails development.

¢ In late May 2005, Willacy County sued two of the companie®ived in the
contract, “Corplan Corrections” and “Hale-Mills”, in s&adistrict court claiming
that the companies bribed the commissioners to win the acirio build the prison.

¢ In November 2006 David Cortez was sentenced to a three-menthof im-
prisonment.

The forces that push up incarceration rates

Actually, if one wants to understand the mechanism thatdeacekver higher levels
of incarceration rates the bribery matter is probably obséary importance. The
real engine is provided by the shared interest that manyegdrave in building new
prisons and in keeping high occupancy rates. This is besesgpd by James Parkey,
the President of Corplan Corrections, on the first page oftinepany’s website (31
August 2009).
“Years ago, | saw the need and the opportunity correctiontece represented.
Small towns were dying, losing jobs and sources of incomé&. sdmne of these
small towns were in ideal locations to qualify for federatlatate requirements
for detention centers.
We approached County Judges, Mayors and City Councils arayrtdelight,
there was enormous interest in building a prison. Many pggaring 150 to
400 new jobs to a community. Now, there are many more commesnitanting
detention centers than are available. But if your communutglifies, Corplan
Corrections will make it possible for you. We may even be ablshow you
how your community can qualify.”

Among the services provided by “Corplan Corrections” thésite cites the follow-
ing.

e We work with State and Federal officials, have a good rappdlt political
leaders and often fly to D.C. or State Capitals to make prejacive forward

e We will meet with your city and county leaders and with the Bkei’ to help
educate and “sell” the project to your community.
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Among the advantages of such projects the website mentief®liowing.
e Additional jobs and additional sources of income for cityl @ounty.
e Increased security for our nation and cities.
e Political benefits.

It is of course not surprising that projects in which so maastips have an interest
are indeed implemented. However, before closing this dsom we must also ask
who may possibly oppose them.

Clearly, we can discard illegal immigrants and other pa#timmates of such de-
tention centers whose opinions bear little weight in theatieb Apart from them,
the only group who might object are the citizens whose taxitt$umd the projects.
Yet, in communities in which there is an increasing feelihgmsecurity (due to in-
creased segmentation of social groups) there will probbela consensus in favor
of more detention facilities; especially if such projechdze financed through long-
term loans (which were easily obtainable until the crediinch of 2008). Thanks
to cleverly designed loans the burden of higher taxes coelgdstponed to future
years just as was the case for home buyers during the retd bsiam.

Change in the trend of infant mortality

Fig. 3.3 shows the evolution of infant mortality that is tg saortality between birth

and one year of age. Infant mortality is a kind of synthetdi¢gator of various social

conditions such as the health of the mother, her working itiond, the healthiness
of the home and so on. This graph shows the US rate relativesémnple of three

other industrialized countries chosen fairly randomly.rggigingly, in the present
case the change in the trend occurred as early as 1950. lihis &B60s that the rate
became higher than in the reference countries. In 1975 tleewas equal to 1.45
but there is no change of trend as in the previous graphs.

Increased segmentation of the American society

Why should one focus on social segmentation?

It was already mentioned that the federal tax rate was gresdliced for rich people
in the late 1970s that is to say approximately at the time whany trend changes
took place. The increase inincome inequality is a sign cdignesocial segmentation.

The changing attitude of the federal government was cdytaim important factor.
During the New Deal it can be said that the Federal Governmigled with the
workers and the middle class. It is in his famous address obpiil A932 (that
IS to say at the beginning of his first electoral campaignj Branklin Roosevelt
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Fig. 3.3 Ratio of infant mortality rate in the US (or UK) to the rate in three other countries. Infant
mortality refers to the mortality of babies between birtld @me year of age. Because this variable reflects
health care and living conditions in all social strata, it@sidered a significant indicator of social welfare.
The graph shows that in the 1950s there was a change in the tidre new trend displays a growing gulf
between the US (as well as the UK albeit to smaller degreeptrat developed countrie§ources: Statistical
Yearbooks of the respective countries.

introduced the notion of the “Forgotten Man”:
“These unhappy times call for the building of plans that tgsin the forgotten
man at the bottom of the economic pyramid.”

This was not only rhetoric but was matched by sweeping redorMany of them

were blocked by the Supreme Court especially during Rodtsetiest presidency.

For years the Wagner Act which gave so many new rights to weided unions was
not accepted as law by the employers because they expetbdokinullified by the

Supreme Court.

However, such an explanation would suggest that the whoteemdepended upon
the personality and political choices of American presidenn short Roosevelt
versus Reagan. It would be a very anthropomorphic explamati

It might be tempting to attribute some of the changes thatsted above (i.e. lower
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educational achievements, higher infant mortality) toittoeease in income inequal-
ity. Strictly speaking that would be a mistake however. bBdldt is rather the fact
that real wages stagnated or decreased which made livindjtamo s more difficult
for low income people. If all incomes had been increasingiietough at different
rates) that would have made greater inequality almost bkara

A closer inspection shows that the segmentation due to ircoequality is only
one (albeit a major one) of many symptoms of segmentatiohenAtmerican so-
ciety. From the perspective of physics it makes sense to imeathe degree of
segmentation for we know that greater segmentation bésiceans less overall
interaction. Listing segmentation factors is a fairly medit method for assessing
interaction strength but it has the great advantage of besasg to use.

Persistence of the Black-White divide

One might think that in the wake of the Civil Rights movemethts divide between
African-Americans and the rest of the country progresgiverrowed. Complete
integration can be considered to be achieved when thetstatisdicators of the

minority population become the same as those of the totallppn, that is to say
same average income, same infant mortality, same pereaeofagpllege graduates
and so on. Here we examine one of these indicators, namalytinfortality. Fig. 3.4

shows that instead of decreasing the gap rather increaseslisTa surprising result
because for other aspects (e.g. access of African-Amertcamgher education) the
gap narrowed.

Perhaps is this outcome in some way connected with the fdtdbmwe examine in
the next section

“White flight”

For over 5 decades a phenomenon commonly referred to as éWigint” has lead
middle-class people to move from city centers to distantigodn areas. This phe-
nomenon has transformed many city centers (e.g. Atlantsighati, Detroit) into
distressed areas.

In fact, rather than ®hiteflight the phenomenon is more a move away frooverty
Indeed, it concerns all middle-class groups whether WHitspanic or Black. This
point is explained in an article by Jego and Roehner (2006).

Gated communities

Simultaneously, the development of so-called “gated comti@s” has provided a
new form of self-chosen segregation. Gated communitiepravate areas in which
new owners are accepted only if they fulfill certain condiiso In large-scale gated
areas like retirement communities, there may be local stoestaurants and busi-
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Fig. 3.4 Ratio of infant mortality rate of the minority to the total population for three countries. The
purpose of the graph is to assess the progress in the degnéegration of the minority. Somewhat surprisingly,
in spite of the success of the Civil Rights movement, thers Nithe progress in the United States (at least in
terms of infant mortality).Sources: Statistical Yearbooks of respective countries.

nesses all within the secured area of the complex. As thisma fairly difficult
to define precisely the statistics provided by the Americaudthg Survey are un-
certain. However, an Internet key-word search (performeaiid-November 2008)
shows that the expression “gated Community” is used quitenconly as a com-
mercial argument by property developers. Here are thetsesbtained for different
key-words:

e “gated community”: 3,870,000 websites found by Google

e “exclusive gated community”: 137,000 websites

e “upscale gated community”: 25,300 websites

e “charming gated community”: 4,600

The self-sufficient world of US Armed forces

Since the end of World War Il military and veterans live in arldavhere many ser-
vices are provided by the army: homes, stores, schoolsjthtssgport installations,
vacation resorts, funeral services. In short, the perdasiniae US armed forces
lives in a kind of huge gated community.

The root of this privileged status can be traced to the Semven’s Readjustment Act
of 1944 (also called Gl Bill). Its main objective was to pradeicollege education for
the 14 million World War |l veterans. Tuition was paid dirdgdby the government
to the chosen institutions of higher education. The vetesdso received one year
of unemployment compensation. In addition they were dlggiibr low interest, zero
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down payment loans to buy homes and start businesses. glhbe Gl Bill served
as a blueprint for subsequent legislation regarding the#&woor Vietham wars those
later bills were more restrictive. Nevertheless, they gbuated to create a section of
the American society which is a world in its own and they gaxeaginfluence to
veteran associations such as the American Legion.

Deepening gap between employers and employees

In the private sector the unionization rate dropped fromualB8% in the 1950s to
8% in 2007. As noted earlier, the role of labor unions hasidedin spite ofa fall
in real wages. In other words the sharp decrease in the nuohlsétkes can hardly
be interpreted as an expression of satisfaction.

From the perspective of social segmentation it can be obdehat the unions pro-
vided a bridge and means of communication between emplayegsmployers.
Their quasi-disappearance has cut off this link. In a seimsgtesent trend can be
seen as a return to the situation which prevailed during &tle dentury. We do not
yet see the high level of confrontation between workers ampl@yers which marked
this century but it is probably in the making.

Aging and underfunded transportation infrastructures

The Penn Central’s bankruptcy in 1970 was the final blow tgibaul private-sector
passenger train service in the United States. The troullecabandoned most of its
remaining passenger rail service, causing a chain reaatmumg other railroads. The
federal government stepped in and, in 1971, created Amé&aitual government
agency, which began to operate a skeleton service on thiestdcPenn Central
and other US railroads. After private-sector reorganiragfforts failed, Congress
nationalized the Penn Central under the terms of the “Radir@evitalization and
Regulatory Reform Act” of 1976. A subsequent attempt to teréomrail in 1987
lead to failure in 1999.

In short, there remain only few (fairly obsolete) lines fasgenger transportation by
train in the United States. As a result, transportation yioaluding buses) and by
air became the two most common forms of transportation.

The nation-wide bus system operated by the Greyhound comipagfficient but it
is slow and for some reason it is little used by middle-classpte.

A good part of the road infrastructure is aging and defici@B€6 of bridges in the
United States (i.e. about 80,000) share the same “struigtdegficient” rating as the
bridge that collapsed in Minneapolis in August 2007. In &ddi an equal number
are “functionally obsolete”. Of course, to make sense ohsiata one would need
to compare them with similar data in other countries.
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Decline in the membership of social organizations

According to the website of a Christian organization thegstito encourage social
gathering®, in the late 1960s and early 1970s there has been a drop of 40%

to 50% in membership in all sorts of organizations: the PT4he Elks Club, the

Kiwanis Club, the League of Women Voters and the NAACP.

In “Bowling alone” Robert Putnam documents the loss in menstig of many civic
organizations. Putnam uses bowling as an example. Alththeghumber of people
who bowl has increased in the last 20 years, the number ofl@edpo bowl in
leagues has decreased.

Putnam found that in time of economic depression as formustan the 1930s, mem-
bership in social organizations experienced a markedrdecli

Lack of communication between employees

Almost no indicators are available that could give infonmaton the level of social
cohesion among employees. There are even few qualitatsesssents. The fol-
lowing testimony describes the evolution of interactioroaign Boeing employees. It
was published in the Seattle Times on 30 July 2609
“I recently worked for Boeing as a contractor on the 747-8foBethat | was
in the IAM as a assembly mechanic on the 747 for 10 yearssgairti1979. In
between, | worked for many Boeing suppliers. When hired bgiBg back in
'79, | was fully trained by experienced senior mechanic®iebeing allowed
to work on my own. When | recently returned to Boeing as a @mitmfg
engineer, | was shocked by how much this great company hadjeldaover the
last 2 decades. Gone where the experienced people. Fomgyactors were
everywhere.No one was communicatingnd contractors hired to temporarily
helpwere shunned by the SPEA direct workeFsere is something very wrong
at Boeing. Things have changed. In the 80’s, Boeing was aatlgtcited as
one of the best managed companies in America. No one is s#yatgow.
Boeing workers hate their management and management hasidsol of the
workforce. Working at Boeing was a horrible experience aladt lthem.”

32http://www.sccquest.org/gatherings/fall05.htm

33¢ PTA: “Parent-Teacher Association”, a voluntary orgari@abringing together parents and teachers.
e Elks Club: “The Benevolent and Protective Order of EIks5¢abften known as the “Elks Lodge” or simply “The EIks”)
is an American fraternal order and social club founded irBL&86s one of the leading fraternal orders in the US, clagnin
over one million members.
e “Kiwanis International” is a global organization of volears headquartered in Indianapolis, Indiana. It comprises
approximately 8,000 clubs in 96 countries with over 260,8001t members (2008). Kiwanis emphasizes service to
children and youth.
e NAACP (pronounced N-double-A-C-P), the “National Assdicia for the Advancement of Colored People” is one of
the oldest and most influential civil rights organizatiomstie United States.

34This comment contains several acronyms; here are possielnings: |AM=Integrated Area Management,
mfg=major functional group, SPEA=Service Platform Engiing Associates.
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What is described is a lack of interaction among workers endie hand and be-
tween employees and management on the other hand. Hiringotany workers

(who presumably earn smaller wages than permanent worikead)iddem form of

outsourcing. It may be cost effective but it is also a surgpeetor bringing about

bad working relations. It is probably because the advergaanof worsening la-

bor relations cannot be easily assessed that managemergxpeagt the hiring of

temporary workers to be a satisfactory solution.

At the time of writing (8 August 2009) and in spite of the fatat the “Dreamliner”

was scheduled to make its maiden fly only in 2010, Boeing wasmihg to establish
a second production line in South Carolina. The first praduadine is in Everett in

the state of Washington which is the historical craddle o¢iBg. For the manage-
ment of Boeing one of the main advantages of the move wouldddeih contrast to
the plant in Everett, the one in South Carolina would be wfifea. That would at

least suppress the hostility between unionized and noorized employees.
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Chapter 4
Triumph of neoliberalism in finance

“Hoarding has immobilized about $1.5 billion [representing 18 biilimn dol-
lars of 2000] of the national gold supply and has caused idrdstlation and
credit contraction. A dollar hoarded destroys 5 to 12 dsllarpotential credit.
A nation-wide pledge was given to President Hoover by bissimeganizations
to convince their membership that investment in governrbents are as safe
as the government itself and that with the creation of theoRsftuction Fi-
nance Corporation [on 22 January 1932] there is less ligetihof bank fail-
ures.” (New York Times 7 February 1932 p. 1)

“Credit crunch pinches struggling companies. Corporations are in theajrip
the worst credit crunch in a decade. The credit crunch islessimol between a
slowing economy and the go-go days of just a few months agenwtHooked
like almost any loan to a business was safe. The ability sereash has dried
up for all but the most financially sound companies. It isljki® get worse
before it gets better.” (USA Today, 5 January 2001)

The excerpts of these articles, one written during the Gbegiression the other
published during the recession of 2001 show that:

e Credit contractions are a major characteristic of most @&pons and reces-
sions.

e Credit crunches start unexpectedly and abruptly; this isqudarly clear in the
second excerpt. It was also true in February-March 1933 vaheaw wave of hoard-
ing swept the United States in the weeks preceding the imatign of President
Roosevelt. (see below for more detail)

During the past two decades there have been (at least) 4 credich episodes,
namely: 1994, 1998, 2001-2002, and finally the one whichexdan August 2007
(more details below). Yet, the previous crises were muchgesious as the last one.
Of prime importance was the fact that the tricks implemeigdthe Treasury (e.g.
injecting liquidity in banks, buying shares, lowering thedéral Reserve interest
rate) which seemed to work so well in all previous crises,rdicorevent big banks
(such as Sears or Lehman Brothers) and financial institsifjpnch as Fannie Mae
and Freddie mac) from facing bankruptcy. In other words, simauld not ask why
there was a crisis but why it turned out to be so severe.
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In this chapter we examine the changes brought about in thedial sector by the

neoliberal agenda. We will make this part fairly short footweasons. (i) Much

has already been written on the financial aspects of thes¢risBecause financial

transactions involve many technicalities for which theuieed data are not always
available, it is difficult to reach reliable conclusions.

Financial instruments are tools which can serve differemppses. Ultimately, of
course, the main objective is to secure a high return ratefhis involves many
different steps.

e Finance can be a powerful control tool. This is clear for hmdcompanies.
in this form of ownership a variety of firms are bought up, a&ggited to larger cor-
porations or partitioned into smaller companies and solast\ften, this kind of
strategy is dictated by the perspective of short-term firzupecofit.

e At macroeconomic level one can mention the requirementss®g on indebted
countries by international organizations such as the WBak or the International
Monetary Fund. Usually, to get new loans, indebted countriere compelled to
reduce budget deficit either by compressing expenses orlloygsand privatizing
profitable state-owned companies.

e Macroeconomic constraints often go hand in hand with cooirer the state’s
monetary policy.

Because such mechanisms are of ever increasing imporiaaaivote several sec-
tions to them. This leads us to a broader discussion of howtaoes can influence
one another.

Aggravating factors

It can be argued that neoliberal reforms made the presesis cnore serious than
previous ones. Among the aggravating factors, one carhksfailowing.

e The deregulation of existing financial markets that begathé1980s com-
pounded by the refusal to regulate in any way the new devastmarkets which
came into existence after 1985 created an opaque world{abgsed on deceit and
graft as we will see); this was an important factor in theajadle of confidence in the
summer of 2007.

e Over the past 25 years the number of tax havens has more thdmedato
around 70 worldwide. Over the same period the the volume ok lizposits held
offshore in tax shelters has risen to $ 11 trillion (The Oleed7 November 2002,
Business section, p. 3).

e According to the recommendations of the Basle Committeed#bt-to-equity
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ratio*°of banks should not exceed 11 which corresponds approxiyiata capital
adequacy rati®d of 8%. Nevertheless, major British or American banks hadia ra
which was substantially higher: the median debt-to-equatio of UK banks was
33 with a range from 18 to 65 (Financial Times 12 Dec 2008). 08& that is to
say at least one year before the fall in their stock priceabgthe average debt-
to-equity ratio of the five major Wall Street Investment bamkas 25, the highest
was Morgan Stanley at 31, the lowest Merrill Lynch af21Even these inflated
figures do not truly represent the level of indebtedness nkbdecause they were
able to upload much of their debt to Special Purpose Entitiasis to say basically
straw institutions which they controlled but whose debt dallonger appear on
their balance sheet, a technique that was also used by ErmguoG@tion with the
consequences that one knows.

The present crisis is often referred to as the “subprimestimit this expression is
inadequate and misleading. Subprime loans were also maig gwevious housing
booms yet without the devastating consequences that wedeavethis time. This
statement can be illustrated and supported be severahaliseis.

e The run on “Northern Rock”, a major English bank involved inmgage loans,
occurred in September 2007 that is to say at a time when UKihgusices were
still in the up-going phase. Even US housing prices had atitha declined by only
5.8%. This suggests that the crisis was more a financiab¢han a housing crisis.

e What we wrote about credit card laxness at the beginning apten 3 (of the
edition published in January 2001) became even more praeauim subsequent
years. Between 2000 and 2006, even though Americans’ reaina was essentially
stagnant credit-card borrowing rose by about 30% ; betwd&®&3 2nd 2008 the
profits of credit-card companies jumped 45%. Since creaglittcompanies, unlike
most lenders, are allowed to change the terms of their |oeausyatime, people who
borrowed money at, say, 9% may be required to pay 17% somddtere (The New
Yorker 16 March 2009, article entitled: “House of cards”).

e During the real estate crisis of 1990-1995 housing priceéserwest and north-
east of the United States fell by about 40%, yet without mammsequences for
Fannie Mae and Freddie Mac the two big government sponsoriiies. There

35An important point is how equity should be estimated? Forkiahe standard definition is: equity=assets-debt. As
an example, consider a bank who holds the following assetsi(lion of euros): (i) Cash: 10 (ii) Government bonds: 15,
(iif) Mortgage loans: 20 (iv) Other loans: 55; and whose delatepositors is 95. then the equity would &0 — 95 = 5.
In this example the debt-to-equity ratio would %i&/5 = 19 and the equity-to-assets would H£100 = 5%. For publicly
traded banks shareholder equity (that is to say stockmaagtalization) can also be a fairly straightforward measf
equity. However, in times of panic when share prices of bam&sn free fall such a measure becomes less reliable.

36The capital adequacy ratio is the ratio of equity to an estrofithe assets at risk. In our previous example the risk
for cash and government bonds would be considered zero,dhgage loans at risk may be considered 50% of the total,
while for “Other loans” 100% may be considered at risk. Thigeg a total amount at risk of 65 and a capital adequacy
ratio of 5/65 = 7.7%.

37Source: Company Annual Reports, SEC Form 10k
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was only a 20% fall in their stock prices. On the contrary,myithe present crisis
their stock prices began to fall sharply in October 2007 ain® when real estate
prices had fallen less than 7% and they were put in conseslafo(a status similar
to receivership for banks) one year later in September 2@@8hat time US real

estate had experienced a fall of 9.1% that is to say much hessduring the crisis
of 1990-1995.

e Even banks which had no exposure to US mortgage securitgesiie Icelandic
banks) experienced great problems which lead to their maliation.

e By the end of 2008 for funds and other financial institutidresrinost “toxic” as-
sets were OTC derivatives (OTC=0ver-the-Counter) askatdd to say derivatives
which were not standardized products issued by an exchangedducts designed,
created and sold by banks on a private basis.

e The globalization of financial risk sharing explains that fhilure of a major
American or British bank had worldwide consequences. Algiothe previous hous-
ing boom (and bust) was also shared by several industriaitaes (Britain, France,
Japan, Sweden, the United States) the bank failure remaordthed. For instance,
the failure of the Saving and Loans thrifts did hardly affiezcancial institutions out-
side of the United States.

These factors gave rise to numerous sale abuses. They adbstiae common fea-
ture, namely that during a period which lasted several yaadsin some cases ex-
tended over several decades, such sales brought huge 3rofitsthe following
paragraphs we describe such a case in more detail.

Abusive sales of loan insurances This case is described in an article published
in the English newspaper “The Independent” (17 March 20@9)tustrates how
customers were deliberately mislead by financial insongi This problem was
aggravated by the fact that regulatory agencies failedki® ¢arrective action.

During the real estate boom in Britain well established fanxaninstitutions® sold
protection insurance along with real estate loans. Thesgamces were supposed to
cover house buyers in case of repayment difficulties duenfstance to unemploy-
ment or iliness.

There were two main abuses in these insurance contracts:

(i) the premiums (to be paid along with loan repayment) weng/ \yiigh compared
with average market prices; it was estimated that their a@st five to ten times
higher than what it should have been. For a mortgage a tyarocalal premium was
about 400 pounds.

38With rates over 50% and in some cases, such as the one deiseelosy, over 500%.
39They arenot identified in this article; however another source namesiaidde & Leicester, Barclays, the Lloyds
Banking Group which includes Lord’s, Halifax and Royal BasflScotland, Regency Mortgage Corporation.
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(ii) the contracts contained conditions which in practicewd prevent any claim.
For instance, people were warned that any pre-existingthpedbblem would inval-
idate the guarantee even if the claim was made for a reasoreladéd to health
problems. Thousands of complaints have been filled (at aofe880 per week) in
2008-2009.

The Financial Service Authority (the British financial wadiog) did not take any
action until early 2009. This is all the more revealing bessathe problem was
identified by the FSA as early as November 2005 (see the FS#s pedease of 5
November 2005 particularly the section entitled “FSA calfsindustry to improve
sales practices urgently”). Some institutions were fineg. (a subsidiary of HSBC
in January 2008 and Alliance & Leicester in October 2008) ey ESAP. Yet no
decisive action was taken until February 2009 when the F®&hipited the selling
of loan insurances in which the premium is paid in total atgteet, the so-called
single premium contracts

Many of the problems listed above have been identified byllacbnomists or even
by the media. For instance the hefty bonuses and “goldercipaies” (bonuses for
executives who leave a company after it experienced sepimidems) doled out to
top employees have raised protests in newspapers sinceb2@Without any real

effect.

Similarly, the Sarbanes-Oxley Act of 30 July 2002 tried toreot some of the abuses
revealed by the Enron bankruptcy. On account of what hapien2007 and 2008
(which had many similarities with the Enron case in termspdaty and deceit) it
seems that this law was largely ineffective.

This episode suggests that the problem will not be solvetibyipassing new laws.
Unless the balance of power between reforming forces arying groups changes,
little will be achieved.

In summary, it can be said that the crisis which began in JO§72vas not quali-
tatively different from previous crises. Credit crunchesbprime mortgage crises,
real estate downturns or collapses in some derivativesetahad occurred in the
past. What was new was the fact that these problems occumettaneously.

Greater segmentation

The changes that we described in the previous section may feady diverse. Yet
they have one common characteristic. They brought greegensntation in financial

4OThese fines were in the million pound range whereas the eggfiiam single premium insurances were in the billion
pound range.
“IMore specifically, in such policies the entire premium iseditb the loan as a lump sum and interest is charged on it.
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markets in the sense that the “distance” between the agdmisubscribed a con-
tract and the institution supposed to carry out the serveszidbed in the contract
increased sometimes to the point of leaving the realizatfdhe contract suspended
in thin air. Several examples of such segmentations arengiva very interesting
book by Frank Partnoy (2003).

e Remember that credit default swaps are a kind of insurarenestghe default of
a borrower. Because there were no disclosure requirentemésioften impossible
to know who ultimately held the contract (on the secondargketahe contract could
be sold just like a bond) and would fulfill the service spedifiethe contradt.

¢ In a sense structured finance and securitization are mo@esions of a fairly
common practice namely transferring the rights to paymewwtd by borrowers.
As an illustration let us consider the case of General Matdrish grants low interest
loans to its customers. When the rights to such car-lease@aig (i.e. what the
car owner will repay each month) are transferred to anotberpany or investor
(let us call itC') this becomes a securitization process. For General Mtherbig
advantage is that these loans can be taken off its books.

There is a downside however. General Motors has some infmmeegarding its
customers which may allow it to estimate their capacity wasethe loan. Ideally,
one may think that this information can also be transferced't Yet, observation
shows that a good deal of information is lost in the process. ifistance (' may
be a financial company which has not working understandirige$§pecifics of car-
lease loans. The result will be that the ability of car buyterseepay their loans will
become an abstract financial notion. The link between thitgoéthe debt and the
financial situation of the debtors has been severed.

Of course, this problem is amplified when the rights to payinaea resold by’ to
another company, by D to £ and so on.

e Following the bankruptcies of Enron (end of 2001) or WorldC@uly 2002),
the bankruptcy fillings showed that these companies hadadwendred creditors.
Twenty years earlier companies of similar size would hawkdianost a dozen cred-
itors (Partnoy 2003, p. 377). This was the direct result effdct that new financial
tools allowed risk to be spread on a larger scale. But ag@nélsulted in loser links
between borrowers and creditors.

These three examples illustrate a general trend towardeyre@gmentation. Similar
trends have been described in previous chapters in the soci&conomic spheres.

In the last two sections we listed a number of factors whigblar at least quali-

42In the case of a bond this can hardly happen because the parborultimately hold the bonds when they come to
maturity know which institutions have issued the bond arey twill demand payment. For CDS one has the opposite
situation in the sense that the last holder has to pay forefeutted loan.
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tatively why the present crisis is more serious. Howevee lbas to recognize that
gualitative explanations are not really satisfactory. fided goal would be to be able
to predict themagnitudeof the crisis. To do this, one has to rely on a comparative
analysis of other major crises with the handicap that theeeo& course only few
crises of such a magnitude.

How can one follow the buildup of a speculative episode?

Speculative price peaks for stock or housing prices candidiited fairly easily.

Stocks

For stocks itis well known that in a long-term historical ggective the time-average
of the ratio of share prices to annual dividetidshich are distributed to shareholders
Is on average around 20. Once the average price-to-dividdiadof a stock market
becomes higher than 30 or 40 and continues to increase ongecalmost certain
that such a situation will sooner or later become unstabtelead to a downturn.
Although it is difficult to predict at what point the downtuwill occur 44 one can be
almost sure that it will happen.

Real estate

In real estate markets the analog of the price to dividend imthe ratio of the price
of a house or an apartment to the annual rent. It turns outtibddng-term historical
average of the price to rent ratio (PRR) is also in the rang2Q.9uring speculative
episodes prices usually increase much more quickly thanlegels which means
that the PRR will go up. During a speculative episode, haypiices can doubfé
which implies (if we assume that the rent did not increastefalkan the consumer
price index) that the PRR may have jumped to about 35. Anolllustration was
provided by Hong Kong between 1993 and 2001. From 1993 apattprices were
multiplied by 2.3 In this case data for rent changes are abkgland they show that
the PRR increased from 15 to 25. After the downturn of 1998 bte price and the
PRR fell back to their initial level of 199%.

Can this level of 20 for the PDR or PRR be given a more intuititerpretation?
A PRR of 20 means that the annual rent represents 1/20=5%e qdrtbe. In other
words, the yield of the investment will be 5%. What gives acsglemportance to

43The so-called price-to-earnings ratio (or PER) is also comignused; however, if one wishes to consider this question
not from the perspective of the company but rather from thregtors’s point of view, then it is more natural to use the
price to dividend ratio (PDR).

440ne can remember that just before the downturn in March 200®ER of the NASDAQ market was close to 200.

43In London between 1996 and 2007 housing prices adjustedflation were multiplied by 3. This is a fairly excep-
tional case however.

46A graph of these variables can be found in Maslov et al. (2p03443).
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this figure is the fact that the long-term historical yieldimfestment grade bonds
is also about 5%4”. On the basis of this 5% vyield of bonds, the 5% vyield of shares
or apartments can be sen as a result of an arbitrage proceksn e yield of
real estate falls below 5% investors may prefer to hold I@k bonds (for instance
Treasury bonds). In other words, the 5% yield will represekind of (long-term)
equilibrium state. For a while the speculative episode nemdfitself on capital
gains, but capital gains are inherently unstable in theesthrad any price fluctuation
may be amplified and bring about the collapse of the bull marke

Pushing the question somewhat further one may wonder whabnemay explain
the fact that the long term average of bond yields is of theeioad 5%7? If one
admits that the inflation rate is low enough to be neglectediircalculation, then an
interest rate of 5% will provide an annual return of 5 centaneuro. To get a return
of 100 cents on an euro will take 20 years. If the inflation islow enough to be
neglected but not over 2% then it may take about 30 years @gtirn of 100 cents
on a euro. In short for a 20- or 30-year bond the total of thgpoaypayment will be
almost equal to the capital. Twenty or thirty years represtre time length between
two generations. At this point it is difficult to give a morecacate justification of
this connection. One can only speculate that in a virtuabgadn in which the time
length between two generations is 2 years the “naturalt@sterate would be 50%
rather than 5%.

Coming back to the financial crisis, one may wonder what msa@an be gained
from the previous considerations. There were two major arepts in this crisis,
real estate speculation and derivatives trading.

e For real estate the situation if fairly clear in the sens¢ tihare were recurrent
price peaks as shown in Fig. 4.1.
The mechanism outlined previously provides a fairly ndtexalanation for the suc-
cession of these episodes. Everytime that for some reasanirfterest rate, sub-
stantial rent inflatioff) there was an acceleration in real estate trading this apene
the way for a new speculative episode. It can be noted thagtliph is restricted to
the West of the United States; this is because prior to 2000dhl estate markets in
different regions of the United States were not synchrahi#eus the national price
average does not show a clear pattern as does Fig. 11.1. Byathe¢he synchro-
nization which came about after 2000 was certainly a factoickvmade the crisis
more serious.

Bonds

4’As the price of investment grade bonds, that is to say low biskds, is usually not very different from 100, this
means that the coupon rate is of the order of 5%. For morelslses Macaulay (1938).

“8For instance, the rapid development of the buy-to-let ntaskes an important factor in the London housing bubble.
It pushed up prices but at the same time it depressed renthwdsulted in a low return and a high PRR.
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Fig. 4.1: Median price of new houses in the West of the Unitedt&tes. The two numbers above the
peaks give the amplitude of the peak (the ratio of peak pdaeitial price) and the amplitude of the fall in the
downgoing phase (ratio of trough price to peak price). Thele/turve has been smoothed using a three-year
centered moving average. The value 0.73 for the last peadsisdoon a prediction made in Roehner (2006, p.
179). Source: U.S. Bureau of Census

For bonds the analog of the price to rent ratio is simply wkatalled the yield

which is defined as the ratio of the nominal rate of the borgb(ahlled coupon rate
because this percentage is printed on the bond’s coupoti® fwice of the bond on
the secondary market (it is called “secondary” to emphasieaifference with the

“primary market” when the bond is offered to investors fa thist time).

For investment grade bonds the price usually remains cahfumin fairly narrow
limits (e.g. 95 to 105). For this reason neither the pricetheryield are good in-
dicators for stress in bond markets. A better indicator ésdifference between the
yield of corporate Baa bonds and the interest rate of Trgdsumnds (of same dura-
tion). This indicator is referred to as the corporate boncea$ury spread. Moody’s
rating scale which range from AAA for the most secure (e.geasury bonds) to C
corresponding to a bond almost in default is divided into tlasses: the upper class
from AAA to Baa corresponds to investment grade bonds whaddwer class from
Ba to C corresponds to speculative grade bonds. Thus the Baeasury spread
Is an estimate of how more uncertainty Baa bonds carry as amdwith Treasury
bonds.

The graph below shows that every time there was stress incisamarkets (for
insistence as a result of a series of major company failtihesypread became larger.
The peak which occurred in the fall of 2008 was particulartghh Over the period
1962 to 2008 the highest peak had been in early 1983 when thadspeached 4%.
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The fact that the peak of fall 2008 was 2 percentage pointsenignderlines the
gravity of the present crisis. In early 2009 the spread wasonéng but this does
not necessarily mean that it will not climb again in comingntins. For instance
during the period 1980-1984 there were several ups and doinnmid-1980 the
spread reached 3%, then it decreased to 1.5% ((mid-198ajebelimbing to 4%
and then falling to 1.2% in mid-1984.

Lehman Brothers + others

California banks + Savings and Loans
SEnron + WorldCom

Al
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Yield spread: 10-year Treasury - Baa corporate bond
w
T 17T ‘ 1T 177 ‘ 1T 177 ‘ 1T 177 ‘ T 1T ‘ T 1T ‘ T

1992 1994 1996 1998 2000 2002 2004 2006 2008 2010

Fig.4.2 Spread of investment grade bonds over Treasury borsd The spread is the difference between the
yield of Baa corporate bonds and the yield of 10-year Tregalsands. As Treasury bonds can be considered a
securities with no uncertainty, the spread representsghigadent in terms of yield of the uncertainty attached
to Baa corporate bonds. The graph for speculative grade ieitds minus 10-year Treasury yields has the
same shape. It reached 20% in the fall of 2008 and then ddctmé6% in early March 2009. Sources:
Graphs and data for spread (Internet)

Derivatives

A common feeling is that the present crisis has been aggrad\mt distrust in com-
plex derivatives. Thus, a natural question is whether ondind an indicator which
would permit to estimate the degree of speculation thatguel in the derivative
market. This not an easy question however.

There are many sorts of derivatives and they are traded iry rddferent places
especially if one includes over-the-market derivativesaddition, because many of
these products are fairly new there are few good sources.iJhihy it is difficult to
get a clear picture of the return of such transactions. Algnoit is possible to give
some quantitative elements, it will be seen that they radsitianal questions.

As is well-known there was a multiplication by 10 in total wbderivatives out-
standing contracts during the 10 years from 1998 to 2007. stayuld one interpret
such a rapid development? One factor was certainly thatatemes were were prof-
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itable especially in the 1990s. But why were these produxiwsfitable? After all
they were only traded by trained persons (e.g. fund managedge fund traders);
why were they willing to buy at a price which gave a return o¥%3(®r even higher)
to sellers. This is hardly the mark of an efficient market. @eason may have been
that trading in complex derivatives allowed pension fundimsurance companies to
make (in a oblique way) transactions in risky products theyamot allowed to make
by law. Thus, one can understand that to some extent theywilireg to overpay
the derivatives.

According to another “theory”, the huge increase in the n@uwf transactions was
a parade against the decline in the profit rate of individtaigactions. But before
such a thesis can be accepted one would need at least sonsodataenting the

decline of profit rates in the course of time. It is true that tatio of market values
to notional amounts fell from 3.1% in 2001 to 2.2% in 2007 €hnial Central Bank
Survey of Foreign Exchange and Derivatives Market Actiuit007, 19 December
2007), but this cannot be considered as a convincing proaf fafl in the rate of

profit.

Spreading neoliberalism: overlords and vassals

According to the Collins online dictionary a tribute is a pagnt made by a state to
another, usually as an acknowledgment of submission. ldafiexocieties it was the
amount of money paid by a vassal to his lord.

Dollarization

A modern version of the tribute is the seigniorage paid to arlord country A
by a countryB who uses the currency of. B is usually either a small country
who is politically under the influence of or a country which experienced economic
troubles (e.g. high inflation rates or inability to repay disbt) and had to ask for
the help ofA. The notions of seigniorage, full dollarization, unofficillarization,
full currency board that will be explained in this sectiomyde an insight into the
international implications of free capital markets at theel of central banks and
national currencies. But first of all, in order to make thisrenooncrete let us give
an illustrative example.

Dollarization in Ecuador

e March 1999: Ecuador is in trouble. The country’s 39 comnadrbanks, the targets last week

of huge withdrawals by depositors who feared the banks werthe verge of collapse, had to close

until the situation improves. Earlier austerity moves haatén salaries of public workers and ended

subsidies on gasoline. Since January 1999 the value of ttre,silne national currency, has fallen in

dollar terms by more than 40 percent, with most of the dediceurring last week. President Mahuad,

a Harvard-educated lawyer, plans to increase the valueeatdck from 10% to 15%, a measure that has
drawn strong opposition from the Chamber of Commerce whossigent declared: “You do not build a
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country with more tax increases”.
There had been speculation that the president might follmvpiath taken by Argentina and decree
either parity between the sucre and the dollar or outrigbtlagization,” in effect abandoning the sucre
altogether. He did not take such a step, but said it is paskibimay do so later.
(New York Times: 13 March 1999)

e Ecuador, January 2000In 1999 the economy contracted more than 7% and the countawlted
on about half of its $13 billion foreign debt. From Jan. 5, @9rough Jan. 14, 2000 the Ecuadorean
currency declined 88% against the dollar President's MdBudecision to abandon the currency, the
sucre, in favor of the dollar won the support of banks and nitarsiness groups. The essence of the
government’s program is to replace the sucre, named fordécisanational hero, Marshal Antonio Jose
de Sucre, with the US dollar.
Yet, in the rest of the country there is little support forsthiecision. Even the military, which has
supported Mr. Mahuad in past crises, has offered only lukewsupport. The president of the Central
Bank, his top two deputies as well as the bank’s assistanagerresigned to protest the president’s
decision.
The new currency plan is a major setback for the Internatibtanetary Fund. An agreement was in
sight for a $250 million loan. After the president’s decisithe managing director of the IMF, Michel
Camdessus, issued a terse declaration.
Apart from Panama whose currency is the dollar since 1908yrhatin American nations already rely
on dollars, to one degree or another. In Peru customers iy sugermarkets can pay in Peruvian soles
or in dollars. According to a World Bank official, in Argenéina lot of the costs of dollarization have
already been incurred, so the step to full dollarization Mowt be great. According to an economist
full dollarization eliminates devaluation risk, and, cegaently, will likely result in interest rates which
are both lower and less sensitive to crises elsewhere.
Dollarization means that the interest rate will be set by Fleeleral Reserve in the same way as the
interest rate in the eurozone will be set by the Europeanr@leBank. Alan Greenspan, the chairman
of the Federal Reserve, made clear that the monetary pdlitiyeoFed wouldnot take into account
cyclical differences between dollarized countries andUWnéted States. For instance an interest rate
hike, intended to slow expansion of the American economghirsend Ecuador into recession.
In times of conflict the United States may use the dollar ascan@nic weapon, withholding currency
from an intractable government to bend it to Washington#. vindeed, the Bush administration took
just that step against Panama as part of its effort to ovestiBeneral Manuel Noriega.
Seigniorage is the difference between the production dastios and bills (which is low especially for
bills) and the revenue obtained by the central bank by sggtlie currency to banks. In other words it
is the revenue generated by issuing new currency. In theafaSeuador, seigniorage represents $30
million a year. With dollarization in effect the Ecuadoregovernment will have to buy the dollars from
the Federal Reserve. (New York Times: 11 January 2000, 12a3@i2000, 18 January 2000)

e The collapse of the Mahuad government began on 21 Februd9 2@en Indian protesters
marched on the national Congress in Quito. A military unsigised to guard the building instead stepped
aside, allowing Mr. Vargas and his supporters to enter andlaim the overthrow of Mr. Mahuad and
the dissolution of Congress. Deposed president Mahuad eydsced by the the vice-president, Mr.
Noboa who also favors dollarization.

(New York Times: 23 January 2000)

The episode of the shift to the dollar in Ecuador clearly ssgg that such a move
may not be welcomed by the population. Yet, for differensmee the period 1999-
2001 seemed a good time for the dollarization of Latin Anaricountries.

(1)) The euro was introduced in banking and foreign exchargsactions in
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January 1999 and for the general public in January 2002.sEtian example which,
guite understandably, the United States were tempted lmnfddy creating an inte-
grated American market in which the dollar would be univilyseccepted. NAFTA
(North American Free Trade Agreement) came in effect in 1994his respect, one
should recall that between 1946 and 1956 the United Sta&sglgrencouraged the
formation of a political and economic union in the wake of themation of NATO
which was itself a response to the Warsaw #act

(2)) The crisis of 1997-1998 in South-West Asia and in Russia shown the
devastating effects from speculation in currencies esfigdior small economies
(one may recall that China was little affected). Dollari@gathas many drawbacks
but one cannot deny that it provides a protection againsidaton.

(3)) Back in 1999 just before the decline of the NASDAQ marketerican pros-
perity was at a peak. This was the time of the “New Economy”. aAesult, the
free-market ideology advocated by US economists was istifvor with most Latin
American economists and political leaders. The collapsieeArgentinian economy
was still in the making. Ecuador had shifted to dollarizatio 2000, El Salvador in
January 2001, and it was expected that Argentina, a muckrl@&gpnomy, would
soon follow suit. As observed in an article published in theN\york Times on 25
November 2000, these events reflected “a growing trend in lRatherica to embrace
the dollar as official tendet®. Indonesia explored setting up a currency board based
on the dollar in February 1998 but was convinced not to do sthéeynternational
Monetary Fund (New York Times 20 February 1998).

In January 1999, Rudiger Dornbusch, an economist at theddhasetts Institute of
Technology made the following observation: "In this enmimeent it is increasingly
ridiculous to argue that every country must have its ownre¢fitank. Currency
sovereignty is the right to have stagnant growth”. The sam@aalso says that Ar-
gentina was better positioned than its neighbors to rebguiakly, in part because
outside investors have faith that if they invest they wilk fece the risk of deval-
uation before they get their money back. At that time someiBaa economists
were considering whether to follow Argentina’s lead by Imkthe real to the dollar.
(New York Times 2 January 1999).

One year later Professor Steve H. Hanke, an advocate ofidalian who served as
a senior economist on president Reagan’s Council of Ecanéuivisors, observed:
“The only way to extinguish the frequency and reduce the rtade of recurring

49The formation of an European Defense Community was eneailgtiencouraged by Secretary of State John F.
Dulles. To no avail eventually.

50The article notes that “El Salvador’s decision to adopt tieddllar as its currency won immediate support from the
United States Treasury Department”, an attitude in shamprast with the neutral wait-and-see attitude about dialiion
in Ecuador one year earlier.
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currency crises is to put these little half-baked centrakisaout of business.” (New
York Times 23 January 2000).

Table 4.1 Articles about dollarization
in the New York Times (1981-2008)

1981 —90 1991 —2000 2001 —05 06 — 08
article/year  article/lyear article/year article/year

Dollarization 1.0 2.7 1.8 0.31
Currency board 0.2 9.1 3.0 0.30

Notes: The table shows that both dollarization (i.e. adhgpthe dollar as national currency) and the establish-
ment of currency boards (a milder version of dollarizatiattjacted US interest in the period 1991-2005. After
2006 these issues were dropped.

Source: The data have been obtained by using the key-worchseiagines available on the website of the New
York Times.

Currency board

Hong Kong did it in 1984. Argentina in 1991. Estonia in 1992 amthuania
last year. Soon, El Salvador and Jamaica might do it. Braatudying it. And
even Mexico sees it as a possible path to financial stability.

“It” is the adoption of the currency board.

Last year, Lithuania pegged its lita to the United Statetadaind has seen its
foreign exchange reserves increase by 10 times. A curravemdbmakes sense
for Mexico because of its economic integration with the BdiBtates through
the North American Free Trade Agreement. (New York Timedgiclarof 5
February 1995 entitled “A Strong Leash for Currencies on mpage”)

Under the currency board system a country establishes aigfegmanchor-currency
(e.g. dollar, euro or yuan). Countries that adopt such sesystbandon monetary
sovereignty to the central bank of the anchor-country whielans that interest rates
and supply of money are decided abroad. The sole respatysdfithe country is to
defend the value of the local currency at the fixed exchanige which can only be
changed by Congressional action (in the case of a currerggeoeo the US dollar).
In short, the only difference with dollarization is that tbeuntry nominally retains
its currency and the central bank (which becomes a complptedsive institution)
still receives seigniorage revenue by selling coins arid tmlbanks.

For obvious reasons the US administration has been vergtagiuto openly advo-
cate currency board systems. Yet, because their adoptemgsthened the power of
the Federal Reserve, it was regarded with favor by neolilee@omists as attested
by the following excerpt from an editorial published in thddtional Review” (22
December 1997):
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Instead of abdicating responsibility, Treasury SecreRulert Rubin should be
promoting American interests.

e First, he should press the self-strangulated Asian ecamimiadopt market-
liberalization measures (as, indeed, Taiwan is doing).

e Next, he should endeavor to restore long-term monetarylisgah Asia.
Ideally, that would mean persuading smaller Asian econsiueadopt a full-
scale currency board, in effect unifying their currenciahvhe dollar. That
would be better than IMF loans pegged to tax hikes.

The tone of the article of 1994 cited at the beginning of teigi®n suggests that the
multiplication of currency board pegged on the dollar issae a favorable develop-
ment by the authét.

The aftermath of the Argentinian collapse

The decade 1990-1999 marked the high tide of the adoptidreai¢oliberal agenda
in Latin America under leaders such as Carlos Menem (Argahtvho introduced
a de facto dollarization in 1992, Fernando Color (Brazigirieio Alwyn (Chile),
Carlos Salinas de Gortari (1988-1994), Ernesto Zedill®4t2000), Vicente Fox
(2000-2006), three successive presidents of Méxjdouis Alberta Lacalle (Uru-
gay), Carlos Andres Perez (Venezuela). In June 1990 USderdsiceorge H. W.
Bush announced the “Enterprise for the Americas Initidtivigh the goal of achiev-
ing hemispheric free trade by 2000. NAFTA (North Americaed-iTrade Agree-
ment) which came into force in 1994 marked the first major stepat direction.

The collapse of the economy of Argentina was a watershed. impkementation
of the neoliberal agenda had begun after the military tookgvan March 1976.
On the agenda were wage freezes, deregulation, free tredatizatiorr3, endless
borrowing (and escalating foreign debt). For a while dedattllarization (1991)
lowered inflation, attracted foreign investors and boogrewvth. Argentina became
a show-piece of neoliberalism and globalization. As the Bvfar pupil, the country
received huge credits (in the early 1990s it was the wortalsth largest recipient of
foreign funds). But the debt-driven economy began to crast9DO.

5IThe article goes on to say that “after the Hong Kong dollar pegged to the United States currency calm was re-
stored and capital flight arrested”. Well, this was writteri94, but in the fall of 1997 a huge wave of speculation tried
to break the peg between the Hong Kong dollar and the US ddiltas episode suggests that currency boards are not a
sufficient safeguard against speculators.
In an article published on the website of the Cato Institdtdyne 2003) Professor Hanke goes to the point of recom-
mending an “orthodox currency-board rule” for China (PR@)der such a proposition supply of money and exchange
rates would be fixed mechanically without leaving any roonmfienetary policy.

523alinas was a graduate of Harvard, Zedillo of Yale, Fox ofvded; Fox had also been an executive and President
of Coca Cola Mexico from 1964 to 1979. These personal linkhk thie United States translated into friendly diplomatic
relations; it is also an illustration of the importance ofvanmsities like Harvard, Columbia and Yale as “nurseries” o
heads of foreign governments.

530n 6 September 1992 the New York Times run an article entitletse big push toward privatization in Argentina”
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In a sense the mechanism of the crash was not very differemt ¥wwhat happened
in 2008 in Britain, California, Dubai, Iceland, Ireland aBdst European countries:
credit scarcity slowed down the debt-driven economy and tedhe failure of over-
leveraged banks; this, in turn, brought about withdrawdlinls invested on a short-
time basis and pushed unemployment to high levels. DuriagAtigentinian crisis
unemployment reached 22%.

Historical roots

The first attempt to establish a currency board seems to levered in 1849 in the
British colony of Mauritius in the Indian Ocean. In 1912 tlystem was extended to
Western Africa and in particular to Ghana and Nigeria with ¢heation of the West
African Currency Board.

Such systems in which the monetary policy of a country is utiue control of an-
other was not confined to colonies, it was also used when geardefaulted on
their debt. In such cases one (or several) representatithe oreditor nation got a
seat (and a de facto veto right) in the central bank commdateabe debtor nation.
Such a procedure can be seen as an adaptation to the case akacadntry of the
receivership procedure which is used in the United Statdsdokrupted companies.
In the receivership procedure an administrator who repteshe creditors takes the
direction of the board until the company is able to emergmfbankruptcy.

Such a system was used recurrently by Britain and the Unitze<Sin Latin Amer-
ica. Several cases of this kind are described in an integeaimd well documented
book by Nearing and Freeman (1926).

Foreign economic aid as a control tool

As one would suspect, foreign economic aid is rarely gramigd no strings at-
tached. Aid programs run by the US Agency for Internationav&opment (US-
AID) or by other government or semi-government organizegiare often suspended
when a country falls out of favor with the Department of Stdteis can be illustrated
by the following example.

On 18 June 2009 the board of the “Millennium Challenge Capon”, a US gov-
ernment development fund, announced that it would cut $@#mfrom a program
for Nicaragua. In its comments, the organization cited eoms about democracy
and free market economy. The aid had been granted back in\2864 current
President Daniel Ortega was in the opposition. One remesrthat the Sandinist
government of president Ortega had already been a targeSafdvert operations
(support to the guerrilla war waged by the anti-Sandinisht@as) in the Reagan
years before it left power after the elections of 1990. The&psusion of the aid in-
terrupted construction work on three highways and hurt niiograguan people. It
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was announced that Venezuela would provide replacemetitraidgh the “Bolivian
Alternative for the Americas” (Xinhua News Agency 20 Jun@2)0
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Fig. 4. a: Logo of the US Agency for In-
ternational Development. Following in
the footsteps of the Marshall plan, the US- Fig. 4. b: Logo of the Millenium Chal-
AID was created in 1961 by the Kennedy lenge Corporation. Created in 2003 by
administration. With an assistance of $18 President Bush, this organization (also re-
billion in 2004 granted to Iraq, the US- ferred to as the Millenium Challenge Ac-
AID has been a major partner in the occu- count) grants aid to countries selected on
pation of this country. In 2008 the USAID the basis of neoliberal criteria. The orga-
had a budget of about $40 billion. nization has a budget of about $2 billion.
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Countries which are granted aid by the MCC are selected obahkes of set of in-
dicators among which is the “Trade Freedom” indicator a@eédiy the “Heritage
Foundation” and the Wall Street Journal; in so doing, the Mf@tributed to pro-
mote the neoliberal agenda in the poorest countries.

It is clear that other countries than the United States ads@ Iprograms of foreign
economic assistance, but through their sheer magnituderttggrams run by the
United States dwarf all others. Together with the monetaligies that we discussed
above, these programs shape the political orientationegptiorest countries. In the
next section we discuss other ways and means aiming at thee @gjective.

Other forms of oversight and control

The establishment of a currency board gives a couaAtopntrol over the monetary
policy of a countryB. Of course, other forms of oversight and control are possibl
particularly in the political, cultural and social spherd$he question is of interest
for our purpose in so far that it helps to explain how the rikl agenda has been
adopted on such a large scale and in a relatively short tiraa.sphe thesis that
we present below could be discarded as being nothing moreahmew version of
conspiracy theory. Of course it is very difficult (perhapsmeimpossible) to separate
exogenous influence from endogenous factors. What makesgilge to test this
thesis in a scientific way is the fact that we can study itneany different cases
thus it becomes possible to identify regularities and to enatedictions. If these
predictions turn out to be correct, it will show that the isesay hold some truth.

The phenomenon has its roots in the years after World Wanlthé wake of the
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American occupations that took place in many defeated cesrdas well as in a few
Allied or neutral countrie¥ the State Department was able to favor the emergence of
governments, political parties, newspapers, radios (@ed TV channels) who were
both anti-Communist and friendly to American interestsdéfieated countries such

a Germany or Japan this was done through the tight contrad$exb on the govern-
ments which emerged during the occupation and behind thaicwf censorship.
The purges performed in Germany and Japan offered an exteflportunity to se-

lect people and ensure their lasting loyalty. In countrieshsas South Korea (or the
Philippines) which were liberated countries this was domgeu the cover of martial

law and military administration established to counter@mmmunist threa®.

The occupations lasted about 6 y&arsit should be noted that this was a much
longer time span than in previous conflicts. After the detddtrance in 1815 and
1871 the foreign occupation lasted only 1 or two years anehduhis time there
were very few (if any) attempts to control the French adntiatson.

How was it possible to extend the post-war control to thequeafter the occu-
pation. An obvious answer is that even after the occupiediti®s regained their
independence, they remained dependent on the presencesoicdmtroops for their
defense. This was of course the case in Germany, Japan atid ISmea but also
in Britain, France (until 1967), Italy and Turkey. It is w&dhown that in Japan
the Liberal Democratic Party (LDP) has been in power almostinuously since
its formation in 1955. It is also known that from the 1950stigh the 1970s, the
American Central Intelligence Agency spent millions oflddd in attempting to in-
fluence elections in Japan to favor the LDP against moresteféss pro-American
parties, such as the Socialists and the Communists, althitbugywas not revealed
until the mid-1990s when the New York Times exposéd it

In fact, to invoke the influence of the CIA is to take a narroew.i The bottom line
Is that a country which relies on another for its defense rfalstw the lead of the
latter at critical junctures. This was the gist of the parthg between vassals and
their overlord.

An episode which occurred in France in 1946 is quite revgatirthis respect. Dur-
ing a crucial political meeting for the formation of a new gavment a motorcyclist
delivered a message from General Billotte, deputy Chieftaff Svhich said that “a

S4e.g.: Germany, Iceland, Italy, Japan, South Korea, Turkey.

SThis is true for South Korea but even in the Philippines tiveeee guerrilla groups which fought the domination of
big landlords. In China a similar struggle took place whickviever had an opposite outcome.

56More details can be found in Roehner (2008), a book aboutd¢bepation of Japan.

S’Source: http://www.fact-archive.com/encyclopediagril DemocraticParty (Japan) Of course, such actions were
not limited to Japan. For an enlightening description ofittiieience of CIA agents (i.e. nationals who were serving the
objectives of the CIA in exchange for money or for supportieit professional or political carrier) in Latin Americaese
Agee (1975)
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Socialo-Communist government would be seen as a threatlbes; as a result
they may consider reducing their commitment to guaranteesecurity” (Demory
1995). Similar pressure was applied during the crisis wipicdteded the return to
power of General de Gaulle in 1958 at least until this retuas eventually endorsed
first by President Eisenhower and finally by the State Depantnirhere are similar
examples in Germany, Japan and the United Kingdom. Forriostaince the end
of World War Il the UK has been relying on US-made Polaris andént missiles
for its nuclear submarines. Moreover, the information sitaagreement between
British and US intelligence agencies translates into amuakpartnership because
of superior means and funding on the American ¥ide

In countries such as Austria, Germany, Italy, Japan or S&otba which were occu-
pied by Allied force8®two of the most effective means to maintain a lasting infleenc
beyond the occupation period were the following.

(1) One of the first objectives of the occupation forces waslémtify, investi-
gate, neutralize and control the intelligence and coumntetligence agencies of the
defeated countries. Subsequently, when the country emhdrge occupation sta-
tus and tried to built up a new intelligence structure theseltnks established with
American (or British) intelligence ensured that this stane would have close links
with US intelligence. But this was an asymmetric relationclkhbordered on out-
right dependence. This point is illustrated in an articleSiggfried Beer (2003, sec-
tion “Intelligence cooperation or dependence”). Beertschbr concerns Austria but
there is little doubt that the same situation prevailed hreobccupied countri€d

(2) It often comes as a surprise that German or Austrian pespb had played
a substantial role during the Third Reich nevertheless damecupy important po-
sitions in the post-war era in organizations controlledhmy tJS. As is well known
German people had to fill in questionnaires (called “Frageit the German word
for questionnaire) In the American Occupation zone, thelireghent to complete
Fragebogen extended to all those over the age of eightedrhis gave the Allies an
extensive data base about positions occupied by GermanaznoX military orga-
nizations. Moreover, records of war crime trials was anosioeirce of information.
Needless to say, that information could be used by the Aihes<ercise pressure on
individuals. Incriminating information could be “forgett” or “withheld” for pli-
ant people or it could be “reactivated” for the purpose of amdissing persons who
had a tendency to go in the wring direction. In other words, éRistence of self-

80ther ways and means for keeping a handle on public opiniendescribed in Roehner (2007, p. 145-149).

SNaturally, a similar argument can be made for countries piezliby the USSR but in order to get a clear insight into
these cases one must be able to read Russian.

60Beer writes: “There can be absolutely no doubt about thetffiatthe beginnings of Austrian intelligence after World
War Il were marked by heavy, almost intolerable dependenderign influence.

611n the British zone only candidates for public or semi-palibs had to complete it; by December 1946 about 1.5
million Fragebogen had been completed.
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incriminating files provide a means of control

As illustrations one can mention (i) Kurt Waldheim who wasi®¢ary General of
the United Nations from 1972 to 1981 and President of Autam 1986 to 1992
but whose military activities in the Wehrmacht unexpectedme to the attention of
the medias in 1986. (ii) Otto Schulmeister who as editor akE"Presse” and “Wort
und Wahrheit” was an important figure in post-war Austrianrf@lism. In 2009 it
was revealed that over two decades he had been working f@l#et is claimed
that in exchange his activity during the Third Reich weretkeqer the rug.

During the Cold War it was relatively easy to keep right-wgayernments in power
under the requirement of fighting Communism. After 1990,\a sgategy had to be
defined. As far as one can know, it relied on supporting pretara youth groups.
Such youth groups were established in Belarus (Zubr), Gadkgnara), Kyrgystan
(Kelkel), Russia (Nat-Bols of Edward Limonov), Serbia (@fp Ukraine (Pora). In
the case of the Otpor youth group this can be illustrated byfahowing excerpts
from the New York Times.
American assistance to Otpor and the 18 parties that ukisnausted Milosevic is still a highly sen-
sitive subject. But Paul B. McCarthy, an official with the Wasgton-based “National Endowment for
Democracy” is ready to divulge some details. Of the almost#Bon spent by his group in Serbia since
September 1998, he says that Otpor was certainly the larg@ptent. Money went into Otpor accounts
outside Serbia and McCarthy held a series of meetings wihrtbvement'’s leaders in Podgirica, the
capital of Montenegro, in Budapest [in the north of Hungawtl in Szeged [in the south of Hungary
near the Serbian border].
At the “International Republican Institute, another Wagjion group financed by AID [USAID: United
States Agency for International Development, closelytegldo the Department of State.] an official says
that some of the $ 1.8 million the Institute spent in Serbithmlast year was provided direct to Otpor.
(NYT, article by Roger Cohen (2000)).

The fact that the opponents to Milosevic received $ 25 nmmliio American aid be-
tween July 1999 and August 2000 (NYT 23 September 2000) dbesurse not
prove that this money played a “crucial” role in the upri$faigA more convincing
test is provided by the fact that the article of 23 Septemlascdbedin advance
what would indeed happen two weeks later on 5 October. Theeaeixplicitly says
that whatever the results of the election, they will not beepted by the population,
that “angry voters will take to the streets”, and that the sdpeople power” which
spelled the end of the Marcos regime in Manila in 1986 willitanty bring down
Milosevic. The article recognizes that the crucial factawd be the attitude of the
police and army. According to a subsequent article (NYT 9oBet 2000) it was

52As a matter of fact fosingleevents it is impossible to prove anything regarding the eespe roles of exogenous
versus endogenous factors; it is only for a collection ofnés¢hat a scientific assessment can be made. The larger the
sample of events under consideration, the sharper the paodfe made.
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Velimir Ilic, mayor of the town of Cacak, who was in charge wiilirating the police
with paratroopers of the Yugoslav Army and young policemremfCacak.

After such groups won political contests, pro-Americangyoments came to power.
In the case of Serbia, William D. Montgomery US ambassad@rtmtia made no

mystery of this objective when he declared “We hope the navegdion of leaders

will come from Otpor’s ranks. That would be a fair return on émea’s investment

in the movement.” (NYT 26 Nov 2000)

Privatization and economic return

Once these governments were in power different reforms wereduced which
strengthened the ties with the United States: privatinaticstate owned companies,
training of the police and army by American instructorsabbshment of bases espe-
cially for the US Air Force. One of the clearest illustrasas provided by Georgia,
but a similar trend was observed in Poland, the Czech Repitdimania or Kosovo.

It can be argued that privatization was the most importarit gfathat program. A

case in point was provided by the fate of the Prime ministeé8lovakia. In 1989,

Vladimir Meciar was chosen as Prime minister of the Slovalpart of Czechoslo-
vakia by the new political party “Public Against Violencé/drejnost Proti Nasiliu,
VPN). In 1992 with his Czech colleague Vaclav Klaus he wadatdrigin of the

division of Czechoslovakia into two separate countries.iBagontrast to Klaus who
was an “ardent free-market reformer”, Mr. Meciar was a Hard-nationalist and
opposed to the privatization of big state-owned compamiesv(York Times articles
of 2 January 1993, 13 February 1994). The article of 1994 wasesl “Slovakia is

balking at privatization”. Less than 3 months later Mr. Meavas ousted from his
position as prime minister with the support of the movemelkt9B.

Role of US armed forces

It is not immediately apparent why armed force should plagla m this scenario.
However, history shows that economic and financial domomaits often accompa-
nied by military occupation, especially in fairly weak cdues. The most obvious
example was the concession system in China which lastedsalne century from
around 1850 to 1948, Although the objectives of the western powers and Japan
were said to be commercial, their presence gradually beeéamiétary occupation.
Thus, the great powers had substantial naval forces in Cimitlae 1920s the British
and US forces had 55 and 30 vessels respectively totallirgguiSers, 24 destroyers
and 23 gunboats (Source: NYT 11 April 1927 p. 2). The sameasaenepeated
itself in other areas. The United States have had a permanéginporary military

83Strictly speaking the western powers who held concessiomsdlly renounced them in 1942 but the US military
presence ended only in 1949.
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presence in many Latin countries. Its worlwide militarywetk comprises about
700 bases and installations. The last developments octcunrr€entral Asia (after
1992), former Yugoslavia (after 1999), Afghanistan and t@drAsia (after 2001),
Iraq (after 2003).

As an illustration, Fig. 4.3a presents the Bondsteel bas@sgovo. Although for-
mally part of the NATO force in Kosovo, it is for all main purpes an American
base. The other occupying powers, namely Britain, Franeem@ny and Italy did
not build similar bases in their respective occupationsrea

Fig. 4.3 a: Aerial view of camp Bon-  Fig. 4.3 b: The five occupation zones
steel in Kosovo.The camp was built after of Kosovo. KFOR entered Kosovo on 12
the action of NATO against Serbia in June June 1999 after the adoption of UN Se-
1999. Source: Wikipedia, entry “Camp curity Council Resolution 1244Source:
Bondsteel” (public domain). Wikipedia, “KFOR” (public domain).

What is the purpose of such a base? A partial answer was @a\g Defense
Secretary Donald Rumsfeld during a visit to Camp Bondsteelune 2001. He
explained to the troops: “My view is we don’t spend in you, wedst in you. You are
not a burden on our economy, you are a critical foundatiorgéovth”. One month
later, on his first trip abroad, G.W. President Bush alsatessiCamp Bondsteel.
What then is theconomiaole of such a base? It is often said that it has something to
do with the protection of the oil pipelines which cross thisag but such an argument
IS obviously inadequate. It does not make sense that theviag<b protect pipelines
Is to build a base with about 7,000 troops. Two other respoae be offered:

e The existence of this base guarantees that the governmiéasoto will remain
friendly to US interests.

e |t can provide support to other US troops in the area for ms#an Afghanistan
or Irag.
However these reasons are not very satisfactory eithekKo@pvo is a very small
country whose independence is not even recognized by thkewiternational com-
munity. (ii) The United States has already large bases (e.dubai or Koweit)
which are much closer to Irag than is Camp Bonesteel. In shverinust recognize
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that at this point we do not have a clear understanding ofahaection which exists
between the economic objectives of the US government amailitary strategy.
Ultimately, one could of course argue that as the constraand logistics of the
base was outsourced to Brown & Root Services, a subsidiarathburton, the de-
cision to build it was the result of lobbying pressure, a psscof which there have
been other illustations in the p&st

Role of domestic military forces

Complementing the establishment of military bases thexe#en training programs
of the armed forces and police of vassal countries by thdaekecountry. This kind
of influence appeared in its clearest form in many Latin Acsdountries between
1950 and 1990 and also in countries such as Afghanistam g6 ), Egypt, Geor-
gia, Iraq (after 2003), Pakistan, South Korea, Thailandwk@&y. In such countries
where the army and police were trained by American advisedsfanded by the
US government they have frequently become the strongeanized forces in the
country?®. During the last four decades, whenever instability oridefinfluence
threatened, the government of such countries was routta&bn over by the mil-
itary. As we know, this happened recurrently in many Latinekican countries as
well as in Pakistan, South Korea, Thailand or Turkey. In aseem such countries
there have been successful implementations of the scamhioh was planned (and
carried out unsuccessfully) in Chitfaand Vietnam. On the whole, the successes of
such policies were much more frequent than the failures.

The future

Will the present economic crisis result in a weakening of #ind of influence? Itis

unlikely. The cost of running such operations is fairly lospecially when compared
to the cost of US armed forces; therefore the funding of swognams will not be

much affected by the crisis.

If the economic situation becomes more difficult it can beedempting to extract
more economic advantages from countries which are ruleddsyAmerican govern-
ments. In this perspective, toppling local dictators (eMijlosevic or Sadam Hus-
sein) can be seen as a means for replacing them by governwiemire friendly to

64For instance the decision taken by President Gerald Ford tlié approval of Congress to vaccinate tileole
American population after onlgnecase of swineflu was detected in Januay 1976 was clearly somehble; but in spite
of being opposed by many experts and denounced in many NekTYores articles, it was taken nonetheless and was
at least partially enforced in the fall of 1976. Interestedders can find more details on the Internet and in the archive
section of the New York Times.

85Shortly after its inauguration the Obama administratios planning to spend about $ 2 billion a year over the next 5
years to build an Afghan armed force (army and police) of &400,000. This funding would represent twice the budget
of the Afghan government.

%6puring World War Il there was an extensive training prograimNationalist troops by American advisers. This
operation pioneered a strategy that would be re-enacteg times in the post-war era.
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US interests and willing to concede economic privileges moefican corporations.
There have been many historical examples of this kind imnLAtherican countries.

Naturally, the United States is not the only country thaspes similar objectives. A
clear illustration was given by the economic exploitatidrChina through the con-
cession system (which prevailed from the mid-19th centumyl @942 and was fol-
lowed in November 1946 by an unequal economic trade agreemtmthe United
States) in which almost all western countries took part. ¥Whakes the United
States special is: (i) its unparalleled expertise in im@eting such policies (ii) its
worldwide dominance. Such policies complement the nediltegenda in the field
of foreign relations in the sense that free trade and openptdwies are necessarily
to the advantage of the dominant partner.

Although in recent years this policy was very successful astérn Europe, one
may argue that it was less successful in Latin America. lddae the wake of
the economic crisis in Argentina governments were eledtadr{stance in Bolivia,
Brazil, Venezuela) which openly questioned the neolibagdnda and pledged to
keep American interests at bay. Will this be a lasting trehds still too early to
know for sure.

Why does privatization offer inroad opportunities to foreign companies?

In many Latin American countries the privatizations cafrat by liberal govern-

ments in the 1990s left major national companies in the hahdisreign corpora-

tions, especially in promising sectors such as telecomaeation, water distribution,

electricity production and distribution, oil productionddistribution and so on. A
similar scenario took place in Eastern European countrd&sch an outcome was
of course hardly surprising because Western countriesiaely on a sophisticated
banking sector which enabled them make competitive bidsvener, this gave rise
to what can be called an absentee landlord system (see Ra2big, chapter 8)

which resulted in under-investment and mismanagementntiatty such policies

generated much public discontentment.

An illustration of the absentee landownership to whichatization leads is provided
by Mongolia. Although the country experienced a democratiolution in 1989 the
former communist party remained in power until 1996. Thegpam of the party
which came to power included the privatization of 60% of &t property. What
were the resulfg?

e The country’s largest government owned bank was bought ¥a g®nership
by a consortium from Connecticut and Switzerland for $ 12iamil

e Another major Mongolian bank was bought for $ 7 million by pdiese group

67The following information is based on an article from the Néavk Times (21 October 2003) entitled: “In Mongolia,
a tilt toward a free market”
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but it is managed by American executives. It was renamed XAAN

e In 2000 the government handed management of a Mongolian ¢ealldd Ag
Bank to the US Agency for International Development whiclisourced it to a
Washington consulting firfs.

e Over the following two years (i.e. 2004-2005) other prizations were planed,
for instance the national airline, the largest petroleurparter, the nation’s largest
insurance company.

At the end of the privatization process most of these congsamill be in foreign
hands and owned by Western companies which have very liiteviedge about
Asia and more specifically about Mongolia. Such links areneweaker than be-
tween English landlords and their Irish estates back in €tk @entury. The lessons
learned from historical episodes suggest that in the lon@hsentee landlordship is
an inefficient form of management. Yet, such a system can dwlidr a long time
if it is backed by state power. In the case of Ireland the sydéested for over three
centuries.

Abstentee ownership in Eastern Europe in the next decade

The pro-democratic revolutions in Eastern Europe can bea®a repetition of what
happened in Latin America in the two decades 1982-2002. drptkvious decade
(1972-1982) several Latin American countries (e.g. ChMlegentina, Uruguay,
Bolivia) had been ruled by military dictators. Several oéni were already pro-
American and willing to implement neoliberal reforms; sweas for instance the
case of Augusto Pinochet in Chile who had direct contacte Wititon Friedman

and other advisers from the University of Chicago. Once dhbdown, these dicta-
tors were replaced by civilian governments which were alesAmerican and ne-
oliberal. As a result many public services (in banking,gélene, water distribution)
were privatized which often brought them under the contfébeeign companies.

In many cases these experiences were disappointing in tise $keat they resulted
In price increases while at the same time the foreign congsadhid not fulfill their
promises regarding long-term investments in basic infuatire. As already men-
tioned, this outcome lead to a rejection of neoliberalism #na more guarded at-
titude with respect to foreign companies. In a sense, thsescof 1997-1998 had
similar results in Asia.

It is not unreasonable to expect a similar evolution in BasEurope. At present
(early 2009) many of the governments which came to power ¢erneyears are

%8Since, as is well known, the USAID has close links with the t@arintelligence Agency this decision had certainly
a political significance.
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much more pro-American and neoliberal than their ele€for®nce the failure of
neoliberal policies will become apparent, it can be expethat people will reject
them as they have done in Latin America.

Of course, such a statement assumes that electors will ba giveal choice. If the
main parties in fact propose more or less the same programggathe case with
“New Labour” in Britain) then a growing gulf will develop be&een voters and the
political parties supposed to represent them.

Previous speculative crises

In many respects the crisis which started in July 2007 wasyjuspetition of similar
episodes that occurred in the past. As illustrated by Fi§ysgeculative bubbles have
occurred repeatedly since (at least) the nineteenth gentur

THE WAY TO GROW POOR. % THE WAY TO GROW RICH.

Fig.4.4 The way to grow poor; the way to grow rich. This lithography was created in 1875 by the American
artists Nathaniel Currier (1813-1888) and James Merrés1{1824-1895). It makes probably reference to the
burst of a housing and railroad bubble in the fall in 1871 wHead to a financial panic in the fall of 1873.
Between 1857 and 1880 the firm Currier & Ives created aboO7images.Source: Lithography by Currier

& lves, 1875. Library of Congress Prints and Photographsifon, reproduction number: LC-USZ62-662
(public domain).

Previous “subprime crises”

More specifically, previous crises have already featuredynud the issues that we
have seen in the present crisis, e.g. sharp downturn insesbgrices (see Fig. 3.1),

%9n Poland and in the Czech Republic this was revealed by aeserveys on crucial issues such as the war in Irag or
the installation of anti-missile facilities; governmewiigies were disapproved by a wide margin (60% or more).
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Fig.4.5 Effect of free-trade on French farmers.
This is the cover page of a French newspaper dated 30 NovetrBér
On the left-hand side it shows a farmer facing a dire conliéie a result of the fall in wheat prices. The poor
“Jacques Bonhomme” (which is the archetype name of Frenabgoes) shows his empty wallet while rats and
mice eat the grain that is stored in the sacks in the backgrode summarizes his situation by saying “Ca va
mal” (I'm in trouble).
The price fall and the slump in sales were due to imports odpheheat from producers such as Argentina,
Canada, Russia or the United States where extensive famiowed lower production costs. Between 1880
and 1885 the average annual price of wheat in France fell 88nfranc/hectoliter to 16 franc/hectoliter, a
30% fall which implied a drop of same size (or larger if sale®aleclined) in the income of French wheat
producers.
On the right-hand size the picture shows that wealthy peopléhe contrary benefited from free-trade. It is
not exactly clear why the cartoonist targeted especialydbmte de Paris who personified the former reigning
family.
As other European countries faced the same problem, a csussementualy emerged which by the end of the
century lead to higher tariff rates. This protectionistctean became even stronger after 1925 when overpro-
duction once again produced a slump in grain markets.
If one replacescheap wheat'by “cheap labor'this cartoon describes fairly well the situation faced bykvo
ing people in western countries nowadays (2010). The pfigehat they sell, namely their working skills, has
fallen as a result of the import of cheap labor. As a parali¢he slump in sales there is an enduring high level
of unemployment in many industrialized countries.
Source: Bibliotleque Nationale de France.
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no-documentation loaf% adjustable rate mortgagésboom in mortgage-backed-
securities, tightened lending standards which led to atocathch (New York Times

18 February 1984 p. 1, 14 Jan 1990). The mortgage delinquateyose to 4.15

percent of total loans outstanding in the fourth quarterd&4(?, collapses of mort-

gage insurers.

On 11 October 1967 a new expression made its first appeamatieeecolumns of the
New York Times, namely the expression “mortgage backedrgasi. The begin-
ning of the article summarizes fairly well what was the pwpof these securities:
“The Federal Government's chief mortgage man hopes forgagg market”. In-
deed, back in 1967 there was no integrat@tional mortgage market in the sense
that because of regional surpluses or shortages of creolitgage rates used to dif-
fer by as much as 2% between cities (NYT 22 Jan. 1984). In etbeds there were
local credit crunches which lead to high credit rates. Tduk lof integration was due
to insufficient communication links between local markets.

It can be recalled that there was a similar situation in coshitganarkets before
the advent of railroads. Back in the early nineteenth cgntuiFrance wheat price
differentials in distant cities were of the order of 50% (endetails can be found in
Drame (1991)¥.

Even booms in mortgage-backed securities had been expedenany times in the
1970s and 1980s. In an article of 1977 one can read: “One dagtest-growing

innovations in the credit markets this year has been moetipagked securities”
(New York Times 20 November 1977, p. F5). Detailed articleslizhed in the New

York Times (Arenson (1979), Berg (1984)) explain how mogegdacked securities
work and delineate some of the problems that may arise.

According to a figure given in Wikipedia (article “Savingsdahoans crisis”) the
Savings and Loans crisis of the early 1990s cost taxpayenst 150 billion which

represents 2.5% of the GDP of 1992. Transposed to 2008, 2{5%©& would

represent about $300 billion. At the time of writing (MarcB(®) the cumulative
amount of successive bailout plans for banks representsa@t) one trillion dollars
that is to say three times more than the cost of the previcalsestate crisis. This
shows once again that the burst of the housing bubble is ardybthe components

Which means that loans were attributed to persons who digmmw any official document to back their income
statements.

"Which includes loans whose interest rates were artificlally during the first initial years and were set to increase
sharply in the following years.

2The delinquency rate includes loans that are at least onmaguatypast due but does not include loans in foreclosure.
At the end of the third quarter of 2008 the delinquency ratedtat 7.0% of all loans outstanding; the percentage of loans
in the foreclosure process was 3.0 percent (Mortgage Baf&sociation).

3Such as the failure of TMIC, a large mortgage insurer in Falyra988 (New York Times 3 March 1988).

"4The situation was basically the same in other European desrind it had dramatic consequences in times of dearth.
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of the present crisis.

Regulation, self-regulation or no regulation at all

The article of 1979 about mortgage-backed securities meat above put great
emphasis on the necessity of regulation. In 1979 real estaitaty reached a peak
(at least in the West) and there was much talk about posstkral regulation. Not
surprisingly, in order to avoid federal regulation mortgatgalers claimed that they
would be able to introduce self-regulation. The “Governtridational Mortgage
Association” was skeptical. One of its executives made dlleviing comment.
“We still have some doubts about whether it is possible totpgéther an ef-
fective self-regulation program. Itis necessary for Fatlagencies to consider
alternatives to self-regulation in case the program is noingo place or is not
effective”.

Responding to this concern a mortgage dealer at Salomohd&sotleclared:
“We have been given a chance to self-regulate; | believeatlast chance. If
we don’t get something in place very soon, the game is over”.

In fact, in the following years free-market ideology gairggéater momentum with
the result that no effective regulation, whether federahdustry-based, was ever
introduced.

A highly profitable business

Back in 1983-1984, mortgage trading had already becameygovefitable business
which is quite remarkable because interest rates werg tagh at this time. In his
article of January 1984, Eric Berg gives the following ithations.

e The rise of the mortgage market has produced a bonanza foEtkaét. Nearly
every major house has expanded its mortgage-trading tctifior example 40%
of the net income of Salomon Brothers in 1983 was provided bytgage-related
commissions and trading profits.

¢ InJanuary 1984 the Savings and Loans industry was stillexarg from a diffi-
cult position due to a depressed housing market from 197988.1The rapid growth
of mortgage-backed securities to a total of $253 billion 4%lof the $1.7 trillion
In mortgages outstanding gave them the possibility tosjetttiold, low-paying mort-
gages even sometimes at losses of as much as 50%. In othes, wednortgage-
backed securities market enabled some savings and loatas/éoddf bankruptcy.

e One of the problems of the mortgage industry has been thégildggiven to
home buyers to pay off their loans early. Freddie Mac adeédkdsat problem by cre-
ating “Collateralized Mortgage Obligations” which reddd&e risk of prepayment.

All these observations suggest that the main financial iations for mortgage mar-
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kets had already been introduced in the early 1980s and wdhataime working
fairly well. In other words, the tools were probably sound &ris rather the abuses
to which they gave rise which brought about the problems wvlgad to the financial

crisis.
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Chapter 5
State intervention: myth versus reality

In this chapter we examine the intervention of states in toem®my, a topic which
is closely connected with the question of Keynesianism. \aethe field of appli-
cation of Keynesian policies is usually restricted to macammomic policy, in this
chapter we extend it to include strategies at microecontawed. We will show that
few markets are completely free of state interventions.

The fact that the field of state intervention is much broabat what is usually un-
derstood by the expression “Keynesian economics” is alsphasized by the fact
that, apart from Keynes himself, many economists took ameaptrt in developing

these ideas. For instance, the Japanese economist TakKbeskiyo (1854-1936)

was called Japan’s Keynes. About half a century later thedfreconomist Edmond
Malinvaud (born in 1923) proposed a new synthesis betweerclassical and Key-
nesian economics.

Reagarding the discussion of state inteventions theretisallyc a paradox in the
sense that while being shuned and frowned upon by mainseeamomists, state
intervention and Keynesian policies are being extenswséd by most governments.

In one of his columns in the New York Times (25 July 2009: “Whgnkets can't
cure healthcare”) the economist Paul Krugman pointed aitttte production, sale
and consumption of health care cannot be organized as a figeinHis argument
can be summarized as follows.
A significant number of Americans believe that the answeruohealth care
problems is to rely on the free market. Not so. There are twangty distinc-
tive aspects of health care.
One is that when you need health care it can be extremely sxgen/ery few
people can afford to pay major medical costs [such as surgetyof pocket.
This tells you that health care must be largely paid for by s&md of insur-
ance.
The second thing about health care is that you cannot trusdsiMealth main-
tenance organizations that is to say big companies whiclasgroviders of
health care services] because for such profit-making utstits your treatment
Is their cost [which means that they will deny treatment as$apossible].

The key point in Krugman’s argument is that there can be nenarket for health
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care. The airliner market that we consider in this chaptarvsry different market.

and one in which there is fierce competition between big congsesuch as Airbus
and Boeing. It is tempting to think that a market in which #hé so much com-

petition is a free market. Not so. In fact, as we will see,estatervention in many

different forms plays a key role in this market. Moreover atgument and conclu-
sion will be seen to apply as well to the market of many othedpcts. Basically,

this covers the markets of all products for which the desmph@nstruction phase is
long and costly. One can mention for instance telecommtinitaatellites, nuclear
power plants, high speed trains, refinery plants, tanksnsuibes.

Naturally, this does not mean that all other markets are rinagkets. To create a
new soft drink is neither long nor costly. Yet this market asrdnated worldwide by

the Coca-Cola monopole. In short, even markets which at legsnciple could be

free are not because of a trend toward ever greater contientrdhis, however is

another story. In this chapter we have a more limited ohjecti

In the first part we consider the micro-economic level. Itlveé shown that in

many important economic sectors such as aeronautics aryae/er plants, railways
which require long-term investments, government actiontbsabsidiesmecessarily

play a major role. This will be illustrated here by the exaenpi the airliner industry.

In the second part we consider the macro-economic levelilllbas seen that since
1945 Keynesian economic stimulation has been used on a pentiaasis by the US
government as well as by other industrialized nations.

In short, even in our time dominated by the neoliberal idggl@overnments con-
tinue to play a major role. Yet, there are two areas from wthellUS federal govern-
ment has really withdrawn, namely the regulation of finalhaiarkets and of labor
relations. It is well known that through chronic underfumglihe US Security and
Exchange Commission was made almost powerless. The same i®t other fed-
eral organizations which were created during the New Dedliamparticular those
in charge of controling the implementation of labor regolas. The consequence
was a quick deterioration in the bargaining power of uniamd @nsequently in the
earnings of workers.

In the last part | briefly describe some of the networks whigphp®rted neoliberal
ideas and allowed this conception to became accepted widddwAt the time of
writing (10 November 2008) it is the sole economic paradigrhamly in the United
States from where it originated but also in the Scandinag@mtries, in the Euro-
pean Union and in Japan. from the European Union to JapanCirita.

Japan’s Keynes
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The era of economic reform which followed the Meliji Revotutiwas largely im-
pulsed and monitored by the central government. In othedsviirwas an exercise
in Keynesian policy which occurred several decades befmm&eynes offered a ra-
tional for such policies. That reform was much in line withatlwas done in France
under Napoleon Il or in Germany under Bismark.

Korekiyo Takahashi was born on July 27, 1854, in Tokyo (a¢ thme still called
Edo). At 13 he was sent to study in the United States. He retltmJapan about two
years later shortly after the Meiji Restoration. Subsetjydre became a Christian.
Takahashi’s successful career in the administrationestant 1881 (at the age of 27)
in the newly established Ministry of Agriculture and ComeerBy 1900 he was a
vice-governor of the Bank of Japan. He held the position afiser of Finance 6
times between 1913 and 1936. On 26 February 1936 he was radr(ong with
many others) by radical officers. By his clever (Keynesianl)gqy Takahashi was
able to shield Japan from the shock of the Great Depressmmiddntally, it can be
mentioned that the portrait of Takahashi appeared on a 5(aaknote issued by
the Bank of Japan in 1951.

Keynesianism is usually considered in the framework of mamonomic policies,
but in the first part of this talk | will show that the issue ot intervention is already
present at the micro-economic level.

Role of government subsidies at micro-economic level

My point here is that in some sectors state intervention atavlevel is absolutely
essential for the completion of the technical challengesday the industry. Obvi-
ously, it would have been impossible to carry out the Apotlogram without federal

funding. Similarly, although less evident, the constrmciand commercialization of
the first jet airliner would have been an ill-fated endeavahowut federal funding.

An important word in this statement is “commercializatiorEven if a jet airliner

could be built without subsidies, it would have been too espee for airlines to

buy it. Consequently, the very notion that a “free-markeitfi @xist for items neces-
siting heavy initial investments is a proposition which @& supported by available
evidence.

| will explain that point in more detail for the case of the @sautical industry. We
will see that as a rule military aircraft opened the way fonigr civilian aircraft.

Civilian aircraft follow the design of military aircraft

The Boeing B-377 Stratocruiser was an airliner version eBbeing Stratofreighter
which in turn was the transport version of the B-29 Superésd and of the B-50.
The Stratocruiser first flew on July 8, 1947. Here are somee&ecifications of
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1) Design phase —»

Role of governments in
the design, manufacturing and marketing of
airliners

a) By deriving the design from a military aircraft,
the length and cost of the design phase will be

much reduced.

2) Manufacturing —p

3) Marketing —>

(wind-tunnel tests, avionics, metal fatigue, etc)
b) The design phase requires low rate loans

a) Previous experience in mass production of similar
military aircraft will help to organize the production line

b) Parallel production of military aircraft on the
same production line reduces production costs per unit

c) Government loans help to start production

a) Thanks to 1ab, 2ab it becomes possible to offer

an attractive sale price

b) Good bilateral relations between governments speed
delivery of airworthiness certification

c) Favorable credit rate through Import—Export bank

Fig.5.1: Role of government in the design, manufacturing ath commercialization of airliners

WORKED WELL

B—29 (bomber, 1944)

\/

B-50 (piston engine, 1947)

KC-97
(tanker)

B-377

Stratocruiser

B—-47(Stratojet, 1949, 2000 built)

v

B—-52 (1952, 750 built)

KC-135
(Stratotanker, 1957, >500 built)

B-707
(certif: 1958)

WORKED POORLY

e Douglas DC-9, certified in 1965
Used the wing design of the P-38 fighter.
Ultimately, turned out a very good aircratft.
But as Douglas was short on capital,

it entered into cost—sharing with

low capability subcontractors.

in 1966, Douglas faced bankruptcy and was
taken over by McDonnell.

Conclusion:

Douglas was mainly a commercial aircraft
manufacturer; 2,400 DC-9 were built,

but because it was not paralleled by a
military model it was hardly profitable.

e Lookheed Electra L-188, 1958

First turboprop airliner in the US.

Did not follow the design of a previously
built military version.

Lack of confidence in the design after
fatal crashes (resonance problem);

only 170 built (including for Navy)

The British Comet met a similar fate.

Fig.5.2 Comparison of successful and unsuccessful airlirse

these aircratft.
B-50 (military)
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Fig.5.3: Boeing C-97 Stratofreighter and Boeing 377 Stratruiser. The commercial 377 was basically a
civilian version of the C-97 and its tanker version KC-97dérl funding received for the development of the
military versions allowed a substantial price reductiortt@f commercial versionSource: Wikipedia (public
domain).

Wingspan: 43.1 m; length: 30.2 m; height: 10.0 m
Max takeoff weight: 78,470 kg; Maximum speed: 636 km/h

Boeing Stratofreighter (military transport)
Wingspan: 43.1 m; length: 33.7 m; height: 11.7 m
Max takeoff weight: 79,370 kg; Maximum speed: 603 km/h

Boeing B-377 Stratocruiser (airliner)
Wing span 43.0 m; length 33.6 m; height: 11.7 m
Max takeoff weight: 67,133 kg; Maximum speed: 603 km/h

As can be seen from these data and from the photographs thancltratocruiser
was almost identical to the military Stratofreighter whialturn was similar to the
B-50. In other words the research, design and developmenhbfthe Stratocruiser
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was 100% covered by government funding.

The same observation applies to the Boeing B-707, the firstrfaan civilian jet
aircraft. It was almost identical to the military KC-135 &wtanker which flew 8
years earlier. The Boeing B-707 was even built on the same@ugtmn line as its
military version.

Fig.5.4: Boeing B-47 Statojet and Boeing B-707The 707 was basically a commercial version of the Stra-
tojet bomber; there was also a tanker version, the KC-13&@#nker. The B-47 was the first 4-engine jet in
the world. It made its first flight in December 1947 about 7 gdzafore the first flight of the 707. The latter
benefited from its military precursor in terms of technicaprovement and cost reductioSource: Wikipedia
(public domain).

The case of airliners which do not benefit from subsidies

If the price level at which airliners are sold is set by aiftvehose design was 100%
covered by government funding, an obvious implication & #ircraft whose design
costs were not (or only partially) covered by governmentfog should run into
troubles. This is indeed what can be observed.

The Beechcraft Starship As a case in point one can mention the Beechcraft Star-
ship, a business turboprop aircraft for 8 passengers. Itthaasvorld’s first all-
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composite business aircraft; 70% of its airframe consisfieplastic composite, a
percentage notably higher than for the Boeing 787 (i.e. 5@R)observed by Max
Bleck, the president and chief executive officer of the Beeah Company, the com-
pany had to master a new technology, create a databasg liséirmechanical prop-
erties of the raw materials it was going to use (resins, tabtiapes) and train its
workforce. All without subsidies. What was the result?

The program cost $300 million and lasted 13 years from 197982 when the first
commercial flight took place. Each aircraft eventually cestmillion, about $1.1
million more than planed initially and about twice as muclsemilar (aluminium)
business aircraft. In addition, the final version of the rafichad an over-weight of
one ton (22% of its empty weight); as a result its seating c#phad to be reduced
from eight to six passengers. Naturally, under such camitihe aircraft attracted
few customers. From the 53 which were built, only few weralstiie others were
leased.

In short, we have here the example of a fairly small companichvkakes up a
major technical challenge without any help from the statéhdugh many difficult
technical challenges were overcome the resulting aircsabo expensive for the
market®.

In a more general way the troubles can be of different kinds.

e A too short design phase could result in a flawed design; thss the case of
the Lookheed Electra. It flew for the first time in 1958 but sudid from lack of
confidence in its design after a series of accidents.

e If the design phase is long enough to produce a good aircufthe profit
margin on the sales may be too low to allow the company to reurge the loans
made during this phase. This is what happened with the BeaftI®tarship as we
have seen and also for the Douglas DC-9. Certified in 1965riteti out to be
an excellent aircraft (about 2,400 DC-9 were sold) but Dasglun into financial
troubles, faced bankruptcy and was taken over by McDonnel.

e The Concorde, the first (and so far only) supersonic jethmas a very inno-
vative design which did not follow a military design. As aulsits price was set
at a level which dissuaded all airlines (except British Agags and Air France) from
buying it. In the early 1970s the price of a Concorde was atwige the price of a
Boeing-747 ($60 million as compared with 30 million). Buistihigh price resulted
largely from the small order book, a question that will becdssed subsequently.

Government support is important not only in the design pbasalso in the produc-
tion and marketing phase. If two aircraft are very similagithproduction lines can

Such a commercial disaster would have lead the company krigatay if it had not been taken over by Rayton (a
much bigger company) in 1979-1980.
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be organized in the same way and the experience acquiree jrdauction of the
military model will prevent many glitches in the productiohthe civilian model.

At the marketing level the availability of low-interest le@through the US Export-
Import bank (or similar institutions in other countries)Macilitate the sales.

Extending the argument

The argument that we have developed for the airliner ingluedio applies to other
items which have both a military and a civilian usage. Th#iéscase for helicopters,
jet engines, rocket engines, spacecraft, radars, and séanitems whose design
requires a great deal of technical reasearch but have oniyliart usage (such as
nuclear power plants), the available evidence shows tleat tlesign is supported
by government and their profitability is guaranteed by gomeent regulation which
ensures a stable sale price for the electricity which wilpbeduced during the first
years of operation of the plant.

Other ways in which states help national companies

Apart from the question of financial subsidies there are roiggies in which the
attitude of the state is crucial. Let us give four examples.

The Vickers Viscount

During World War 1l the United States developed enormoutdyaircraft industry.
But so did also Britain, Germany and Japan Germany, as we kwaw able to
produce jet aircraft fighters even before the end of the wat, YO years later by
1955 the United States had an almost complete monopoly beeprioduction of
commercial airliners. What happened during these 10 years?

During the occupation period Germany and Japan were navedldo develop air-
craft; this interdiction concerned military aircraft aslivas commercial airliners.
What about Britain?

THe United States started to develop a jet bomber, the Bd&ing, as soon as the
war ended. It made its first flight in 1947 and entered servickE9b2. Yet, the first
jet airliner, the Boeing B-707 made its first commercial ftighly 6 years later, in
October 1958° . On the British side two commercial airliners, the Comet trel
Vickers Viscount’ were ready to fly much earlier. How can one explain that they
had so little commercial succes? Because the Comet had soimaidal problems

"®How can one explain this long delay? Boeing began to The progvas launched in 1952 and the B-707 made its
first flight in May 1954. These are fairly normal developmémigts, so the real question is actually why the program was
not started sooner. A possible explanation is that Boeing kegt busy by the orders that followed in the wake of the
Korean War.

""The Viscount was not a jet but it was powered by a turboprojinenghich made it very similar to a jet aircraft.
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which may provide a possible explanation, let us concemtratthe Viscount. Two

reasons may explain why it attracted only few orders in théddnStates: (i) The

long delay in its cerfication by American Aviation authagi (ii) A campaign of

detraction waged in the United States. On 6 April 1957, MH. armicheal the

president of Capital Airlines (the only US company who hadeoed Viscount by

this time) declared that “a vicious and unethical campaigdetraction was being
waged in the United States against the Viscount.” He saitdtbecampaign had
been carried out since Capital Airlines first began usingaineraft in June 1955.

However, he did not identify the source of the attacks. Inespf these attacks the
Viscount was reasonably successful; 400 planes were peddudt it was of course
a much smaller aircraft than the B-707. Yet, it was also tisé saccessful airliner
produced in Britain (if one excepts the Airbus planes whiarevco-produced with
France and Germany).

The Concorde

This section documents how the commercialization of thesgnic Concorde was
blocked by American authorities.

\

\

=

P S

Fig.5.5 A British Airways Concorde airliner flying in format ion with “Red Arrows” from the Royal Air
Force Aerobatic Team. The show took place at the Golden Jubilee of the Queen in JOB2. 2n contrast to
the Boeing 377 and 707 the Concorde did not follow the designmilitary aircraft but its development was
subsidied by the British and French governme&surce: Wikipedia, entry “Concorde” (public domain).

%

In 1972 the aircraft had received 74 orders mainly from Meddhstern companies.
At first the United States responded to the challenge by dasiioject. The project

was attributed to Boeing but Boeing gave it a low priority.viHean one understand
this lack of interest in a project that promised to be a magohnical innovation? It

may be related to the fact that Boeing lost a contest to bugddpsersonic bomber.
Being unable to repeat the operation that led from the KCtb3be B-707, Boeing

knew that its profit margin on a civilian supersonic airlimgould be found inade-

guate by its shareholders.

Then, on 3 December 1970 that is to say 21 months after thedZaeis first flight
and subsequent to Boeing’s loss of interest the US Senateebaall civilian su-
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personic flights on American land routes, an action thaually cut the wings of
the Concorde. By the same vote the Senators required smpeesicraft to be less
noisy at every stage of operation than other jetliners. Sixtims later, on 20 May
1971 (that is to say well before the rise in oil prices) furdiar a supersonic airliner
was dropped by Congress. Then, not surprisingly, on 27 @ctb®72 United Air-
lines cancelled its option-orders for 6 Concordes and atbeipanies made similar
cancellations.

Whereas the aircraft had obtained its airworthiness aeatdiin October 1975 the
ban of the US Congress was lifted only in February 1977, imately to be replaced
by a similar ban from New York City which was lifted only in Nember 1977 that
IS to say more than 2 years after certification. Landing in N@rk was a crucial
issue because this was the Concorde’s most profitable route.

Are the US certification agency and Boeing too close?

It is often said that an aluminium aircraft is protected agtlightnings by the so-
called Faraday shield effect. A Faraday shield is an encéofeumed by conducting
material (or by a conductive metal mesh) which blocks ougml electrical fields.
For an aircraft, this is only one part of the story, howeveiis krue that the inside
of the fuselage of an aluminium aircraft will be protectedrtiks to this effect. But
another important problem is how to prevent sparks in thegsimhich contain the
fuel. Basically sparks will appear at any place where theeegap between two parts
between which a high electric potential may appear.

How can this protection problem be solved for aircraft theatéha graphite compos-
ite airframes like the Beechcraft-Rayton Starship or theiBg 787 Dreamliner? Of
course, composite parts have been used in commercialfail@ra long time. Al-
ready in 1975 a program was started to manufacture a corepsisibilizer for the
Boeing 737. But the “Starship” and the “Dreamliner” were fingt aircraft in which
more than 50% by weight of the airframe was compd&ite

The protection of the fuselage can be ensured by insertimgnducting mesh be-
tween the outermost composite layers to act as a Faradayacagerotect the oc-
cupants. The protection of the wing tanks is a more difficuitopermn. In 2002 the
Federal Aviation Administration (FFA) which is in chargetbt certification of air-
liners established a new set of rules for the protection ef fanks. According to
these rules there should be three protection layers onadliduk fasteners especially
those inside the tank. After conducting an extensive sefiests Boeing’s engineers
concluded that the Dreamliner will not be able to meet thegairement®.

"8The figure was 70% for the Spaceship and 50% for the Drean(&986 composite, 20% aluminum, 15% titanium,
10% steel, 5% other).
"SArticle entitled “FAA too loosen fuel-tank safety rules tediting Boeing’s 787, Seattle Times 8 February 2009. The
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In January 2009 the FAA announced that instead of requihiregtprotective layers
it would allow some parts to have just one. The point whichfisterest from the
perpective of the present discussion is that the move byAldelfas stirred intense
oppositioninside the FAA office. In a declaration delivered on 3 February 2009,
the national union representing about 190 FAA engineetsdat#he new policy “an
unjustfied step backward in safety”. Only the future will i&$ who was right, but
what is worth noting is that the “FAA management contradiate own technical
staff in arguing that the rules could be relaxed”. It was shat the FAA engineers
who raised safety concerns were simply removed from the teaumloping the new
policy. A Boeing internal document reviewed by the Seatil@éls shows that the
company had a team “to assist FAA in wording of interpretdtiof the lightning
rule for the 787 as far back as August 2004, just 8 months tifeenew jet program
was lauched.

By submitting foreign aircraft to protracted reviews (assvilae case for the Comet,
Viscount and Concorde) and by easing rules for domestic aniep the FAA cer-
tainly distorts free-market rules. To suggest that thisutdhhbe avoided would be a
fairly naive view. Most of the FAA engineers are former Bagengineers which
implies that the two organizations have close relations.a/satter of fact, such a
situation is the rule rather than the exception. Similawadibns and scenarios can
be expected in other countries as well. What makes the cabe dfmerican FAA
more important is simply the fact that the rules that it setgltto become the norm
worldwide.

Anti-trust inquiries

The second case is taken from the software industry. Ters\s@w an anti-trust
inquiry was opened against Microsoft on account of its mafiepc position. It is
clear that such a procedure can be conducted with more cgesgy and determina-
tion. It is the Department of Justice that is to say the US gowvent which initiates
this kind of procedure and determines up to which point iidthde pursued.

In conclusion, the notion that there can be a “free” markdépendent of any gov-
ernment interference is a fiction which is not consistenhwaiailable evidence. It
can exist in the mind of some economists but it does not axisality (at least not
for the items that we considered).

Answers to objections

Boeing 747

Spaceship got its cerfication in June 1988 which means thatstnot concerned by this rule.
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You may object that some innovative aircraft such as the mp&47 were built
without being preceded by a similar military design. Thene tavo answers to this
objection.

5.5 Lookheed C-5 Galaxy military transport aircraft and Boeing 747 airliner. Wingspan (W), length (L)
and height (H) of the two aircraft are as followa: W: 68m, 60r@3m, 70m H: 19m, 19m. They made their
first flight in June 1968 and February 1969 respectively. Grleeomain differences in their conception is their
wing design: high-wing for the C-5 vs. low-wing for the 743ource: Wikipedia, entries “Lockheed C-5" and
Boeing 747 (public domain).

Once a company is as large and profitable as Boeing was in @& (the design
phase of the 747 started) itis in a better position to makéithawvestments required
by such a new design. * In fact the 747 also benefited from reBean military
aircraft. It ressembles the C-5 Galaxy military transpantraft (e.g. same cockpit
located well above the rest of the fuselage; front-door lier ¢argo version). It is
true that the C-5 was produced by Lockheed and not by Boeutdddeing took part
in the military CX-HLS (C means “Cargo”, X means that it is g@arch design, as
for the X-15, and HLS means “Heavy Logistic System”.) whigiened the way for
both the C-5 and the 747; incidentally, the two aircraft lmeeaperational almost
simultaneously in December 1969. Another important aspaeterns the engines.
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The so-called High-bypass turbofan engines which equigped47 were developed
in connection with the CX-HLS project.

Airbus A320

Delivered in 1988, the A320 pioneered the use of digital fiywire control systems
in a commercial aircraft. With more than 3,800 aircraft o th320 family built
(2008), it was the second best-selling jet airliner after Boeing 737. Is this a
counter example for the argument developed in the previeason? Not really.
Two reasons may explain why this innovative aircraft couddsbld at a price which
made it a commercial success.

e The fly-by-wire control system was developed for the Cone@ibeit in analog
rather than digital mode.

e Airbus benefited from low-interest loans from the Europeavegnments which
took part in the program. As a matter of fact, this fact wasluseBoeing to claim
that Airbus enjoyed an unfair advantage.

Airbus A380

In 2007 when it made its first commercial flight, the A380 was world largest
aircraft. In its charter version it could carry 853 passesgenereas in its 747-400
version the Boeing 747 could take only 524 passengers. Ath#®A320 its de-
velopment was supported by low-interest government loadsoace again Boeing
claimed that it was the “most heavily subsidized airplaneigtory”, thereby forget-
ting the huge amounts of funding it received from the Departhod Defense.

Role of government subsidies at macro-economic level

This part of my talk will not be new for you. We all know that gomment spending
can be used to encourage or prop up some industrial sect@aseas. However,
often we do not realize the magnitude of this effect. Foranesg, people rarely
think of World War I, of Lend-lease (during World War 11), ¢ctie Marshall plan, of
the Korean, Vietnam or Iraq wars in terms of subsidies togbe\companies. Yet,
all these episodes involved big government spendings niaghich translated into
sources of income for American companies.

| will just illustrate that point by three examples.

e One might think that during World War Il only industries iretimilitary sector
profited from defense expenses. This view is too narrow heweluring WWII
millions of American people were submitted to loyalty intigations for instance
before they could get a job in a company working for defenssulstantial amount
of these investigations were carried out by the investgatiepartments of credit
companies. This is illustrated on the slide.
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Keyneysian stimulation in the United States
by subsidising private companies

1940 1950 1960 1970
(T —
World War Il Korean War + Cold War (5%) Vietham War (3%)

Lend-Lease Marshall Plan (1.6%)

Apollo program (1.4%)

1970 1980 1990 2000
.
Iraq War (0.7%)
Star war (1%) Buying and lending spree (2.5%)

Figures such as (1.6%) give the annual percentage of GDP spent for the corresponding program

e The expenditure of the US Federal Government has been about 20% of
GDP over the past 50 years; Reaganomics did not change that.
Such a federal budget gives ample means of economic intervention.
For the sake of comparison, in 2007 that ratio was 11% in Germany,
a country with a similar federal organization.

e Powerful federal institutions (such as the Treasury, Import—Export Bank,
Fannie Mae) give the Federal Government the possibility to help
US Corporations in many ways.

e The main idea of Reaganomics, Thatcherism and neoliberalism is to
reduce government spending and stop its interference with market forces.
Government spending has remained unchanged, we have seen,
has there been a change in its interference? Answer $ES

Fig.5.6 Wars provide recurrent opportunities for governments to subsidy private companies.

e The financial aid provided by the Marshall plan had to be useg@irchasing

American goods.
e Since the end of the 1990s more and more services of the US Aavg/ been
outsourced to private companies: transporting troopséaq (or taking them back
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There is at least one field from which the US government has withdrawn

which is the organization and regulation of the relations between
workers and unions on one hand and management on the other hand.

The New Deal had given many rights to unions but in the decades
after the Taft—Hartley Act of 1947 the clocks were progressively
turned back.

What effects would one expect from that withdrawal?
Employers have always been well organized in a number of associations,
such as the Chambers of Commerce or the National Association of
Manufacturers (NAM). If unions are not allowed to organize in

in a similar way, they will obviously be at a disadvantage.
Thus:
@ if sympathy strikes are prohibited,
@ if employers are authorized to recruit temporary workers during strikes
® if bankrupcies can be used as a last resort means to overrule the unions,
then, of course, one would expect the weight of unions to dwindle.

s this expectation confirmed by actual observation? Answer ¥ES
as will be seen in what follows.

Fig.5.7 Government role in regulating the relations betwee employers and labor. Employers can fire
employees whereas the opposite is not possible. Thus, thedeaof power is naturally tilted. If in addition,
the government sides with the employers by cancelling nfdkiearegulation introduced by the New Deal, then
employees will be subdued and their unions crashed and essgga.

to the US) is done by American airlines; basic services s@chraakfast, lunch,
dinner, household services, construction of bases and soeoprovided by private
companies. In addition, numerous security companiest(@aJalable on the website
globalsecurity lists about 25) protect Irag’s oil pipebra official American services
in the so-called Green Zone.

Withdrawal of the federal government

In the two previous sections we have seen that the Federar@ment remains very
active in providing subsidies at both micro-and macro-ecoic level; this is re-

flected in the fact that the Federal budget represents abBawutduntry with a federal
structure similar to the one of the United States represemméy 11

However, there are (at least) two fields from which the feldgmaernment retreated,
namely the regulation of financial markets and the relatiossveen unions and
employers. These two fields had received considerabldiattesfuring the period of
the New Deal.
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The Security and Exchange Commission had been created4rol@8uring the past
two decades it was made almost powerless by chronic undénigire.g. there was
almost no increase in its personnel in spite of the fact thavariety and the volume
of financial operations had greatly increased. During tne the was Chairman of the
Federal Reserve from 1987 to 2006, Alan Greenspan remadsdantly opposed
to any regulation of derivative markets.

President Roosevelt wanted to provide a “decent standdikdng” to all Americans;
this is what he summarized under the expression of a “Ecan8itiof Rights”. He
realized that this can only be achieved by improving the &iargg position of the
unions. The Wagner Act signed in July 1935 was an importaptistthis respect. In
the first few years of the Wagner Act many employers simplysefl to recognize it
as law because the United States Supreme Court had alreadl down a number
of other statutes passed during the New Deal. After the Haftley Act of 1947
the pendulum began to move in the opposite direction. Theepowf the federal
services in charge of controlling how the regulations prtitg the rights of workers
were implemented were progressively curtailed.

The key-point in this question is the fact that employeesnaterally and strategi-
cally at a disadvantage with respect to employers. The leee influential (and
well funded) associations such as the National Associatidvanufacturers. They
have most of the medias on their side. Consequently, if tvergonent also sides
with them, employees will face certain defeat in any socmadflict. If employers
can recruit temporary workers during strikes, if bankreptflunder Chapter 11) can
be used as a last resort means to overcome the oppositionooistemd workers to
salary and benefits cuts, if labor is plentiful because ohfiox of immigrants, then
of course the unions will lose one battle after another. Ewdly, the balance of
power will become so defavorable to them that strikes willdrae useless.

The results of such an evolution can be seen on the graph oPHgwhich shows
real weekly wages as well as the number of strikes. By 200kesthave become
almost inexistant and the real wage is lower than in 1975.

The promotion of the neoliberal agenda

In the field of economic studies the neoliberal agenda iseatiy being promoted
by a network of websites (see chapter 6 of my book: “Drivingcés”). How are
these websites funded and who subsidies the conferenddleaitarganize in costly
hotels? Nobody knows because, in contrast to politicalggrsuch associations do
not have to publish their funding sources .

However, there have been organizations such as the MonirPsteiety promoting
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this agenda well before the Internet era and in fact sincérieof the New Deal.

Table 5.1 provides a link between the presidents of the Meterid Society and
Nobel prize winners; it suggests that such associations haen able to shape the
field of economics in a very effective way.

Table 5.1 The Mont Felerin Society
The Mont Pélerin Societywas the main organization for promoting neoliberal ideasorgn
economists. It was founded in 1947 by Friedrich Hayeck.
Of the 23 economists who served as president of this soosttyden 1947 and 2004, 5 became Nobel
prize winners shortly after the end of their terms as pregide can be seen from the following table.

Presidents of the Monté&erin Society who won Nobel Prizes

Name Term as president Nobel prize
F. Hayek 1947 — 1961 1974
M. Friedman 1970 — 1972 1976
G. Stigler 1976 — 1978 1982
J. Buchanan 1984 — 1986 1986
G. Becker 1990 — 1992 1992

Notes:
e The French economist Maurice Allais (Nobel prize in 1988 aded the first meeting of the Mont Pé&lerin
Society and was one of its founding fathers but he did notesaswpresident.

e Three other prominent members of the Mont Pélerin SocieseviRonald Coase, Vernon Smith and Erik
Lundberg. Coase and Vernon became Nobel laureates in 1992082 respectively. Lundberg was a Swedish
economist who held the following positions: (i) Presidehtttte Swedish Bank (i) Member of the Nobel
Committee for Prize in Economic Science from 1969 to 1979 @hairman of this committee from 1975 to

1979.

One must keep in mind that economics is still a field in whign#gicant empirical
tests of theori€¥ play a very modest role. Consequently ideological reasads a
plausibility arguments play a prominent role. As an illasibn one can mention the
fact that the books written by Friedrich Hayek contain albmmsempirical data and,
to our best knowledge, the statements which are made haee lneen tested on real
data. Whereas the Nobel prize in physics has always beerdewén discoveries
which had stand the test of experimental observation, im@&tics this has rarely
been the case.

80we would not label the standard econometric methodologyadehtesting as being “significant”. A model should
be tested in @reat variety of situationand not just in one as is the standard procedure.
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By awarding Nobel awards to neoliberal economists, the Bduskweden (“Sveriges
Riksbank”) which instituted the Prize in 1968 promoted tditical philosophy at
the expense of other possible orientations. Moreover,wgnging so many untested
theoretical investigations the Nobel Committee can hdvdlgaid to have contributed
to making economics into a more scientific and reliable giste.
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Chapter 6
Is there a way out?

It was said that Reaganomics was a Trojan horse for the riclileUthe cover of a
new tax policy, tax rates on top brackets were drasticattyced from 70% to 35%.
In a book published in 1986, David Stockman, Ronald Reagauniget director,

writes that the main purpose of the tax reform was to bringrdihe tax rate on upper
income brackets and that to make the reform palatable astacglomatter it had to

be presented as a new bold economic approach called sugphgsnomic¥.

In previous chapters we pointed out that the main themesailaegalism (which is
the global version of Thatcherism and Reaganomics) inandey demands which
have been on the corporate agenda for decades. If we actepstumption it must
be possible to find other historical episodes during whicbliberal policies were
either dropped or re-introduced after having been abarditorea while. It is the
purpose of this chapter to present and briefly discuss susbags. We will describe
five episodes.

(1)) The crisis of 1893-1897. This crisis is interesting dngse it has some sim-
ilarities with the present crisis. It started as a financrais, became an economic
crisis and ended in what is called the progressive era whamarked by a kind of
New Deal. It was the time of Theodore Roosevelt’s “Squarel¥éa
After World War | the decade of the 1920s was again a perioderfdy and specu-
lation marked by an advance of neoliberalism.

(2)) The transition from the neoliberal agenda to the Newl@ganda in 1932-
1933 in the wake of the Great Depression.

(3) The resistance against the implementation of New Deladips in the period
1933-1938.

(4)) The post-war period after the death of President Rassev 1945 (at the
beginning of its fourth term) and the end of the war economy marked by a series
of defeats for unions and labor. After 1947 with the builddghe Cold War the

811n contrast Keynesian policies rely on stimulating demamdi @nsumption and because lower-income earners spent
a much larger proportion of their income than high-incommees they recommend to lower tax rates for cash-strapped
households. Supply-side economics relied on the developofientrepreneurship and on the implicit assumption that “
rising tide will lift all boats”.

82In many respects T. Roosevelt's Square Deal prefigured Fsd¥edt’s New Deal. In 1906 he convinced Congress to
create the “Interstate Commerce Commission” to reguldezstate railroad rates. It was the first true federal regnja
agency.
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progressive forces who had supported the New Deal suffeesdgreater blows. The
economic effects of these setbacks were not immediatelgrappbecause globally
it was a period of great prosperity. For instance real wagesirmued to increase for
about 20 years.

(5)) At the beginning of his term in the spring of 2009, presidObama gave
several signals which suggested that neoliberal police®wo longer favored. At
the time of writing (April 2009) it is still too early to say these signals will open
the way to new policies. However, the evidence currentlylalvke suggests that the
president has opted for going along with business lobbibershan to oppose them.

Situation in 2009

Before examining these episodes, it may be useful to havefdok at the situation
in 2009 that is to say at time of writing.

In many respects the world in which we live has become morpalai. The term
“unipolar” is usually used to describe the post-1991 worlick is dominated by
one superpower. Itis not only politically that our world Heescome unipolar but also
socially and economically. In the field of economic reseadviarxist or Keynesian
conceptions have been swept away. In western countries ¢agas(newspapers,
radio, television channels, Internet) are dominated bywalfage companies and
even the few (more or less) independent companies whichimeana following in
the footsteps of the big corporations. As a case in point anamention the French
newspaper “Le Monde”. Twenty years ago, it was trying to pe\a fairly indepen-
dent and objective view; nowadays, it follows other medragheir most frenziest
campaigns even at the cost of relaying news of most doulehalaility.

Yet, there are nevertheless some signs of resistance t@thender. The problem is
that for the time being this resistance takes the form ofs@fiand rejections, not of
counter-paradigms. This is illustrated in Fig. 6.1.

Crisis of 1893-1900

The depression which began in 1893 had some common chastctewith the
depression which started in 2008.

¢ In 2008 many US banks had to be bailed out by the governmed898 many
banks and railroad companies had to be bailed out by the gonvet. For instance
on 16 August 1893 the Northern Pacific Railroad was placdudmands of receivers
(after having been declared in bankruptty) the third time.By February 1994 one
sixth of the railroad mileage had passed into the hands @fiveis (NYT 27 Feb
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Fig.6.1 Billboard against Wal-Mart in the United States. The background sentences in blue say: “More
traffic, rising crime, local job loss, tax payer subsidies liealth care”. The last contention refers to the fact
that the wages paid by Wal-Mart are low enough for health caverage to be provided by “Medicaid”, which
is a federal program for low income households.

This photograph was taken on 19 June 2005 on Staten Islarchwhiocated about 10 km to the south of
Manhattan. Around this time there were also programs ondlewision channel PBS (Public Broadcasting
Service) which exposed some of the adverse social and e¢ormmmsequences of Wal-Mart management
methods in the United States, for instance the fact thabitipits unions and employs illegal immigrants; in
the second case this was laid on local managers who, aliggetéd without explicit approval from Wal-Mart
headquarters.

1894 p. 4).

e In 1894 as in 2008 the situation of many banks was beleagumsredcurrent
writedowns. An article of the New York Times of 13 August 184&erves: “Com-
mercial bank directors are not hopeful. A good deal of theepapreputed worth-
less”. Two months later one reads the following judgmenthéTmost reckless and
unscrupulous methods may be pursued by the directors ofkaumdihthe institution
has been plunged into bankruptcy” (NYT 25 Oct 1893 p. 4).

e As can be seen from Fig. 6.1 the initial increase rates of ph&ment were
fairly parallel for the two depressions.

Needless to say, it would be pointless to compare the twaedsms in a global way.
What would make sense is to compapecific aspectd~or instance it could be in-
teresting to compare the evolution of delinquent mortgagése two episodes. Itis
not possible to develop such studies within the framewotk@fpresent publication,
but we intend to do so in a subsequent paper.
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Fig.6.1 Unemploymentin 1890-1900 on the one hand and in 20@®09 on the other hand.As explained

in the text the depression of 1893 had several common poiititstine depression of 2008. A 3-point moving
average was used to smooth the curve for the depression 8f $8@rce: Unemployment data for 1890-1900
are from Lebergott and Romer series cited in Wikipedia,)eritPanic of 1893".

1932-1933: Runs on banks, closing of the Stock Exchange

President Roosevelt’s inauguration took place on Satudddarch 1933. The New
York Stock Exchange closed on Friday nigfrdnd remained shut until Tuesday 14
March. During these 10 days there was also a banking masatasinich means that
most banks were closed. This, in a nutshell, illustratesdtiaenatic circumstances
under which the new administration began to work.

Chronology 6.1 Events before and after President Roosevédt
inauguration on 4 March 1933

Runs on banks and hoarding of currencies have been commuandgaince (at least) mid-1931.
However, in 1931 and 1932 only small amounts of gold were aamatad. On the contrary the new
run on the banks which started in mid-February 1933 resultesl huge outflow of gold.

As always it is difficult to say what triggered this movemafs it a reaction of defiance against
the reforms planned by the new administration or was it a palie to deteriorating financial condi-
tions?

In response to this situation President Roosevelt tooktirasnergency measures in the first days af-
ter his inauguration. Hoarding of gold was forbidden undeneat of heavy penalties. The prohibition
against holding gold was only lifted by President Geraldd~or

1932, Feb 4 President Hoover appealed to the country to cease the hgaadi

83At this time the NYSE was normally open on Saturday; the oréghiy closing day was Sunday.
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currency, as a patriotic move toward loosening credit. Hedrfunds were
estimated by the President at $ 1,300 million every dollawbich, he said,
meant the destruction of from $ 5 to $ 10 of credit.

(NYT 4 February 1932, p. 1.)

1932, Jun 4 Wall Street celebrated the advent of a $100 million pooltdsthed by
New York’s largest banks. The pool should begin to functiois iveek. The
money is to be invested in sound securities, stocks as wbbagds. As a result,
over the last two days there was one of the wildest advance®eihistory of
the Stock Exchange.

(NYT 4 June 1932, Financial and Business section p. 5F.)

[This investment pool can be putin parallel with the stinsyblans that were adopted

in late 2008 and early 2009. $100 million of 1932 would repras$1.5 billion of

2008. The amount involved in present-day stimulus plandleaa at least 500 times

larger.]

1933, Feb 13Situation in real estate. Efforts to help the real estate situation
which is one of the worst problems now besetting the UnitedeStresulted
this week in the formation of the “Realty Stabilization Coration” for New
York city which is to borrow $100 million from the “Reconstition Finance
Corporation” in order to finance mortgages.

(Times 13 February 1933 p. 19.)

1933, Feb 15With morebank failures there has been a recurrence of hoarding by
nervous people. All the banks in the state of Michigan haenlmosed for one
week which means a moratorium for all business transactions
(Times 15 February 1933 p. 19.)

1933, Feb 27 Runs on banks in different parts of the United States increasd in
number. Ten states have already enacted moratorium legislationg@ss has
amended the “National Bank Act” so as to allow national bamder condition
of approval by the Secretary of Treasury to withhold from a@fors (for a
period of 6 months) all but a small fraction of their balance.

Hoarding did not confine itself to currency (as was the casasinyear’s crisis)
but also resulted in the hoarding of gold. This is probably thuthe feeling that
there will be a depreciation of currency.

(Times 27 February 1933 p. 19.)

1933, Mar 2 Injection of public money into the financial system. The “Recon-
struction Finance Corporation was formed in February 1@3@rbtect banks,
insurance companies, railways and other corporationdfioudty by the use of
government credit. The amount of the advances that it wésdcapon to make
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has exceeded all expectations; it totaled $2 billion [idatslof 2000 this would
represent about $28 billion]. Among the factors which bit@uagout this crisis
one can mention:
(i) Prices of shares and land were pushed to heights out oélallion to any
return which could be expected from them.
(i) American banks lent money freely and themselves endzatkpon highly
speculative operations.
(i) Everyone was encouraged to speculate on margin thiat sy with bor-
rowed money.
(Times 2 March 1933, p. 13.)
[When one reads the factors to which the Times ascribes thadial crisis which
lead to the Great Depression it is tempting to draw a parailbl the current crisis.]

1933, Mar 4 The New York Stock Exchange closean this day which is a Sat-
urday whereas in normal times it used to be open on Saturdiaydl remain
closed during 10 days that is to say until the end of the Bapkioratorium on
March 15.

(Farrell 1972.)
[Similarly, there were high expectations after the inaagjon of president Obama
in January 2009.]

1933, Mar 4 Americans are a people of invincible hope. But seldom cair the
eagerness to see a new President inaugurated have equaledltthis year. It
Is a delayed realization of what they have been carryingeir tiearts since last
November.
(NYT 4 March 1933, p. C12.)

1933, Mar 4 Excerpt of the inaugural address of President Roosevelt‘Prac-
tices of the unscrupulous money changers stand indictdteicdurt of public
opinion, rejected by the hearts and minds of men. Faced hydaf credit they
have proposed only the lending of more money. Stripped diitteeof profit by
which to induce our people to follow their false leaderstiygy have resorted
to exhortations, pleading tearfully for restored confidenthey know only the
rules of a generation of self-seekers. They have no visimhyehen there is no
vision the people perish.

The measure of the restoration lies in the extent to whichppdyasocial values
more noble than mere monetary profit. Happiness lies notamtbre posses-
sion of money; it lies in the joy of achievement, in the thaflcreative effort.
The joy and moral stimulation of work no longer must be fotgntin the mad
chase of evanescent profits .|

There must be a strict supervision of all banking and cresitthat there will
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be an end to speculation with other people’s money]

In the event that the Congress shall fail to take one of thesecburses, |

shall ask the Congress for broad Executive power to wage aaganst the

emergency, as great as the power that would be given to mewere in fact

invaded by a foreign foe.”

(http://www.historyplace.com/speeches/fdr-first-inamg.)
[It is not uncommon for a president to make similar pledgescdise the “practices
of unscrupulous money changers” have never been very pojpugny country, it
IS an easy way to rally a broad support. What differentiateskidlent Roosevelt
from his predecessors is that these promises were secondactd During the
first “Hundred Days” 15 major laws were passed, among which @an mention
the Farm Relief Bill, the Civilian Conservation Corps whiwbuld provide work to
250,000 young men or the law establishing the Tennesseg\Allthority to bring
hydro-electric power and flood control to 7 southern statether laws addressed
the problem of home mortgage foreclosures which was causmericans to lose
homes at a rate of 360,000 per year. In the last sentence ¢lseent warns the
Congress that if needed he is ready to ask for special wardxaeutive power.]

1933, Mar 5, 11 pm The President’s Bank proclamation.
WHEREAS, there have been heavy and unwarranted withdrasfaeld and
currency from our banking institutions for the purpose cdtang;
WHEREAS continuous and increasingly intensive specudatotivity abroad in
foreign exchanges has resulted in severe drains on thenisastocks of gold;
Because of this state of emergency the law of 6 October 19l 7again be
put in force. Under this law the penalty for hoarding by naktuyersons is
imprisonment for not more than 10 years.
(NYT 6 March 1933 p. 1.)

1933, Mar 6, 9 The two steps in the prohibition of gold hoarding.
(i) On March 6, taking advantage of a wartime statute that matdbeen re-
pealed, president Roosevelt forbade the hoarding of gaddvaar (in bullion or
coins) under penalty of 10 years of imprisonment or/and $ADfine.
(i) On 9 March Congress incorporated the penalties of theima statute into
the Emergency Banking Act.
(NYT 6 Apr 1933 p. 16.)

1933, Mar 27 For several past months there has been a substantial trahaisets
from New York to London which can be estimated at about $ 180ami
(NYT 27 March 1933 p. 23.)

1933, Mar 28 During February 1933 there has beenadéarming drop of the gold
reservesof the banks of $558 million. In the first days of the Rooseadlhin-
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istration, orders were sent to the Treasury (under the EeneggBanking Act)
to compile a list of all persons who had withdrawn large amsuwi gold in
the last two years without apparent business reasons fogdoi. The Treasury
first asked the commercial banks through the Federal ReBaves to forward
the list by March 13. Subsequently the deadline was extetalbthrch 27.
What action the government will take toward the persons vdwe mot returned
their gold has not yet been announced.
It is expected that the government define what it considebe tooarding after
what a rule will be laid down by which the Department of Justitay prosecute
hoarders.
(NYT 28 March 1933 p. 27.)
[On 27 March 1933, the Federal Reserve Banks had a store dfajainly $503
million; this shows the magnitude of the withdrawal.]

1933, Apr 6 The amount of gold still in hoarding can be estimated to aB&.200.
How much of this is in foreign countries and how much is in thated States
can hardly be known.

(NYT 6 April 1933 p. 1.)

1933, Apr 6 The executive order issued on April 6 affirms that the natienaer-
gency still continues to exist [in spite of the end of goldftmwt] and sets out
in more detalil the government prohibition against hoardigpersons are re-
guired on or before May 1 to deliver to a Federal Reserve Ba ip coins
and bullion or gold certificates now owned by them. They velteive lawful
money in return.

The penalties remain as set by the President’s first pro¢iama
(NYT 6 April 1933 p. 16.)

[In the Donald Duck cartoon stories there is the charactereaf Uncle Scroodé

(“oncle Picsou” in the French version) who swims in a pool @ifilgold coins. This

character was created in 1947 at a time when it was stilldllemhold gold.]

1933-1938: Opposition to New Deal policy

In most historical accounts of how the New Deal policy waslengented one aspect
Is often under-reported, namely the bitterness of the teeste put up by business
interests and in particular by the “National AssociationMdnufacturers” (NAM)
and the “United States Chamber of Commerce” which were tloentst powerful
associations lobbying for business interests.

84A scrooge is an ungenerous person; Ebenezer Scrooge wa®thgagnist of a novel by Charles Dickens.
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As a matter of fact, pro-union regulations were not impletedrior years because
employees were expecting that they would be voided by thelp®etne Court in the

same way as the “National Industrial Recovery Act” was declainconstitutional

In 1935. Resistance to the New Deal policy one the one handhanehsing popular

support for the reforms on the other hand lead around 1935htt v called the

“Second New Deal”. It was markedly more pro-labor than thet fitew Deal.

There can be little doubt that by 2009 similar reforms woudiditeeven more pow-

erful opposition. The greater concentration of newspapevsand radio channels
in the hands of a few big corporations would make the makettiiggle for public

opinion more asymmetrical and unbalanced than in the 1930s.

As will be explained in the next section, the pendulum begandve in the opposite
direction almost immediately after the death of Presidesddevelt in April 1945.

1946: Anti-New Deal reforms after World War Il

As a general rule, wars put workers in a better bargainingtipasfor the simple
reason that they bring about a shortage of labor. This wasgcpkarly true during
World War Il in the United States. Some 12.5 million Amerigamed the armed
services in a time when plants were operating at full capaoiffulfill war supply
plans. The same effect had been observed during the CivieM&during the First
World War. What made it particularly strong in World War litiee fact that President
Roosevelt supported the advancement of the rights of werker

Broken promises

On 11 January 1944 in a speech delivered in Congress Prestdesevelt defined
an“Economic Bill of Rights for the American People”8®:
In our days these economic truths have become accepted-avisieint:
e The right to a useful and remunerative job.
e The right of every family to a decent home.
e The right to adequate medical care.
e The right to adequate protection from economic fears of gkl aickness,
accident, and unemployment.
e The right to a good education.

Many of these objectives were dropped within a few years.a8iical has been the
change in th&eitgeisthat by 2009 the very notion of a bill of economic rights seems
somewhat weird and utopian. There is still much talk aboutrian rights” but what

Is to be understood under this expression seems to have beeusty squeezed.

8This speech was made one year before President Rooseesitts d
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Fig.6. a Cartoon about opposition to the New Deal policy in 185. The person who writes on the wall
symbolizes the American Liberty League (which is writtenhimback) an association of business leaders who
opposed New Deal policies. On the sheet of papers that he holds left hand are the following names: Judas
Iscariot, Cain, Jesse James (famous American outlaw whbédes portrayed as a kind of Robin Hood), the
Jukes family (a family of outlaws who lived in the 19th ceptand was studied by an American sociologist),
Jack the Ripper (pseudonym given to an unidentified sefliarlactive in London in late 1888), Public enemy
No 1. Similar pictures drawing comparisons between Prasiddama and Hitler have been published in 2008
and 2009.Source: Published in the New York World-Telegram, the cariwas reproduced in Wolfskill (1962).

Already during the war, in June 1943 Congress passed thesgpe Smith-Conolly
Labor Act, a forerunner of the Taft-Hartley Law, over theoset President Roosevelt.

After the war business organizations tried to turn back tlbekc The Cold War
which began almost immediately after 1945 was instrumeantais respect. In fact,
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In toubled times, the fearful and naive ure always drawn to charismatic radicals.

Fig.6. b Picture drawing a parallel between President Obamand Hitler (left) or Lenin (right). This

is just one example of a series of pictures which offered alledel between President Obama and Chancellor
Hitler. The comparison with the previous figure shows thathsa parallel is a fairly permanent element in

the repertoire of the American right (in the sense the tempértoire” is used in Roehner and Syme (2002)).
The great difference with 1935 is that by this time Presideobsevelt had indeed carried out an important
program of structural reforms whereas in mid-2009 Presi@drama was still struggling to pass his first main

reform plan namely the restructuration of the health castesy. Source:The picture has been reproduced on
many websites, e.g. http://scatterplotshooting.worgprcom or http://snappedshot.com/plugin/tag/obama.
According to the inscription in the right-hand side margne tinitial design was due to J. Michael Haynes (we

were not able to locate this mame on the Internet). Note thaktis a typo in the sentence at the bottom of the
poster.

business began to advocate for an end to the New Deal everelibfoend of the
war. The objections of the NAM were mainly directed agaihst Wagner Act and
the Temporary National Economic Committee (TNEC).

One of the main activities of the TNEC. was to enforce anistttegislation and in
1942 the NAM published a massive refutation (830 pages)@ftiguments of the
TNEC (Scoville et al. 1942). In mid-1943 NAM officials callédr a government
commitment to a return to free enterprise in the post-wailodgiNYT 22 Jun 1943

p. 27). At the end of 1944, the NAM adopted a 6-point progranosgthemes were
basically those of Friedrich Hayek’s bodke road to serfdorfNYT 8 Dec 1944 p.

1).

The message against government intervention was repeg@diessly in the late
1940s. Between 1946 and 1950 the NAM distributed 18 milli@mphlets that
pushed anti-New Deal, anti-union and anti-communist sesmits. A cartoon service
serving more than 3,000 weeklies disseminated cartoondtimorized the NAM
theses. For instance, the forgotten man that Roosevellgaged in his speeches is
represented as a tattered taxpayer. The NAM also produderlpeograms (e.g. the
Family Robinson) and movies and it run vast national billdoegampaigns (Ewen
1996) .
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As a sign of a burgeoning anti-union campaign one can memitmadvertisement
inserted in the New York Times of 25 Septeber 1946 (p. 23) ley“BEmployers’
Industry Wage Scale Committee”. Covering about one thitagdge, it was running
the following headline:

The Trucking Strike
is Affecting You
and every Resident of New Yor

The arguments developed in the rest of the message weresgantdard: (i) New
York truck driver wages, it was said, were already 20% highan in other cities
[but the rent of apartments was probably also substantijiger in New York than
in other cities.] (ii) The Union has rejected the proposdlthe employers. (iii) It
Is the public which will eventually pay for the higher wagesiiously enough, this
is rarely (if ever) mentioned in newspaper articles in retatvith the salaries of top
executives which, as is well known, have experienced hugeases in the past two
decades].

In the same issue of the New York Times (p. 22) one can say agtajih of George
L. Mueller, president of the “Powers Workers Union” as he wamg led to prison

after being sentenced to a term of one year for contempt at.céu the audience

to the judge’s question: “Do you refuse to call off this striks far as any authority
of yours is concerned?”, he had answered “l do”. On this réplyvas immediately
sentenced for contempt.

One should recall that Secretary of Commerce, Henry Wallea= fired by Presi-
dent Roosevelt on 20 September 1946. Wallace who had beetpresident from
1941 to 1945, favored cooperation with the USSR which had laéen the policy
of President Roosevelt until his de#fthIt was said that Wallace was the last New
Dealer to leave the government. So, September 1946 was tneialg point.

Such pressure and campaigns proved indeed effective. Matdogenent of unions
which had been so strong before and during the war was @datai&s curtailed. A
landmark date was 23 June 1947 when the United States Seflaveedd the House
of Representatives in overriding Truman’s veto and esthblg the Taft-Hartley Act
as a laW’. It amended the Wagner Act (which Congress had passed in) 1935

86n June 1944 together with Owen Lattimore he made a thredcwisé to the eastern part of the USSR. Wallace
relates his visit in a book entitled “Soviet Asia Mission’9d6) while Lattimore brought back a film and an article for
“National Geographic Magazine” which was published in Deber 1944. Lattimore later became the target of an anti-
Communist campaign.

87Although President Truman expressed (fairly mildly) hiposgition to the law, subsequently he used it several times
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way which was favorable to business.

Moreover, while the prospect of universal, federally iresiinealth coverage seemed
close, the project was killed in Congress in November 1949.

The turning point of 1945 in foreign policy and the Cold War

In some political circles the Soviet Union had remained tlanfioe even though it
was officially a close ally during the war. There had alreadgrba “Red Scarce”
in the 1920s. During the 1930s a “House Committee on Un-AcaeriActivities”
(HCUA) hunted down Communists and sympathizers, i.e. mesnbeso-called
front organizations.

In the weeks before the election of November 1944 at a timenvihe war was still
in full swing there was quite a revealing incident that wasiimmed by President
Roosevelt in his radio address of 5 October 1944 (see belbwijteen Republican
Congressmen had mailed 3,116,000 copies of a speech in wieghalleged that
“the Roosevelt Administration is part of a gigantic plot tllour democracy out
to the Communist$®. It can be said that the Cold War began soon after the death
of President Roosevelt on 12 April 1945. Under Presidentribn, Secretary of
the Navy James Forrestal who was strongly anti-Communsgatrasd an essential
role. Starting in 1946 and in collaboration with the FBI, themerican Chamber of
Commerce published a series of anti-Communist brochureswbere based on the
assumption that the only objective of American Communisds @ overthrow the
governmeri®. The Taft-Hartley Law was a fruit of the Cold War and repréedra
landmark victory of business in its fight against the powenmbns.

Document 6.1 President Roosevelt's radio address of 5 Octeb1944
My fellow Americans:

| am speaking to you tonight from the White House.]

| have just been looking at a statement by a member of the @eagRepresen-
tative Anderson, Chairman of the House Committee on Campgipenditures,
about a document recently sent free, through the mails, bySamator and twelve
Representatives- all of them Republicans. They evidehdught highly of this doc-
ument, for they had more than three million copies printee toy the Government
Printing Office, requiring more than 18 tons of scarce paged, sent them through
the mails all over the country at the taxpayers’ expense.

to break strikes.

88The article of the New York Times (4 October 1944, p. 14) whiodntions this story says that the speech attacked
the “Congress of Industrial Organizations” (C.1.0.) uniaut it does not allude to the attack against the Roosevelt Ad-
ministration, probably an effect of self-censorship in \ware.

89The first titles were as followsCommunist infiltration in the United States: its nature amvto combat it; Com-
munists in the government: the facts and a progfd8v7); Communists within the Labor Movement, facts and counter-
measure$1947). Other titles followed subsequently.
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Now let us look at this document to see what made it so impbttath3 Republi-

can leaders at this stage of the war when many millions of cem are fighting for

freedom. Well, this document says that the “Red specter ofrGonism is stalk-

ing our country from East to West, from North to South” the rgeabeing that the
Roosevelt Administration is part of a gigantic plot to salr@emocracy out to the
Communists.

This form of fear propaganda is not new among rabble rouserfamenters of class
hatred who seek to destroy democracy itself. It was used lgsblini’s black shirts
and by Hitler's brown shirts. It has been used before in thigntry by the silver
shirts and others on the lunatic fringe. But the sound andodeatic instincts of the
American people rebel against its use, particularly byrtn Congressmen and at
the taxpayers’ expense.

| have never sought, and | do not welcome the support of arsopesr group com-
mitted to Communism, or Fascism, or any other foreign idgpMhich would un-
dermine the American system of government, or the Amerigatem of free com-
petitive enterprise and private property.

That does not in the least interfere with the firm and frierrdlgtionship which this
Nation has in this war, and will, 1 hope, continue to have wilik people of the
Soviet Union. The kind of economy that suits the Russian [gedpake it, is their
own affair. The American people are glad and proud to bedaikéh the gallant
people of Russia, not only in winning this war but in laying fioundations for the
world peace which I hope will follow this war and in keepingtipeace.

Source: Website of the American Presidency Project.

The Taft-Hartley Law

Passed by Congress in June 1947, the Taft-Hartley Law mdllifiany of the rights
that workers and unions had gained through the Wagner Ac®85.11n that sense
it really marked a turning point in US labor relations. To radkis point clear one
must explain in some detail its main provisions.

e |t required union officers to deny under oath any Communidtadion. As a
result, the 232,000 officers who signed the oath were in dklyger of employer-
inspired testimonies which would expose them to perjurjcimients and could send
them to prison. There were several cases of this kind. Onleeoh treceived broad
public attention. In 1954 Clinton Jencks who had played ks oole as a union
leader in the movie “The Salt of the Earth” was indicted, gorad of perjury and
sentenced to 5 years in prison. The conviction rested ha@elthe testimony of a
paid informant for the Federal Bureau of Investigation waiet recanted his story.
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3= The READER’S DIGEST

An article a day of enduring significance, in condensed permanent booklet form

April 1945 !
B

ph THE TE&OAD
SERFDOM

A CONDENSATION FROM THE BOOK BY

Friedrich A. Hayek

uIN The Road to Serfdom,” writes Henry Hazlitt in the New York

T3

Times, “Friedrich A. Hayek has written one of the most im-
portant books of our generation. It restates for our time the
issue between liberty and authority. It is an arresting call to all
well-intentioned “planners and socialists, to all those who are sin-
cere democrats and liberals at heart, to stop, look and listen.”
The author is an internationally known economist. An Austrian
by birth, he was director of the Austrian Institute for Economic
Research and lecturer in economics at the University of Vienna
] during the years of the rise of fascism in Central Europe. He has
lived in England since 1931, when he became Professor of Eco-
nomic Science at the University of London, and is now a British
citizen.

Professor Hayek, with great power and rigor of reasoning,
sounds a grim warning to Americans and Britons who look to the
government to provide the way out of all our economic difficulties.

l He demonstrates that fascism and what the Germans correctly
] call National Socialism are the inevitable results of the increasing

S5 =-52-<

l growth of state control and state power, of national “planning”
and of socialism.

In a foreword to The Road to Serfdom John Qhamberlain, book
editor of Harper’s, writes: “This book is a warning cry in a time
of hesitation. It says to us: Stop, look and listen. Its logic is in-
contestable, and it should have the widest possible audience.”

Copyright 1944, The University of Chicago, and L .
PITE by the University of C%czlxgo Pnf;;, Chh:;:’??’:ﬂliuf‘ 8275

—

Fig.6.2 Advertisement for the “Road to Serfdom”. Hayek’s book presents opinions but contains very little
facts and almost no data. At that time the Reader’s Digesal@itulation of one million copies. Published in
1944 jointly in Britain and in the United States, the book &f@ed from a worldwide advertisement campaign;
for more details about this campaign see Roehner (2007, p-119). As a matter of fact, it was part of a
broader campaign destined to get rid of the reforms of the Neal which had raised strong objections from

business associations and their lobbying groups.

The case was taken up by the Supreme Court in 1957 in a deewimh bared a
system of prosecution based on paid informants.

e The law gave courts the power to fine unions for alleged it thus expos-
ing them to million of dollars in legal expenses, fines and agensuits.

e The law established a 60-day cooling off period in which mikstcould be
declared.

e By outlawing mass-picketing it gave again employers theoojpmity to employ
replacement workers.

Union-bashing

In a review of a book entitled “Scandal in organized laborbfiéssor Lawrence
Richards observes: “The association of unions with orgahierime is perhaps
the most idelible image of organized labor in American a@tuEven Americans



102 Chapter 6

who know nothing else about unions (indeed, precisely tdszknow little about
unions, “know” about union corruption”. A natural questisnhow did such a belief
take root?

Two observations can throw some light on the answer.
e Such a belief is largely specific to the United States. In Egabermany or the
Scandinavian countries no association is made betweensiara organized crime.
e During the 1930s the LaFolette Civil Liberties Committediod US Sebate (as
well as other commissions) conducted hearings of emplaybish exposed their
unlawful behavior in matters of safety rules, union obdinrcor agreements with
competitors.

In the 1940s the wind began to turn. Columnists, radio progrand movies intro-
duced and popularized the idea that union bosses were byaagel dansters or in
league with gangsters. Scandals surrounding William Biofimmy Hoffa were ex-
ploited by anti-New Deal consevatives for union-bashingppaes. This is precisely
the topic of the book that we mentioned above. Its author,id®itwer, focuses
on a few select cases which were at the start of this evolutitenexposes the anti-
New Deal agenda of the “Crusading journalists” who inveteg these affairs; he
explains how employers often encouraged the pressure ahimed crime on unions
and took advantage of it. Just to name a few, movies such asH®©waterfrom®”
(1954), “Armed and Dangerot/$ (1986) or “Hoffa’?’ (1992) contributed to create
a strong association in the minds of people between unioimse@nd corruption.

Although it is difficult to assess with precision the roley®d by such campaigns in
the fall of unionization rates, one would expect that they imaleed some influence.
The best proof of their effectiveness is provided by the fiaat anti-union organiza-
tions are prepared to spend millions of dollars on such cagnpaFrom an Internet
excerpt from the “National Journal” (31 July 2008), one ihesgfior instance that anti-
union front groups planned to collectively spend almostOhh@lion in 2009 against
the “Employee Free Choice” bill and those who support it; ¢batribution break-
down was as follows:

e Chamber of Commerce: $25 million
Coalition for a Democratic Workplace: $30 million
Employee Freedom Action Committee: $30 million
Freedom’s Watch: $30 million
Center for Union Facts: exact contribution unknown, buti@ millions.

90A longshoreman struggles to stand up todosrupt union bosses
91A fired cop signs up as security guard and find he has joiramtraipt union.
92About the fight of Attorney General Robert Kennedy agaastupt unionssuch as Jimmy Hoffa's Teamster Union.
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Will Obama’s presidency mark a turning point?

Chronology 6.2 shows that on the basis of his first month iceffresident Obama
intends to break away from the assertions of the neolibeeaic This is particularly

clear for the following issues: tax evasion and off-shorediaelters, unionization,

tax rate for the highest income brackets, federal aid tosialle the cost of higher

education. Yet, in politics intentions are not enough. Anpstantial change must
overcome the resistance power of the social and politicakfowho took advantage
from the previous system. So the real question is r&théwill President Obama

and the Democratic Party commit themselves with sufficieetgy to the objective

of making such a changeally happen?”

We try to answer this question at the end but before that, anemake three prelim-
inary observations:

(1)) Proponents of neoliberalism are not willing to questivze soundness of their
model in the light of the present crisis. They did not do thi#&trathe failures of
Enron, Global Crossing and WorldCom (which were early wagsiof the problems
which surfaced in 2007) and they will not do so either in th&evaf the current
crisis. The common position of banks and neoliberal thimksas: “We are opposed
to any form of federal regulation; whatever mistakes haahlmeade will be corrected
by the profession”. In short, the plan is to overcome thegmesrisis and to resume
the activities which had been so profitable during the pasades. Actually this
attitude makes sense from their perspective. This can bersby the following
simple calculation. It is said that the fund of George Sorad &n average annual
return of 30% between 1969 and 1999. Such a return represemistiplication by
a factork = 1.3 = 2,620. So even after a fall of 90% the multiplier is still equal
to £ = 262 which corresponds to an average annual return of 20%.

(2)) There is already a vocal opposition to President Obsuagénda but for the
time being (March 2009) it comes from hard core of neolileesaich as the Rupert
Murdoch medias, the Cato Institute, the Heritage Foundadiod other neoliberal
think tanks. On the contrary, the Hearst Press is showingenadidn and under-
standing.

(3)) A major difference with the New Deal is that Presidenta@ia had been
elected much earlier in the crisis. At the time of Presidemb$®velt’s inauguration
the country had already been in economic recession for 3yaat the unemploy-
ment rate was 25% of the civilian labor force (Historical tStecs of the United
States p. 135). As a result there was a consensus that “sogétd to be done”

% the time of globalization it could seem bizarre to put scctnemphasis on the policy of the United States. Yet,
at the present time its influence is so overwhelming that éeetarge countries such as China or India their economic
options are modeled on the US particularly as far as labacyis concerned. A major US shift away from the neoliberal
agenda would bring about a global turning point.
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which even extended to business circles. Although this gaddlid not last very
long, in the present case there is nothing of the sort.

If one adds to that the fact that the medias are much more alespecially due
to TV) and more concentrated in a few hands that they may hewe Im 1933, one
would expect that the groups who oppose any change will patmpre determined
fight.

Chronology 6.2 Will there be a shelving of neoliberalism
under the Obama administration?

Through decisions taken within a few weeks after his inaaigom on a number of important issues,
President Obama has shown that the changes that he promiseddhis campaign imply the calling

into question of several of the axioms of the neoliberal dre&s illustrated in this Chronology this

concerns in particular the following points: (i) Curtailmeof tax havens worldwide (ii) Higher taxes
on rich people (iii) Federal aid to students (iv) Halt to thev@tization of Medicare.

2009, Jan 27 Against the stimulus plan (1). The Cato Institute mounted a full
frontal attack against [President Obama’s] stimulus plan.
(Excerpt from the website “Mike Norman Economics”..)
[The stimulus plan (American Recovery and Reinvestmen} weis intended to be
passed by Congress on a bipartisan basis. IncidentaBysthiny it was found highly
disappointing by progressive economists such as Paul Kangrhlevertheless: (i)
The plan passed with zero Republican support (ii) It drewcéecriticisms from
neoliberal think tanks. (iii) On 29 January, the Cato Ingéitsponsored a nationwide
advertisement campaign in newspapers against the plan.

For the President this may have provided a clear indicahiahit was futile to seek
bipartisanship.]

2009, Jan 29 Against the stimulus plan (2). The Cato Institute purchased full-
page ads in major national newspapers (e.g. the New Yorkslon#/ashington
Post). After citing a statement made by Mr. Obama on 9 Janfiarybefore
his inauguration) which read: “There is no disagreemernt wWeaneed action
by our government, a recovery plan that will help to jumpstiae economy.”,
the message said: “With all due respect, Mr. Presidentjshait true.” Below
there was a short declaration which contained in partidllarfollowing sen-
tence: “More government spending by Hoover and Roosewlhdt pull the
United States economy out of the Great Depression in thesl'92@er these
comments came a list of about 190 names, mostly professarssighed the
declaration. The same advertisement was placed in 15 dtadesspapers on
11 February 20009.
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(http://wichitaIiberty.org/economics/with—alI—duespect—president—that—is—not—true/.)
[Incidentally, the US production of steel which was 15 roitlitons in 1932 had
climbed to 53 in 1939 (and 83 in 1941, Historical Statisti€she United States p.
693); thus, to say that government spending by Presidersé¥ett did not pull the
country out of the depression does not seem quite correct.]

2009, Feb 6 Executive Orders about the role of unions. President Obama signed
an Executive Order, effective immediately, authorizing@xive agencies of
the federal government to require every contractor on faogde construction
projects to become a party to a Project Labor Agreement (Riig&) unions.
This Executive Order, which specifically revokes contrareé&utives Orders
issued by former President George W. Bush in 2001 and réasséaClinton-
administration rule, was immediately hailed by organizaabkr. The reaction
of the business community, not surprisingly, was far ddfdr The chief exec-
utive officer of the “Associated General Contractors of Aitetr said that this
order “has the unfortunate potential to limit contractasility to compete for
projects at a time when the government is reporting that oaermillion con-
struction workers have lost their jobs.”
(http://www.jacksonIewis.com/legalupdates/articlm@aid=1634.)

[To the extent that this rule will apply tall contractors it is difficult to understand

why it should limit their ability to compete. The real reasoiithe protest may be

that this rule will strengthen unionization in a time whenamfree companies have
become the rule.

This is the fourth pro-labor Executive Order signed by Riesst Obama since Jan-

uary 30th. Another order bars federal contractors from dpegimbursed for ex-

penses incurred in trying to persuade employesdo form a union. As a result of
these orders most of the infrastructure projects fundeter787 billion stimulus
plan will have union workers.]

2009, Feb 20 Fight against tax shelter abuses (1). Swiss law prohibits Swiss cit-
izens from revealing any information covered by bank secré&bis was con-
firmed when (on Friday night) the Swiss Administrative Trnlalruled that UBS
shouldnot reveal to the American authorities the names of Americaentdi
having a secret account. Yet, shortly after this decisios meteased UBS an-
nounced that it had already transmitted the names of ab@utl&ts (in a total
of 52,000 US customers). On Wednesday the bank had recaweltimatum
that it had until Thursday to comply or face an indictmentethwould bar it
from banking activity in the United States. One obvious ¢joess: how were
the customers selected whose names were transmitted¥ Hithaot give per-
mission they could rightly complain about discrimination.
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(Tribune de Geave.)
[The importance of this information comes from the fact ttred demand for the
names of the clients had already been made in June 2008. $leis nespect the
following articles:
(i) Wall Street Journal 14 May 2008: Two charged in tax case.
(i) Spiegel 20 May 2008: Europe, US battle Swiss bank sgcrec
(iif) Bloomberg 1 July 2008: UBS may be forced to comply witheguest by Fed-
eral prosecutors to reveal the names of US clients with sbarg accounts set up
to evade income-tax.
Under the Bush administration, the matter was left pendhihgthing happened be-
tween July 2008 and 20 January 2009. Although UBS said it waperating with
the IRS it did not release a single name. Then under the newnadration the pro-
cedure was energetically reactivated.
It can be recalled that in February 2007 together with hikeegues Carl Levin and
Norm Coleman, Senator Obama had introduced a bill, the “$StopHaven Abuse
Act” which contained much stricter regulation for both wmiduals and companies.
The bill was not passed at the time but a similar bill may beothiced once again
in 2009 with this time a better chance to become law.]

2009, Feb 26Higher tax on rich people (1). Obama’s planned tax would hit
highest earners hardest. Taking from wealthy people to@tippiversal health
care will create enmity between high income people and tlesssfortunate. It
will fracture society.

(Excerpt from the website of the Cato Institute.)

[This statement should be compared with the observatioesepted in an earlier

chapter which suggest that the past two decades were maykeldroad increase in

social segmentation.]

2009, Feb 27 Higher tax on rich people (2). Obama’s budget plan sweeps away
Reagan ideas. In a radical departure from recent histahiidget planned by
President Obama would sharply raise taxes on the rich mainkliminating
tax cuts which were enacted under former President Georgaugh. The top
income tax rate for couples making more than $ 250,000 wawdckase from
35 percent to about 40%. The tax increases would be delayg@0hl
(NYT 27 February 2009, San Francisco Chronicle 28 Februar@92p

[An increase from 35% to 40% represents a small change if ecals that before

1980 the top rate was 70%.]

2009, Feb 27 Federal aid to students. If adopted the planned budget will markedly
increase federal aid for students who want to go to colleger @e last three
decades the cost of college tuition climbed while the pags$leducated work-
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ers declined. As a result the United States lost its standathe country in
which the largest share of young adults graduates fromgmlle
(NYT 27 February 2009.)

2009, Feb 27 Taking control of Citigroup. The US government will swap the
$25 billion in preferred stock that it holds in Citigroup fnoa previous bailout
into common stock. This will raise its share in the bank to 3@@wemphasize
the significance of this decision it must be recalled thatontast to common
stock preferred stock does not carry any voting right. This/ersion will make
the Federal government the main shareholder of Citigrolighofigh the current
chief executive will remain in place for the moment, the hisawf directors will
be reshaped.

While this is not outright nationalization it comes closettdn the wake of this
decision the shares of the bank fell 39% to $ 1.50.

(Associated Press, 27 February 2009, article entitled “Neiv @lan may serve as model but carries
risks”.)

[Financial support provided to banks under the Bush adtnatien took mostly the

form of purchasing “toxic” assets or preferred stock whiahrbt give the Treasury

any control over the banks decisions.]

2009, Feb 27 Budget plan draws broad criticism in the Murdoch medias. As
an illustration one can mention the comments in the New YardtP‘Obama’s
budget schemes to drain staggering amounts of money fropigeto worked
for it and steer it to people who didn’'t. This isn’'t the free nket. It's the
freeloader market”.

(New York Post.)

[Even the Federal aid to help select students to pay théiotus disapproved on the

account that it comes on top of Social Security and Medicdriehis said to be on

“the verge of catastrophic collapse”.

The New York Post, one of the oldest American newspapersngslto the group of

Rupert Murdoch.

This excerpt shows that five weeks after his inauguratioegsient Obama is already

facing a fierce opposition at the forefront of which one firfdsRupert Murdoch me-

dias (which include the Fox News TV channel, the “Weekly 8t&d” magazine and
many others) and neoliberal think tanks such as the Catutest

In contrast, the Hearst newspapers (e.g. Houston Chroiele Francisco Chroni-

cle, Seattle Post-Intelligencer) are much more moderatdatanced in theirs com-

ments.]

2009, Feb 28The “Federal Deposit Insurance Corporation” (a governnageicy
providing a kind of insurance to customers of failed banles) heen authorized
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=] iy -
Fig.6.3 Cover of the “Weekly Standard” of 9 March 2009. The “Weekly Standard” magazine belongs
to Rupert Murdoch’s News Corporation. The titles of somehef articles published in this issue are quite
revealing: “The Return of Big Government”, “Hey, Big SperigéA Ph.D. in Every Pot”, “Indefensible”,
“Reports of conservatism’s demise have been greatly exaggg, “Unions are part of the problem, not part
of the solution”.

to raise an emergency fee of 0.2% of deposits from the 8,3 &y insured
financial institutions. In addition to this emergency meadhe regular insur-
ance premium will be raised to about 0.14%. In 2008 the aegpagmium paid
by banks and thrifts was 0.063%.
(Associated Press 28 February 2009, article entitled: “FDOrEGsing fees on banks.”.)
[During 2008 the FDIC rescued directly several small banksthe case of large
banks the FDIC mainly acted as a middle man. Thus, Washingfiaiuial (with
assets around $300 billion) was acquired by JP Morgan Cloaisk1f9 billion in a
deal brokered by the FDIC. The capital of the FDIC is only a0 billion and
would have been quickly exhausted if it had attempted la@geue operations.]

2009, Mar 3 Fight against tax shelter abuses (2). Bills against offshore tax
havens were introduced by democrats in the Senate and Ho&epresenta-
tives. The Senate bill expands on one co-sponsored lastyeidwen-Senator
Barack Obama and Senator Carl Levin, who has sought a braakidown on
tax dodgers. Texas Democrat Lloyd Doggett who introduceddjislation in
the House declared: “These outrageous tax havens add todhnag budget
deficit and shift the tax burden to small businesses and iiesmitho play by the
rules”.

(Reuters 3 March 2009, article entitled: “Foreign tax haveasggeted in US bills”.)

[The article also notes that “a thriving business in tax mrasleveloped in recent

years on Wall Street among consulting firms, hedge funds dedt inancial players.
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Some purveyors even sought patent protection for theimsebeThis shows that on
this issue the Obama administration is intending to changérénd which prevailed
In recent years.]

2009, Mar 4 Fight against tax shelter abuses (3). UBS wealth management
executive Mark Branson, appearing Wednesday 4 March baf&enate Com-
mittee, said he objected to an Internal Revenue Service) (HSuit that seeks
to force UBS to reveal the names of up to 52,000 US customeoswmdy have
concealed their accounts from tax authorities. He saiddB& cannot disclose
information to the IRS that would put its employees at sexinsk of criminal
prosecution under Swiss law. He also said that as of 30 Sé&ete?008 47,000
American clients had failed to file special tax forms knowrVé®s with the
bank. UBS was supposed to require them to do so. So far, UBShuasiown
14,000 American offshore investment accounts but wouldciage their de-
posit accounts.

At the same audience IRS Commissioner Doug Shulman said $hgavern-
ment was taking unprecedented measures to combat offghoagaidance and
promised that “much more is in the works”.

Senator Levin, the chairman of the Committee observed tnatibg secrecy is
“part and parcel of a conspiracy to commit a crime under owt.la
Cloak-and-dagger tactics said to have been employed by WBK & coded
language in internal e-mails and memos or foreign shell conigs were on
display at the hearing.
(http://www.moneynews.com/streettalk/smbmktaxdodgers/2009/03/04/188504.html.)

[UBS's refusal to disclose other names in addition to the ab@ady transmitted

has certainly been weighed carefully. In the worst caseasaeit would mean the

closing of UBS operations in the United States (25,000 eygde out of a total of

78,000) but also perhaps in countries that may follow the Acae lead (e.g. Aus-

tralia, Canada, Mexico). It can be hypothesized that thegaredecision was taken

In agreement with the Swiss government and is based on théh&tcthe breaking

of the secrecy rule would be more serious for Switzerland thdrastic contraction

of the activity of UBS. The total assets of American UBS custes is estimated at
about $15 billion (Associated Press 4 March 2009, artictéled: “UBS says it had

47,000 accounts for Americans”). This figure is probably adarestimate because

it is known that to open an account at UBS the minimum was $fianilvhich on

the basis of 47,000 customers would imply assets of (at)|&43tbillion.]

2009, Mar 10 Pro-union legislation. The so-called “Employee Free Choice bill”
was introduced in Congress. The bill is meant to make it edsieemployees
to unionize because instead of a secret ballot, as is clyrdet practice, they
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could simply sign a card supporting unionization. The basshcommunity is
lobbying hard against the legislation with the leadersHiiyal-Mart Stores and
the US Chamber of Commerce. Wal-Mart is vehemently oppaséukt legis-
lation and its spokesman declared that the company fedmcéinat Congress
will not pass this pro-union bill.
(Dowjones Business News.)
[The real problem of unionization seems to be that in 25% eflthionization drives,
pro-union workers are just (illegally) fir@d Currently (2009) the penalty for firing
pro-union workers is so weak that it does little to deter laeaiers.
Whereas many Americans would probably agree that this isanoit is likely that
the card check debate will not raise much public interest ereh less approval.
It must be noted that this legislation was already introduiceCongress in 2007
and defeated. In short, it does not appear to be a wise movavi® ¢thosen this
battleground to start the all-important battle about ttlspeetive rights of employers
and employees.]

2009, Mar 18 The Federal Reserve follows the UK and Switzerland in their
policy of printing money.  “The Fed is printing $1 trillion of money, and
using those funds to buy bonds. | think quantitative eading ¢urrent way of
referring to money printing] is the right way to go”.

(New York Times 20 March 2009, article by Paul Krugman.)

[After that announcement was made many analysts exprelssgatoncern that the

exchange rate of the dollar may slide and that, as a resti#ition may pick up in

the United States with the possibility of a flight of money tomastable currencies.

For the time being such fears seem unfounded. As far as theefistconcerned, the

outcome depends on how much dollars will be printed. Onkotmilcould seem a

big amount but compared with the deflationary process tlsatitefrom the fall of

house prices, itis in fact fairly small. In 2007 the total ketrvalue of US residential
and commercial property was around $30 trillion (22 fordesitial and 8 for com-

mercial); thus, an annual price fall of about 20% resultsafiadion amounting to $6

trillion. If annual quantitative easing comes to exceed #mount one may begin to
worry about inflation.]

2009, Mar 29 Regulation plans of the financial system. The Obama administra-
tion wants to rewrite the rules of the game for the finance strgu This would

9The ballot for unionization may be held if more than 30% of ésgpes sign cards asking for it. But, according to
current legislation, employers naturally get to scruénénd challenge the signatures before the election can leel cal
This allows companies to use the current process to intit@jd@erce, and even blacklist workers involved in orgagzi
those who signed the cards. In other words, the employekwiiv how employees are going to vote long before they
step into the voting booth. Many employers resort to spyihggats, intimidation, harassment and other illegal agtiv
in their campaigns to oppose unions. (http://www.califapnogressreport.com, The Washington Independent 14danu
2009)
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include forcing derivatives trading on to recognized exajes, new oversight

of hedge funds and additional powers to shut down large finasthreaten to

destabilize the global economy.

Republican leaders signaled that they would not allow BezgiObama to bull-

doze new legislation through Congress and called for timedflection. The

American Bankers Association immediately threw up obgewito the plan.

Analysts said that the planned regulation could curtaififable trading oppor-

tunities.

(The Independent 27 March 2009.)
[At the time of writing (March 2009) there was much talk aboegulation. However
one should not forget that the Sarbanes-Oxley Act of 30 JOOR Already tried to
establish enhanced standards for publicly traded compaméd public accounting
firms. This law was passed in the wake of the Enron and Globad<ing bankrupt-
cies which revealed the broad extent of deceit and cormptits objective was to
restore public confidence in US capital markets.
The very fact that this law was only mildly opposed by finahm#erests and their
lobbying groups suggests that it was not taken very segoughe crisis which
erupted 6 years later indeed confirmed that opacity, deceigeaft were still widespread
and pervasive. The Act established a new quasi-public géme “Public Com-
pany Accounting Oversight Board” (PCAOB) which was chargeth overseeing
and inspecting accounting firms. In following years verildiwvas heard about this
agency.]

2009, Mar 29 Prospects of a landmark pro-union bill. In the early 1950s about
35% of private-sector workers belonged to unions. Todaytlesn 8% do. As a
result, wages have lagged behind rising productivity. Hoasklent Obama and
congressional leaders decide to craft pro-union legsiawill determine the
post-recession economy. Many expect this question to bérardgshowdown
of Obama’s presidency.

(Washington Post 29 March 2009, p. A05.)

[At the time of writing there are very few articles on this gtien. Yet, it seems clear

that there can be no sustainable economic growth in the tU&itates unless wages

and salaries again begin to grow instead of declining as easdse during the past

30 years.]

2010 Rosy forecasts. The Obama budget forecasts that, despite the depth of the
current recession, the economy will recover and grow by 3r22010 and then
climb to an even more robust 4% in the three following years.

(Seattle Post-Intelligencer 26 February 2009.)
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What should be expected in 2010-20117

We have given a fairly detailed account of the first 100 daythefObama admin-
istration. Let us now come back to the key questions addidaghis section: will
there be a real break with the neoliberal agenda? Our flatemswNo”. Why?

There is a considerable difference between the 100 daysesident Roosevelt and
the 100 days of President Obama. Between March and May 193&wibwere
passed which representstlucturalchanges. Between January and March 2009, the
laws which were passed intended mostly to provide shor-tiglhef; very little was
done in terms of structural changes. The attempts which weme to introduce
major breaks (e.g. in terms of tax havens or labor regulatiare not pursued with
enough energy and did not materialize in major laws. In thekseafter his inau-
guration President Obama enjoyed strong public supportwivould have enabled
him to make major breaks. He did not take advantage of thisppity.

On several important issues President Obama backed downthe promises he
made during his campaign, e.g. (i) regarding relief prodite home owners in
bankruptcy: the finance industry was adamantly opposedldavialy bankruptcy
judges to reduce the mortgage level. “When the time cametalsip to the bank-
ing lobbies the White House didn’t” wrote the New York on 4 M2§09. (ii) The
introduction pro-union legislation has been given a fataet &is we explained above
(i) The struggle against UBS and other tax heavens seerhaue been shelved.
It is doubtful that these projects can be resumed later oacesly once the strong
public support of the first months has dwindled.

So, with the basic rules of the system practically unchangeat can one expect to
happen?

Financial markets have very short time constants. Theyapséd within a few
months but they can also come back to life within a few mon#kssoon as credit
will flow again the transactions which have been so profitabtee past (e.g. lever-
aged buyouts, mergers and acquisitions, initial publierifigs) will be resumed.

For economic markets the time constants are much longereoovery will take
severalyears Let us give an illustration.

During 2008, industrial production in developed countfisby about 16%; how
long will it take to return to the production level of early@®? Since in past years the
highest (sustained) growth rates were of the order of 4%e#ms that it would take
4 years to regain the production level of early 2008. In otherds even assuming
steady, uninterrupted growth over the next 4 years, theymtozh level of January
2008 will be reached again only in January 2013. If undegymnoblems such as
income distribution are not solved in the meanwhile a repoue the form of the
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Japanese “lost decade” of the 1990s seems likely; this meapsittering growth
engine with “good” quarters being followed by quarters pwsinegative growth.
Under such an assumption recovery may take much longer. planJidne index of
industrial production reached a level of 101.6 in 1991 agdireed that level only in
2005, that is to say fourteen years later.

Some tests for the years to come

Will there be a way out of the neoliberal ideology in the yelargome? There is
no way to answer this question in a scientific way. Howevas, fossible to define
some test-indicators which should allow us to see more lgl@amwhich direction
the world is heading.

Comparison between 1929 and 2008 in terms of synchronicity

Financial globalization progressed markedly between ED2008; therefore it is
hardly surprising that the financial crisis assumed a waddwextension in a matter
of months. What is more surprising is how rapidly it affectieel production sphere,
a feature which is documented in Fig. 6.1c.

The severity of the depression which started in 2008 is netahly to its world-
wide extension, but also to the number of sectors which éxpeed drastic declines
within a few months. At the time of writing one can mention:

e Banking

e Residential real estate

e Office and commercial real estate. For instance, the magtae\wof the Ca-
nary Wharf property, London’s financial hub fell 26% betwé&mtember 2007 and
December 2008 (The Independent 27 March 2009).

e Transport sector. For instance, the port terminal of Paodtl®regon which is a
major hub for transpacific trade has seen a sharp reductiactivity. Trans-Pacific
cargo traffic fell 32% in 2008 (Portland Business Journal 20 2009).

e Overproduction problems in the automobile industry spifaaty quickly.

Can one use Fig. 6.1 for predictive purposes?

Intuitively, one may be tempted to speculate that the manelsypnous and widespread
a crisis is, the deeper it will be and the longer it will lase. lhet us examine these
points more closely.

e ltis true that the downward momentum shown by graph 6.1cpsessive. The
whole question, however, is whether this fall is due to exoges or endogenous
factors. As an example of the first kind one can mention theniSpdlue pandemic
of 1918°. Because it killed a substantial number of young people dvdde and

|t is estimated that anywhere from 20 to 100 million peopleenkilled worldwide, more than double the number
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Depression of 1929
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Fig.6.4a Variation of industrial production in 9 countries before and after 1929.The graph shows annual
variations expressed in percent. The zone delimited byribedovertical line corresponds to the first year of the
depression, i.e. the transition from 1929 to 1930. The gsqgiws that contrary to a common belief the Great
Depression was not a worldwide depression. The UK, JaparRasdia were mildly or not at all affected. It
can also be seen that during the 1929-1930 time intervait fipen the United States there were only two other
countries (Germany and Brazil) where there were sharp iveggiiowth rates. In short, the depression started
with a low degree of synchronicity.

The fact that over 1929-1930 all the curves are going dowdwaeans that theecondderivatives (i.e. the
accelerations) were all negative. This has a simple inégiion. Once the depression had started in the
United States, the reduction of US imports induced a slowdiowhe activity of all main economic partners;
this brought about reduced growth even in countries where/tiyrrates remained positiv&ources: Mitchell
(1978), Mitchell (1982), Mitchell (1983)

disrupted exchanges it certainly had a detrimental impa&cmnomic activity. Yet,
the epidemic lasted only a few months, basically from Septaro November 1918.
As soon as it abated exchanges and activity were re-egtabliand growth was
resumed Thus, in this case the impact of a sudden and globak stilas neither
severe nor short-lived.

e Fig. 6.1c shows that the impact of the current crisis is ndt aniversal but also
fairly strong. Annual falls of industrial production in thange of—10% — — 20%
are not common.

Is there a connection between the depth of a recession addrason? In order to
find out one can consider the case of the Great Depressioe dritied States. It is
often argued (especially by proponents of neoliberalisra) the New Deal did not
work because the industrial production resumed its levdla#9 only in 1939. In
such a statement one forgets that the index fell from 124 2910 67 in 1932, a fall
of about 50%. After the New Deal policy was started in 1933 idex grew steadily

killed in World War |.
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Recession of 2001
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Fig. 6.4b Variation of industrial production in 9 countries before and after 2001.The graph shows annual
variations expressed in percent. Compared with the grapRG08 there are major differences in terms of
amplitude and in terms of synchronicity. (i) The verticahlscshows that it was a recession of low magnitude;
The three largest negative growth rates (US, Mexico andn)dmeve a magnitude arouneb% whereas in the
next graph the three largest falls are much larges1% (Japan),—19% (Germany),—17% (Sweden),. (ii)
During the first year of the recession, industrial produttontinued to increase in three countries: Germany,
France and Russi&gources: Website of “Trading Economics”; http://www.trageconomics.com; Statistical
Yearbook of Sweden; Historical Statistics of Japan.

(with the exception of 1938 which was marked by a decline)ibtgok of course
some time to rescue the American economy from the abyss inichvit had fallen.
Even with an annual growth rate of 10% it would take 7 yearsatser production
from 67 to 124.

This example clearly suggests that depth and duration gbeedsion are two related
variables because it takes time to recover the lost ground.

As an illustration, consider the case of Japan. During thdegpodecade 1981-1990
the average annual growth rate of Japan’s industrial pitamua/as 4.6%; the highest
annual rate occurred in 1988 with 9.7% Thus, to recover from the 31% fall which
occurred in 2008 it would takel /9.7 = 3.2 years at the fastest possible annual rate
and31/4.6 = 6.7 years at the fastest average rate sustainable over a pégedaral
years.

Comparison with the Great Depression in terms of social inteactions

In a previous chapter we documented the decrease in soedation over the past
decades. According to Harvard professor Robert Putnanoeaordepressions lead

9%The sharp drop of 197511%) was followed by a quick recovery but nevertheless the gnoate was only.2% in
1976.
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Depression of 2008
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Fig.6.4c Variation of industrial production in 9 countries before and during 2008.The graph shows
annual variations expressed in percent. The depressigedsiaith a high level of synchronicity: all the falls
are larger than 10%. It is probably the first time in the higtof mankind that a severe recession started
worldwide with such synchronicity.

Somewhat surprisingly, the falls are smallest in the twontees (UK and US) where the financial crisis
originated. As of January 2009, the unemployment rate igsitihe same (arourgys) in the European Union,
in Russia and in the United States; the increase rate, howsVastest in the US.

As a matter of comparison, the steepest annual declineglddapan’s “lost decade” (1991-2001) wag%
which occurred from 1997 to 1998 and again from 2000 to 20019i74 the oil shock brought about a fall of
only 11%. (Historical Statistics of Japan).

China (which is not included in this graph because of the &dakata in the 1930s) had still a positive growth
of about8% in 2008, a rate which marked a substantial reduction witheetsto earlier growth rates of about
15%. Sources: Website of Trading Economics: http://www.trgdzonomics.com

to even greater social isolation. He found that Kiwanis sJuBTAS’, and other
social groups lost around half their members from 1930 t®%193

Putnam believes that the effect would be more pronounceaytothe Depression
was a boom time for movies. Today movies are no longer cheap\bprovides a
cheap substitute. Yet watching TV is an activity which ctmites to social isolation.

Supply of labor

In the 19th century

Historically, it had always been a great concern for empieye be able to rely on
an abundant supply of cheap labor.

97 “Kiwanis International” is a global organization of volwers headquartered in Indianapolis, Indiana. It comprises
approximately 8,000 clubs in 96 countries with over 260,8d0lt members (2008). Kiwanis emphasizes service to
children and youth.

PTA: “Parent-Teacher Association”, a voluntary orgarn@abringing together parents and teachers.
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Back in the 19th century as slave trade was progressivehghaolished, British
planters brought indentured workers from India to manyspafthe British empire
where they were needed to work on tropical plantations; @memention for in-
stance Fiji, Guyana, Jamaica, Kenya, Mauritius, SouthcafriSurinam, Trinidad,
Ugand&?,

Yet, except during the world wars, no attempt was made atithatto bring workers
from the colonies to Britain or other European countriespagently, the supply of
labor provided by Irish immigrants was deemed sufficientupp®rt the industrial
development in England and Wales.

After 1945

It is only after World War Il that increasing numbers of immagts from Jamaica,
India or Pakistan entered Britain. In subsequent decadegltibalization of labor
supply became one of the main features of the new econonmiemsydn 2009 this
remains a crucial question because so long as supply vastdeds demand there
can be no real improvement in real income and in working doovl. Yet, in all
industrialized countries (with the possible exception bah) employers are still
very committed to their demand for cheap labor and its carglwhich is free im-
migration. For instance in 2009 the vice president of the W&r@ber of Commerce
declared that the business community remained committed dignificant guest-
worker prograr® and welcomed an expansion of temporary worker programsv (Ne
York Times 14 April 2009).

The European Union has long-term programs for recruitimgifm workers in sec-
tors in which the supply is not sufficient. Needless to sagratwould be another
obvious way to increase the supply side, namely by raisitayiea. If wages for

night watchmen, nurses or construction workers were raised0% there is little

doubt that the scarcity problem would be quickly sof#d

This question arises even for highly qualified jobs such @&nsific research. So
long as experts in computer science, electrical engingermathematics, physics
from countries such as China, India, the Philippines, RussBouth Korea are will-
ing to fill positions in American industry and universitié®taverage salary of PhD
graduates will stagnate and the number of PhD diplomas édmé&merican stu-
dents will continue to decline (see chapter 9 in this regpect

%nfter these countries became independent in the 1960, tiase in several cases been rejection riots which lead to
the departure of a sizable fraction of the Indian population

99Such programs are opposed by American unions because tHgriamts are tied to one employer and cannot change
jobs no matter how abusive working conditions are. In otherds, such contracts are fairly similar to the contracts of
indentured workers of the 19th century or to the labor catsraf foreign workers in countries such as Dubai or Saudi
Arabia.

100The argument that it would erode the competitiveness ofetltesnpanies is pointless because these are domestic
sectors which are not in competition with other countries.
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In the same line, the development of post-doctoral proghaassprovided research
institutions with a flexible, temporary and fairly cheap plyof scientific researchers
from all over the world. But the downside is that highly tredhscientists will have to
wait until they are between 30 to 40 years old to get a perntgusition, a situation
which most of them do not happily accéeft .

It is likely that denying permanent positions to young empks adversely affects
birth rates. Indeed, does the ability to support a family isuatainable way not
appear as a reasonable precondition for getting marriedaasidg a family?

Can the trend be reversed?

How can this trend be reversed? Before trying to answer theéstipn it may be

useful to recall Franklin Roosevelt's argument about usimfyl labor in cotton fields

(Address of the President delivered by radio from the Whibeis¢, 7 May 1933).
Take the cotton goods industry. It is probably true that tyineer cent of the
cotton manufacturers would agree to eliminate starvatiages, would agree to
stop long hours of employment, would agree to stop childdalbould agree to
prevent an overproduction that would result in unsalabipleses. But, what
good is such an agreement if the other ten per cent of cottonfaeturers pay
starvation wages, require long hours, employ childreneirtmills and turn out
burdensome surpluses? The unfair ten per cent could praphozis so cheaply
that the fair ninety per cent would be compelled to meet tHaiunonditions.

Currently, we have the same situation; it is no longer atonati level, today it is
at world level. So long as starvation wages are paid by 10%etountries, those
who pay decent wages will be faced with unfair competitiod @il be compelled
to “meet the unfair conditions”. This is the “rush to the loott’ scenario which has
been described by many lucid American Congressmen.

The first idea which comes to mind is to re-introduce restnns on cross-national
migrations of workers. For historical, cultural and socgital reasons this was the
policy followed in Japan. Yet, it would be very difficult to ptement a similar policy
elsewhere. For instance, to restrict the movements of wsiketween the countries
that compose the European Union would run against the vegsieén which the
European construction is based. In addition it would be atmigeless because the
companies would relocate their plants into Eastern coemitinere wage-levels are
lower. NAFTA, the North American Free Trade Agreement, doesprovide for
free movements of workers but it makes little differenceduse US companies can
freely establish their plants in the north of Mexico in thecsdled maquiladora

01Twenty years ago in France it was possible to obtain a permi@sition in a research university at the age of 24; in
2009 one can apply at the age of 28 at the earliest; often ymsagrchers are recruited after 30. The situation is simila
in Germany or in the United States.
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area®. The ability to shift production out of the country, and trssil the products
back home, gives transnational corporations a crucial.edge

In short, unless there is a broad come-back of protectignisat solution will not
work.

Is there another solution?

Definitely yes. So far, all free-trade agreements whethea biflateral basis or on a
multilateral basis (e.g. under the European Union or Woral€ Organization) con-
tained rules which were designed for the benefit of compdniesone which would

improve the situation of people and workers. There weresretesuring the free cir-
culation of goods or prescriptions about the respect ofnstdrands, intellectual
property, but no rules about fiscal policies (regarding ttes for corporations) or
about the rights of unions.

As there were no rules about tax rates on the profit of compathes brought about
a race in which each country lowered its tax-rates in ordatti@ct more foreign
investments. But at the same time this deprived the goventsyad part of their re-
ceipts and made them unable to provide basic services (egetlucation) to their
population. As low wage countries have an inherent attranéss, it would make
sense to require tax rates on profit totbgher (for instance 5% higher) than in in-
dustrialized countries. That would have two advantagég#.Wiould introduce a kind
of balance between low wages and higher tax rates. (ii) ligvprovide resources to
the governments of developing countries for improvingasfructure and education.
Otherwise the conditions in these areas will not improvee Maquiladorascame
in existence in Mexico around 1965 to take advantage of thddwel of wages but
more than forty years later there are still no unions in tleesepanies. As a conse-
guence, the condition of the workers has scarcely improvediaese areas are still
afflicted by third-rate infrastructures (in terms of watgreets, education) because
the local government is too poor to make the required investm

At present there were no rules in free-trade agreementst abewasic rights of
unions; as a result, the workers of low wage countries haga beable to improve
their condition. The union-free plants established in thetmof Mexico are a case in
point. Thus, if the workers in developing countries canngpriove their condition,
no equilibrium can ever be reached. There will be a race tdotittom, to ever
smaller real wages until the economy comes to a standstifluse there is no longer
enough purchasing power in the system. As we already exqaldims is probably

102The termmaquiladorarefers to an assembly plant set up in Mexico by a non-Mexiaanm fiear the US-Mexican
border. Starting in 1965 many non-Mexican companies weracied by the low wages, special tax concessions and the
proximity to the US market. They usually assemble parts rfaartured elsewhere, and by law they must re-export 80%
of their production. By 2000 the maquiladoras employed ntloa@ a million Mexicans, mostly women. The managers
are usually foreigners, whereas the hourly-paid workehg lave little job security and few benefits, are Mexican.
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what explains the debt driven economy that lead to the rewesis.

What kind of rules could be included in free-trade agreesfento proclaim the
basic right to form unions is not enough. Such a right is pobpaicluded in the
constitutions of many countries. As we already explainadpns are powerless
unless their rights are clearly stated. One may wonder wisyigiso.

e There is a fundamental asymmetry between employers andogegd which
comes from the fact that employers can fire their employeesreds employees
cannot fire their employers. The following observationsraegely consequences of
this situation.

e “Company unions” (also called “yellow unions”) are run by ttompany man-
agers and are not affiliated with an independent trade uidaoh unions were pop-
ular in the United States during the early 20th century, bertenoutlawed under the
Wagner Act of 1935%3). It seems fairly obvious that yellow unions are not the best
way to promote the right of workers. Balanced free-tradeagrents would forbid
company unions just as the Wagner Act did.

¢ If employees can fire unionized workers they will be able ®vpnt the forma-
tion of unions. Similarly, if during a strike employers cangreplacement workers
no strike can possibly succeed. As a result any union will éelass and will be
deserted by workers. Thus, free-trade agreements shouatdicaules prohibiting
unfair labor practices such as those that we mentioned.

e Whether or not free-trade agreements should contain mminvage require-
ments is debatable. If the minimum wage in Romania was sé8atf2Zhe minimum
wage in France there would still be a strong incentive foirmss to relocate plants
in Romania but it would be a first step in a process of convergef average wage
levels in the two countries. In case such a rule is omitteday take several decades
to Romanian workers for securing such a wage level througmtimal bargaining
process with employers. The weaker their unions are, thgelom will take.

Will the trend be reversed?

Needless to say, the previous proposals would be completelgceptable for free-
market apologists. As was already the case during the NeWy &wsaproposal which
calls for an extension of the right of unions would be labdddhem as being a
concession to socialism, a label which has become alma@snimfid®. Unless there
is a radical departure from the prevailidgitgeistsuch proposals will remain wishful
thinking and vain hopes.

As a matter of fact, apart from such ideological reasonggetiean even stronger

103Company unions are a mainstay of labor organization in Japan
104The social and economic record of Scandinavian countriesevbuch policies were implemented certainly do not
justify such a judgment.



Is there a way out? 121

reason for the continuation of the present trend, namelyfdbethat it is to the
advantage of all parties involved, at least in a short-teensjpective.

This can be seen easily on an example. Because the Unitexs $@t not enough
nurses for its hospitals it organizes the recruitment apib nurses. What are the
advantages for each party.

¢ [t allows the nurses to earn higher salaries and perhapsny arad settle in the
United States.

e The money sent by the nurses to their family in the Philippimeproves the
balance of payment of the country which can be seen as a taedeature by the
Filipino government.

e This additional supply of labor keeps down the salary of esiig the United
States and improves the profit margin of hospitals. If in aoldia part of this cost
reduction is used to lower hospital prices, this will comitie to a reduction in the
cost of healthcare, a feature viewed with favor by the US guwent.

In the long-term, however, this system has unfortunateegqunsnces.

e It deprives the Philippines of a group of well-educatedzertis. For those who
settle permanently in the United States the money which bas mvested in their
education will just be lost. In short, such an immigratiotuadly represents a drain
of resources.

e By depressing wages in the United States this system catedlo the making
of the depression which started in 2008. Indeed, as we glneaahtioned, it is the
fall in real wages coupled with enduring high levels of cangtion which lead to
the indebtment bubble that brought about the crisis.

Neoliberalism and interaction

Another important feature of the decades 1988-2008 wagteedged buyout (LBO)
bubble.

In such an operation a fir is bought by a financial institutio® (e.g. a holding
company, a mutual fund or a hedge fund) in large part withdweed money. The
objective of the buyer is to use the income generated by reimbourse the loans.
Naturally, if for some reason (e.g. a recessidriurns out to be unable to generate
the cash-flow that was expected, batland B will be in trouble.

As an illustration one can mention the fact that between 2Z0@r/January 2009 the
shares of the Blackstone Group (whose chief is dubbed “tregdged buyout king”)
tumbled 90%.

It is likely that the long-term consequences will be evenemineadful. The reason,
once again, is because LBOs bring about a losening of sotghkiction. Nowadays,
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the debate about neoliberalism is obscured by purely idgedbarguments. In an
other publication (Roehner 2009) we have tried to analywagbue from the point of
view of network science. It turns out that efficient and akeasystems are systems
in which there is a high degree of interaction. The threeiptesschapters suggest
that the implementation of the neoliberal agenda resuhegiconomic and social
segmentation, in other words it weakened interactions attteasame time reduced
efficiency.

To make this argument more compelling one should be alies@msuranteractions
fairly accurately. This will require extensive (compava)iwork'°®. but we have the
feeling that such a research program will shed new light angiroblem.

From a purely qualitative perspective it is fairly easy teeghistorical examples
which show that the kind of absentee landlord interactibias ¢tharacterize holding
companies leads to poor economic and social achievemertsin\l/0 years it will
be possible to assess the performances of companies whiehbeaght through
LBOs. If our present argument holds they should be poorer thase of similar
companies which did not undergone LBOs.

Insight about the future

Toward a new model?

The Chinese ideogram for the word “crisis” is formed of twaccters: one (wei)

represents “danger” and the other (ji) means a “crucialtjumet (a secondary mean-
ing is “resourcefulness”). It may well be that for China tharent crisis indeed

represents a crucial juncture and perhaps even an oppyrtihy?

Before 2009 Chinese economic growth was largely based osiveasxports® to
which foreign companies contributed for about one half. sy, in the course of
time this may have become a sure recipe for stagnant wageésednmany foreign
companies came to China to benefit from low wages and threatexlocation if
wages were increased. Stagnant wages compounded withiagheiass of Chinese
entrepreneurs would soon have lead to an oligarchic systeha ae facto alliance
with foreign business interests.

This is not pure speculation.

e After all, this was already the power structure under the rdudang govern-
ment.

e Moreover, the Latin American countries provide severaistifations of such
an evolution. For instance, after the Mexican Revolutiod @f0-1920, it took less

1091 physics it took more than a century to explore the intéoastbetween molecules, atoms or nucleons.
1081n 2008 exports represented about 30% of the GDP of China.
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than 50 years for an oligarchic political class to emergectvinmmonopolized political
power with the support and blessing of US business inter@¢tsvadays, Mexico
seems to be torn apart by internal strives much as China wasgdine concession
era.

In the fall of 2008 the Chinese government has signaled teninto develop the
internal market That, of course, means distributing higladairies as was done in the
United States during the New Deal era. If the present cragtsllong enough (let
us say more than 10 years) that move will perhaps lead to theajement of a new
interesting economic model.

In the Preface we mentioned that in 2006 the Chinese govertwwes planning to
introduce a new labor law which would give more bargainingv@oto unions and
that this move was fiercely opposed by foreign companies. tifagaw eventually
passed over their objections? An honest answer would bedly@so”. Yes, because
the law was indeed passed in June 2007 and was introduce®& But for labor
laws even more than for other laws the main question is howdhe implemented.
So far, the contracts which have been signed are extrematydhle to the compa-
nies. The collective agreement signed at Wal-Mart is a cagmint. Some local
union tried to fight it but did not get much support from the-€hina Federation
of Trade Unions (ACFTU) and were easily defeated. Only theartuwill tell us
whether this low-profile attitude of the ACFTU is intendedtacate foreign corpo-
rations until further concessions can be gained or whetheeans that the ACFTU
wants to permanently side with the managenent, not onlyrgida firms but also in
domestic companies. If the new Chinese entrepreneurs gé#ioient influence in
the government it is probably the second alternative whidihoe realized.

Suppose for a moment that the first solution will prevail.sSThiould mean that a new
economic model may evolve in China which would provide a itrledalternative
to neoliberalism. During the past decade China already hasily major country
where unions have been able to move forward instead of tetge&maller countries
such as France or Germany can hardly move against the meamstits size allows
China to open a new road for economic development. The coyaags will tell us
if it will seize this chance or let it go.

Is there a way out?

When asking this question at the beginning of the chapteragle\wo issues in mind:
(i) Is there a way out of neoliberalism? (ii) Is there a way olthe economic crisis
which started in 2008? In the previous chapters we arguddtiaae questions are
closely connected.
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Medium-term perspective

We observed that real wages in the United States have begmastaor decreasing
over the last three decades. Unless this trend is reversed will be no sustain-
able growth in consumption and therefore no long-term mseein GDP. But this
trend can hardly be reversed if economic policy continue®tow the neoliberal

agend&’. As we have explained, this agenda leads to increasing|sauineco-

nomic fragmentation which hampers economic efficiency.

This is why we devoted this chapter to examining if a changeconomic policy is
likely to occur under the Obama administration. Our corolusvas that there was
a momentum for change but that it was just too weak. Perhagsnwwo or three
years there will be a “Second Obama” just as after 1935 thasebken a “Second
New Deal’? This, of course, is impossible to predict.

As was explained earlier, credit crunches occur sudderilydruend quite as abruptly.
This opens the possibility that financial profit will agaiastto flow within one or
two years. However, on the economic side the best we can loops probably a
“lost decade” similar to what Japan experienced during #aeod 1992-2005. If
during this lost decade there is a substantial change irettistribution of national
income, one can expect that the economic engine will statri@gain.

Long-term perspective

At the begining of this study we observed that the Americalitipal situation was
basically frozen. Due to the high level of funds requiredto a successful campaign
the existing system tends to reproduce itself. Over pasidiscthe percentage of
safe seats at elections for Congress has climbed to over &&m an historical
perspective, systems in which any evolution is blocked ateumcommon. As a
matter of illustration one can mention two cases.

e Between 1830 and 1914 there have been numerous attemptgedharpolitical
and economic system in Tsarist Russia. True, in 1861 serfdasmominally abol-
ished but this was a half-backed reform in the sense thahsgnts had to buy-back
their lands over a period of 49 years. True, a parliament mtasduced in 1906 but it
had little power and the Tsar had the power to dismiss the Damdeannounce new
elections whenever he wished. He made use of this right 4stinigthin 6 years. It
can also be observed that these long awaited reforms weartedria the wake of two
military defeats in the Crimean war (1856) and in the Rusgmdese War (1906).

107proponents of neoliberalism may not agree on this point.igiltis not what the last decades seem to show not only
in industrialized countries but also in Latin America? le ttoming years East European countries can be expected to
follow the same unsuccessful path.
In the previous chapters we avoided discussing this issune & theoretical perspective because we have the feelibhg tha
this would be a waste of time. Unless social interactionsrarieded into the theoretical framework of economics it wil
remain wanting and incomplete.
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e China and Japan were confronted to the expansionist pehéestern powers
in the mid-nineteenth century. In China, the turning poiaswnarked by the Opium
Wars (1839-1846 and 1856-1860), in Japan it is the arrivdi@Black ships of Ad-
miral Perry in July 1853 which heralded the beginning of a eesv
The interesting point is that the two countries respondeithi®challenge in very
different ways. In Japan the Meiji Revolution (1862-1868)ated a strong central
government which was able to spur economic modernizatibma? reaction to the
challenge was much slower. While Japan was able to obtaialinegation of the
unequal treati¢§® in 1994, foreign encroachments in China expanded decaee aft
decade.

Why was China’s answer so much slower than in Japan? Thattardg an inter-
esting question, but we can get a meaningful answer onlyunystg other similar
cases.India, Mexico, Russia, Turkey offer other illustrad of this phenomenon.

In all above cases the transformation was brought about bgenous shocks and
these shocks were made possible by a state of military badkeas. Naturally, such
a scenario is highly unlikely for a superpower like the Udi&ates. On the contrary,
the Unites States is able to use its overwhelming militamnoh@nce to extract eco-
nomic advantages from its vassal countfi&s In other words, from a comparative
perspective the only meaningful cases are transitiongdb&tplace within a super-
power. Needless to say, this condition narrows considgtablselection of possible
cases. Even Britain at the height of its power in the mid4&aeth century was not a
superpower in the sense that the United States is todaytritaghat the British fleet
was by far the largest in the world but it is only through thiaduction of aircraft
carriers that naval forces have gained real effectivenadscapability for foreign
interventions.

108These treaties were unequal in the sense that they prevaagpea from levying more than token duties on foreign
imports thus depriving the state of resources and subgptiimyoung industries to unfair competition.

109y this term we mean countries which rely on the United Stétegheir defense. Ever since 1945 it has been
a permanent feature of US foreign policy to prevent its sltie develop nuclear weapons. It is clear that countries like
Australia, Canada, Italy, South Korea or Turkey would h&aegtechnical capability to develop nuclear weapons (Geyman
or Japan are different cases because their constitutienspts them from doing so).



126 References

References

AGEE (P.) 1975:Inside the Company. CIA diarfPenguin Books. Harmondsworth
(England)

[French tranlation under the title: “Journal d’'un agent seddix ans dans la CIA’ (Seuil 1976).

AMARAL (L.A.N.), BULDYREYV (S.V.), HAVLIN (S.), LESHHORN (H.), MAASS
(P.), SALINGER (M.A.), STANLEY (H.E.), STANLEY (M.H.R.) 197: Scaling
behavior in economics. |. Empirical results for companywgio Journal de
Physique | France 7,621-634.

ARENSON (K.W.) 1979: Worries of mortgage trading. Self-regulation urgency
grows.New York Times 7 November 1979 p. D1 and D17.
[A recapitulation entitled “How mortgage-backed secusitirk” signals two possible problems: (i) Mort-
gage bankers contract with Wall Street investment firms ficdtsem a pool of mortgages in 4 months. If
for some reason activity slows down in the housing markeg thay not be able to supply the planned
mortgages. To make sure that enough mortgages are sold $e bawyers it is tempting to soften standard
requirements (i.e. no downpayment or no-documentationslo@) There is a similar problem at the other
end in the sense that no down payments are required for thstorg (insurance companies, credit unions)
who buy mortgage-backed securities. If for some reasongloy their purchases Wall Street investment
firms will not be able to sell their packages and will incur hn'gses]

BAK (P.) 1996: How nature works: the science of self-organized critigaffipringer-
Copernicus. New York.

BEER (S.) 2003: “Bound” to cooperate. Austria’s little-kmo intelligence commu-
nity since 1945. The Journal of Intelligence History 3,1319

BERG (E.N.) 1984 Rise of a national mortgage market. Trading home loans draws
billions in new funds. Uniform [interest] rates emerddew York Times 22 Jan-
uary 1984, Section 3 (Business).

[The article shows that in 1983 the secondary mortgage métkeugh which mortgages are resold as
securities) was already well developed: the percentagewfamd old mortgages resold as securities repre-
sented 60% of new mortgage Ioa}‘ns.

BLECK (M.E.) [no data]: Starship history. (8 pages)



References 127

[Available on the Interne}.

BOUCHAUD (J.-P.), POTTERS (M.) 2000Theory of financial risksCambridge
University Press. Cambridge (to appear).

BRYCE (R.) 2002: Pipe dreams. Greed, ego and the death ohERtlic Affairs.
New York.

CALOMIRIS (C.W.), GORTON (G.) 1991: The origins of bankingmcs: models,
facts and bank regulation. in Financial markets and finhonoses, R.G. Hubbard
ed. University of Chicago Press. Chicago.

COCKETT (R.) 1994: Thinking the unthinkable. Think tanks and the economic

counter-revolution of 1931-198Blarper Collins. London.

COHEN (R.) 2000: Who really brought down Milosevic™New York Times 26
November 2000.

CONAN DOYLE (A.) 1914:The valley of fearA.L. Burt. New York.

CONLISK (J.) 1989: Three variants on the Allais example. Aican Economic
Review 79,3,392-407.

DEATON (A.), LAROQUE (G.) 1992: On the behavior of commodfyices. Re-
view of Economic Studies 59,1-23.

DEMORY (J.-C.) 1995:Georges Bidault 1899-1983ulliard. Paris.

FARMER (J.D.) 2000: Market force, ecology and evolutionurd@l of Economic
Behavior and Organization. (to appear).

GRANGER (C.W.J.) 1991: Reducing self-interest and impnguihe relevance of
economic research. Paper presented at the 9th Interna@ongress of Logic,
Methodology and Philosophy of Science. Uppsala (Swedegusiin991).

HARI (J.) 2009: The dark side of Dubai. The Independent 7 IA609.

[ Available online on the website of the newspaber.

HATTON (T.J.), WILLIAMSON (J.G.) 1998: The age of mass migration: causes
and economic impacOxford University Press. New York.

Herman (E.S.), Chomsky (N.) 1988: Manufacturing consehe political economy
of the mass media. Pantheon Books. New York.
[A French translation was published under the title: “La nfacture de I'opinion publique”. The books
convincingly proves that the American medias reflect thdatjpos of the Department of State. Such a
demonstration is very easy to make. As a matter of fact, istitfairly obvious that a similar claim can
be made for the medias of all industrialized countries? Rstance, the “Times” or the “Independent”
certainly reflect the positions of the Foreign Office esdictm issues that really matter for Britain.
A more unexpected observation is that in many countries thdias endorse the views of thikS Depart-
ment of Statexcept when they run directly against their own nationadrest. Thus, in 1957 the French
medias while subscribing to the anti-Communist stance @fState Department dissented on the the Alge-



128 References

rian problem]

JEGO (C.), ROEHNER (B.M.) 2006: White flight or flight from per¢y. Journal of
Economic Interaction and Coordination 1,75-87.

JOHANSEN (A.), SORNETTE (D.) 2000: The NASDAQ crash of AgDOO:
yet another example of log-periodicity in a speculativelidalending in a crash.
Cond-mat/0004263.

KARPOFF (J.M.) 1987: The relation between price changesiatting volume: a
survey. Journal of Financial and Quantitative Analysis22,09-126.

KELLY(M.), O'GRADA (C.) 1999: Market contagion. Evidencedm the panics of
1854 and 1857. Workpaper. Centre for Economic ResearcHirDdlo appear in
the American Economic Review.

KRUGMAN (P.) 1995: Dutch tulips and emerging markets. FoneAffairs 74,4
(Jul/Aug), 28-44.

KRUGMAN (P.) 1998: Asia: What went wrong. Fortune 137,4 (N23y 32-34.

KURIAN (G.J.) 1994: Datapedia of the United State€8ernam Press. Lanham
(MD).

LIESNER (T.) ed. 1989:0ne hundred years of economic statistics. United King-
dom, United States of America, Australia, Canada, Franeem@ny, Japan,
SwedenFacts on File. New York.

LUX (T.) 1995: Herd behavior, bubbles and crashes. The Brondournal 105,881-
896.

LATTIMORE (0O.) 1944: New Road to Asia. The National GeogriapMagazine,
Dec. 1944, p. 641-676.

LOCKWOOD (B.), MENDENHALL (H.H.) 1989: Operation GreylordBrocton
Lockwood’s Story. Southern lllinois Univ Press, Carbomddlhis is a narrative
of widespread bribery of judges; there were about 70 coiavistin that case., but
the undercover lawyer who reported the corruption was wntbtemain in the
area practicing law.]

LONGMATE (N.) 1974: The workhouse. Temple Smith, London.
[According to testimonies cited in this book, workhousepiirexl a real terror to poor people. They were
developed in their modern form following the law of 1834. sndar institution was introduced in Ireland
by the “Irish Poor Law” of 1838. It did not prevent thousanddrish people from dying of starvation in
the mid-nineteenth century.]

LUX (T.), MARCHESE (M.) 1999: Scaling and criticality in asthastic multi-agent
model of a financial market. Nature 397,498-500.

MACAULAY (F.R.) 1938: The movements of interest rates, bond yields and stock
prices in the United States since 18%¢ational Bureau of Economic Research.



References 129

New York.

MANDELBROT (B.B.) 1997: Fractals and scaling in finance: discontinuity, con-
centration, risksSpringer-Verlag. New York.

MANTEGNA (R.N.) 1991: Levy walks and enhanced diffusion inl&h stock
exchange. Physica A 179,232-242.

MANTEGNA (R.N.) 1999: Hierarchical structure in financialankets. European
Physical Journal B 11,1,193-197.

MANTEGNA (R.N.), STANLEY (H.E.) 1995: Scaling behavior ihé dynamics of
an economic index. Nature 376, 6 July, 46-49.

MANTEGNA (R.N.), STANLEY (H.E.) 1999: An introduction to econophysics.
Correlation and complexity in financ€ambridge University Press. Cambridge.

MASLOV (S.), ROEHNER (B.M.) 2003: Does the price multiplieffect also hold
for stocks? International Journal of Modern Physics C 141439-1451.

MATUSOW (H.) 1955: False withessCameron and Kahn, New York.

MITCHELL (B.R.) 1978: European historical statistics 1750-1978acmillan.
London.

MITCHELL (B.R.) 1982: International historical statistics: Africa and Asidew
York University Press. New York.

MITCHELL (B.R.) 1983: International historical statistics: the Americas and Aus
tralasia.Macmillan. London.

MONTROLL (E.W.), BADGER (W.W.) 1974:Introduction to quantitative aspects
of social phenomend&sordon and Breach. New York.

NASH (V.) 1900: The Great Famind.ongman, Green and Company. London.
[The title refers to the famine in India in 1900. It was one aiggeveral famines that occurred in India in
the late 19th century and the first half of the 20th centurg (#st one was in 1942-1943). The famine of
1900 took about 1.25 million lives in British districts. Fire whole of India the estimated death toll was
3 million. Relief was provided on the workhouse model in us&ngland and Ireland, which means that
Indian people had to break stones in order to get food.]

NEARING (S.), FREEMAN (J.) 1926:Dollar diplomacy. A study in American
Imperialism.George Allen and Unwin. London.

O’GRADA (C.),WHITE (E.N.) 1999: Who panics during panics¥idtence from a
nineteenth century savings bank. NBER Working Paper No 8851

O’ROURKE (K.H.), WILLIAMSON (J.G.) 1999: Globalization and history. the
evolution of a nineteenth-century Atlantic econoT Press. Cambridge.

OLIVEIRA (S.M. de), OLIVEIRA (P.M.C. de), STAUFFER (D.) 199 Evolution,
money, wars and computerfeubner. Stuttgart.



130 References

PARTNOY (F.) 2003:Infectious greed. How deceit and risk corrupted the findncia
markets.Profile Books. London.

PERSSON (K.G.) 1993: On corn,Turgot and elasticities: tmeof deregulation of
grain markets in mid-eighteenth century France. Scandindvconomic History
Review 1,37-50.

Phillips (K.) 2002: Wealth and democracy. A political history of the Americazhti
Broadway Books. New York.

PUTNAM (R.D.) 2000: Bowling Alone: The Collapse and Revival of American
Community.Simon & Schuster. New York.

QUID 1997: [An annual compilation of statistical dat@dited by D. Femy and M. Femy.
Robert Laffont. Paris.

RICHARDS (L.) 2008:Union-free America: workers and anti-union cultukéni-

versity of lllinois Press. Urbana (lllinois).

RICHARDS (L.) 2009: Richards on Witwer. Book review pubkshon the website

EH.NET (economic history) in June 2009.

ROEHNER (B.M.) 1995:Theory of markets. Trade and space-time patterns of price
fluctuations. A study in analytical economi&pringer-Verlag. Berlin.

ROEHNER (B.M.) 1997a: The comparative way in economicsappeaisal. Economie
Appliquée 50,4,7-32.

ROEHNER (B.M.) 1999: Spatial analysis of real estate prigelibes: Paris 1984-
1993. Regional Science and Urban Economics 29,73-88.

ROEHNER (B.M.) 2006: Real estate price peaks. A comparatezview. Evolu-
tionary and Institutional Economic Review 2,2,167-182.

ROEHNER (B.M.) 2007 Driving forces in physical, biological, and socio-economi
phenomena. A network science investigation of social bardk interactions.
Cambridge University Press, Cambridge (UK).

ROEHNER (B.M.) 2008 a:Relations between Allied forces and the population of
JapanWorking Report, LPTHE, University of Paris 6.
[The book is available in university libraries in China, Rea, Japan, the UK and the US. It can also be
downloaded from the author’s website at the following addre
http://www.Ipthe.jussieu.frtroehner/occupation.htmi]

ROEHNER (B.M.) 2008 b: Econophysics: challenges and presiién observation-
based approach. Evolutionary and Institutional Econoneici®v 4,2,251-266.

ROEHNER (B.M.) 20091nteraction maximization as an evolution principle for so-
cial systemsl ectures given in China and Japan in 2008. Working Repastj-In
tute for Theoretical and High Energy Physics (LPTHE), Ursity of Paris 6.

[Available at: http://www.Ipthe.jussieu.fdroehner/interac.html]



References 131

ROEHNER (B.M.), SORNETTE (D.) 1998: The sharp peak — flatgtopattern and
critical speculation. The European Physical Journal B 4,389.

ROEHNER (B.M.), SORNETTE (D.) 1999: Analysis of the phenoime of specu-
lative trading in one of its basic manifestations: postageng bubbles. Interna-
tional Journal of Modern Physics C 10,6,1099-1116.

ROEHNER (B.M.), SORNETTE (D.) 2000: “Thermometers” of spkative frenzy.
The European Physical Journal B 16,729-739.

ROGALSKI (R.J.) 1978: The dependence of prices and volumevidw of Eco-
nomics and Statistics 60,2,268-174.

SHILLER (R.J.) 1990: Speculative prices and popular mod&lsymposia on bub-
bles: third contribution. Journal of Economic Perspectidg?,13-101

SNOOKS (G.D.) 1993:Economics without time: a science blind to the forces of
historical changeMacmillan. Basingstoke (UK).

SNOOKS (G.D.) 1998Longrun dynamics: a general economic and political theory.
Macmillan. Basingstoke (UK).

SORNETTE (D.) 2000: Stock market speculation. Spontansgumnetry breaking
in economic valuation. Physica A 284,1-4,355-375.

SORNETTE (D.), JOHANSEN (A.), BOUCHAUD (J.-P.) 1996: Stoukrket crashes,
precursors and replicas. Journal de Physique | France4,15.7

STAUFFER (D.), SORNETTE (D.) 1999: Self-organized pertola model for
stock market fluctuations. Physica A 271,496-506.

STOCKMAN (D.) 1986:The triumph of politics: why the Reagan revolution failed.
G.K. Hall. Boston.

[David Stockman argues that the failure came from the fadtgpending (and in particular social spending)
was not reduced in proportion to tax reduction which creatédige public deficit. He acknowledges that
he was somewhat naive and failed to understand that the vglsbkeme was in fact a disguised way for
cutting tax rates on high income brackets. This explaingitleeof a long article “The education of David
Stockman” which appeared in the December 1981 issue of tigazivee “The Atlantic Monthly”.]

TAUCHEN (G.E.), PITTS (M.) 1983: The price variability-wohe relationship on
speculative markets. Econometrica 51,2,485-505.

WALLACE (H.A.), STEIGER (A.J.) 1946: Soviet Asia missionefal and Hitch-

cock. New York.

WITWER (D.) 2009: Shadow of the racketeer: scandal in organized labaiver-
sity of lllinois Press. Urbana (lllinois).

WOLFSKILL (G.) 1962: The revolt of the Conservatives. A loist of the American
Liberty League. Greenwood Press, Westport.

ZHANG (Y.-C.) 1998: Evolving models of financial markets.rBphysics. News



132 References

29,51.



