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FOREWORD

 Seemingly suddenly, in August  the 
US fi nancial markets came to a sudden stop. Although the fi rst signs of accumu-
lated diffi  culties became visible in 2006 when house prices peaked, in March 2007 
when debtors in the subprime mortgage market started to declare bankruptcy, 
and in July 2007 when big banks found that they could not sell originated loans, 
the credit crunch fi nally arrived in August 2007. Th e monetary authorities and 
mainstream economists were stunned. Th e crisis erupted in the subprime mort-
gage market and afterwards, as quick as lightning, it spread to other US fi nancial 
markets and markets worldwide. Th e real economy and export demand collapsed 
around the globe. Due to the collapse of export demand in developed countries, 
developing countries faced severe export volume contraction and decline in the 
terms of trade, especially in the case of commodity exporting countries. Also, in-
vestments slumped due to the cessation of previously abundant capital infl ows 
used to fi nance investment booms. Th e heightened risk aversion of investors gave 
rise to an excessive increase in risk premia, which spilled over into steep increases 
in interest rates charged on loans extended to developing countries’ business enti-
ties. Th e world economy entered an era of Great Recession.

Today, after seven years of one of the most severe global economic crises 
since the Great Depression, its eff ects are still unfolding. European countries are 
struggling to face budget defi cits and massive unemployment, while defl ation is 
menacing. Growth and fi nancial stability seem to be restored in the US, but the 
level of income inequality is reaching unprecedented heights. Eventually, the situ-
ations of emerging economies are diverse but remain unstable and fragile. Making 
a parallel with the 1930’s is tempting, with the gloomy prospects of the political 
and human tragedies history has taught us economic crises may trigger. Th e mod-
ern context, regarding fi nancial, economic, institutional, geopolitical and social 
aspects, is however singular and calls for renewed analyses.

Far from ensuring improvement in social conditions, the development poli-
cies implemented in emerging economies for decades, although subject to recur-
rent critics, have so far remained globally unchanged. Th ey sometimes partially 
succeed in promoting growth. But growth itself does not prevent instability nor 
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volatility and generates its own undesirable drawbacks and threats: inequalities, 
environmental changes, social protests, intolerance etc. Th ese are among the con-
sequences of “ideologically biased” economic policies, theoretically fl awed, and 
failing to incorporate institutional, social and human objectives.

Understanding the characteristics and challenges of today’s capitalism, dis-
cussing the perspectives and implications of development policies for emerging 
economies, call for an open and large debate. Complementary theoretical, meth-
odological and applied research contributions, as well as multidisciplinary ap-
proaches, are necessary. Th is LIMESplus special issue Financial Instability and 
Economic Development in Emerging Markets: Controversies and Critical Issues, 
aims to contribute to this debate.

Th e fi rst part of the special issue is entitled Financial instability: Old wine in 
an old bottle. Papers in this part point to the failures of the traditional economic 
theories of crises and development, as well as their related policy implications and 
propose alternatives. Th e papers by Faruk Ülgen, Christine Sinapi and Ognjen 
Radonjić defend theoretical approaches anchored in Minsky’s Financial Instability 
Hypothesis (FIH). Faruk Ülgen highlights the conceptual weaknesses of liberalized 
fi nance and endorses a Minskyan institutional approach of endogenous instability. 
Christine Sinapi revisits the Washington consensus debate and disputes interna-
tional institutions ability to learn from their own-though recognized-failures. She 
refutes their theoretical approach of institutional development and their (alleg-
edly) renewed policies of development. She advocates, instead, for a Minskyan 
approach of institutions. Ognjen Radonjić identifi es specifi c patterns of fi nancial 
crises in emerging economies. He advocates for a renewed theoretical apparatus, 
based on the FIH and adjusted to emerging economies. Further on, Marc Pilking-
ton in his paper puts forth paradigmatic failures of DSGE models and defends the 
need for a methodological change in the mainstream approach. Tanweer Ali and 
Eva Lebdušková analyze the austerity political discourse in the Czech Republic, 
which does not call into question the mainstream economic views.

Papers in the next part titled Catching- up traps: Sand in the gears of econom-
ic development focus on emerging countries, challenging the effi  ciency and success 
of their socio-economic development policies. Pritam Singh presents a critique 
of the traditional (Neo-classical, Keynesian and Neoliberal), Marxian and Green 
economic theories of development. He argues for an eco-socialist perspective as 
the most appropriated development perspective in the era of climate change and 
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global warming. Noemi Levy Orlik disputes the economic and social effi  ciency of 
fi nancialization and neo-mercantilist policies in Latin America, which she associ-
ates with failed growth and income inequality. Christine Ngoc Ngo analyses the 
results of the Foreign Direct Investment-based industrial policy in the Vietnam-
ese motorcycle industry, from a rent seeking perspective. She sees these policies 
as largely unsuccessful. Dušan Mojić argues that the socio-economic challenges 
related to youth employment in the economic transition of Serbia have failed to 
be addressed.

As the world becomes more and more integrated and thus interdependent, 
need for penetrating analysis of controversial issues such as fi nancial instability 
and economic development in emerging markets becomes more urgent. We hope 
that the nine papers in this issue of LIMESplus revealed a fresh perspective on 
economic problems faced by emerging markets in their everyday struggle to earn 
their place in the sun.

Ognjen Radonjić
Christine Sinapi
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LIBERALISED FINANCE 
AND INSTABILITY: 
“Does It Drop Out as 
a Matter of Logic”?

Th is article seeks to bring out the conceptual weaknesses of the assertion 
that free market mechanisms and liberal fi nancial structures are necessary 
conditions for economic growth and stability, and to draw implications 
regarding fi nancial regulatory policies required for the systemic viability. 
In this aim, it studies the very characteristics of a capitalist economy 
as a monetary economy and suggests an institutionalist analysis of the 
hypothesis of endogenous fi nancial instability of Hyman P. Minsky. Th e 
process of fi nancial liberalisation since the late 1970s led economies to 
a speculation-based accumulation regime. However, the sustainability 
of such a regime reveals to be extremely fragile since it suff ers from the 
confl ict of interest, fallacy of composition, absence of macroeconomic 
vision and lack of consideration of the interconnectedness among market 
actors. Th erefore these pitfalls of free and decentralised markets must be 
addressed towards collective rules and principles if one would prevent 
them from continuously resulting in systemic fi nancial turmoil.Th e main 
implication of such an analysis is that tough macro-prudential regulatory 
reforms must be implemented in order to create public-led supervision 
systems in which social effi  ciency should replace the individual economic 
effi  ciency criterion and lead policies to prevent speculative banking and 
fi nance and direct markets towards system-consistent behaviour.

Keywords: Economic stability, fi nancial liberalisation, institutional analysis, 
Minsky, regulation
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Introduction

 The standard economic theory usual-
ly asserts that market mechanisms are globally able to lead economy to higher 
growth paths and are also “naturally” framed to self-adjust in case of cumulated 
disequilibria and possible crises. According to this consensus, fi nancial markets 
and institutions have been liberalised in major economies from the 1980s and 
this has resulted, in 2007–2008, in a large and long-lasting crisis, started in UK 
and US bank and fi nancial markets, and widened since then to a large part of 
the world economy and gone beyond the fi nancial sector. Th is crisis put whole 
sectors of the economy in bankruptcy and people in employment, transforming 
public fi nances into insoluble defi cit holes. In the wake of such an economic and 
social catastrophe, this essay seeks to bring out the conceptual weaknesses of the 
assertion that liberal fi nancial structures are necessary conditions for economic 
growth and stability, and to draw implications regarding fi nancial regulatory poli-
cies required for the systemic viability. In this aim it suggests a specifi c study of the 
very characteristics of a monetary capitalist economy through an institutionalist 
approach that relies on the hypothesis of endogenous fi nancial instability of Hy-
man P. Minsky.

Th e major implication of such an analysis is that beyond the standard eco-
nomic theory of neutral money and equilibrium-related fi nance approaches, mon-
etary and fi nancial policies must actively be directed through the criteria of social 
consistency of economic structure and actions. Such a political orientation re-
quires tough macro-prudential alternative regulatory reforms to be implemented 
in order to tame speculative short-sighted fi nance and to create public-led super-
vision mechanisms. Such mechanisms should rest on collective-objectives based 
fi nancial policies that might limit or block speculative banking and direct markets 
towards fi nancing needs of long-term activities able to create employment and 
sustainable wealth. Sustainability means here that the process of creation of wealth 
is compatible with social objectives (poverty reduction, employment enhancing), 
environmentally acceptable, not harmful to the continuity of life on earth for fu-
ture generations, etc. It then appears that the after-2007 crisis (market-friendly) 
regulatory reforms keep diffi  culties and their sources unscathed, and the assump-
tion that self-interest based self-regulation would lead fi nancial system to Pareto-
optimum remains the dominant theoretical and political motto.
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To assess the relevance of such assumptions, the article is presented through 
three sections. Th e fi rst section recalls the basic assertions of the liberal approach 
to the functioning of capitalist economy. Th ese assertions are then opposed to the 
monetary nature of capitalism in order to draw attention to the distinctive char-
acteristics of monetary and fi nancial relations in market economies. Th e second 
section maintains that with respect to those characteristics, liberalised fi nancial 
markets do literally function on the razor’s edge –highly dependent on stabilising 
public relief as it is argued in the Minskyian fi nancial instability hypothesis and 
in institutional analyses that point to the malfunctioning of fi nancialised capital-
ism. Th e third section then points to some basic institutionalist principles for an 
alternative and system-consistent regulation in order to reduce, if not to prevent, 
systemic fi nancial instabilities and to give more chance to job-creating productive 
activities.

Free Effi  cient Markets Equilibrium Versus Monetary 
Capitalism

Effi  cient market hypothesis and real economic equilibrium features are in-
consistent with the characteristics of a monetary capitalist economy. Th erefore 
they cannot lead to an appropriate understanding of the working of such an econ-
omy and give valuable directions for its governance. Furthermore, the “natural” 
evolution of capitalism through more and more liberalism and fi nancialisation 
make that one cannot deal with the problems of our modern economies by using 
the hypotheses and tools of the equilibrium economics.

Consensual macroeconomic models usually assert that free market econo-
mies could evolve through a globally sustainable growth path thanks to the spon-
taneous effi  ciency of market mechanisms. To give some examples to this stance, 
widely shared by scholars and spread by offi  cial institutions and policy makers 
throughout society, in the Annual Reports of the Council of Economic Advisers 
transmitted to the Congress in 1991 and 2004 (to quote but a few) together with 
the Economic Report of the President of the USA, one can read: “In the U.S. econ-
omy, free markets fuel and direct the process of economic growth. Market forces 
in the fi nancial sector channel savings into growth-enhancing investment oppor-
tunities; these forces both reward and encourage entrepreneurship- the economy’s 
sparkplug. Th e fl exibility of the market-based U.S. economy both increases its re-



Faruk ÜLGEN Liberalised Finance and Instability…

14

silience in the face of disturbances and enhances its ability to make the most of 
new opportunities” (Economic Report 1991, 22). It is also maintained that: “An 
important reason for Americans’ high standard of living is that they live in a free-
market economy in which competition establishes prices and the government en-
forces property rights and contracts. Typically, free markets allocate resources to 
their highest-valued uses, avoid waste, prevent shortages, and foster innovation” 
(Economic Report 2004, 149).

Romero de Avila (2003) states that in the case of the European Union, lib-
eralization of capital controls has mainly aff ected growth through improvements 
in the degree of effi  ciency in fi nancial intermediation. In the same vein, Schleifer 
(2009, 135) argues that: “(…) economics got the right answer: free market policies, 
supported but not encumbered by the government, deliver growth and prosper-
ity”.Th e book edited by Balcerowicz and Fischer (2006) put to the fore the same 
theoretical and political position.

Whatever their precise theoretical direction those assertions rest on non-
monetary models (i.e. mainly on Walrasian-like competitive markets assumptions 
and subsequent real equilibrium conditions). Whatever their scope, general equi-
librium or partial equilibrium, they do not (cannot) deal with money and monetary 
issues.1 Consequently, they do consider fi nance as a simple matter of equilibrium 
through loanable funds market where price mechanism could lead demand for 
investment to meet supply of savings and result in a steady-state through a fi nal 
equilibrium price (interest rate) without public intervention. Th is assertion gained 
strength in the last four decades and led to the implementation of economy-wide 
liberal policies. Th ese policies modifi ed the stance of monetary policies and the 
structure of fi nancial markets. Th is mainstream wisdom is obviously related to the 
neoclassical equilibrium model since its core assumption is the effi  cient working 
of market price mechanism leading to economic effi  ciency. It should also be noted 
that market effi  ciency is assumed to result in social effi  ciency as it is thought as a 
relevant way of guaranteeing a Pareto-optimal social outcome. I call this theoreti-
cal stance the New Consensual Th eory (in the line of Arestis, 2009) that implicitly 
or explicitly admits the free market effi  ciency paradigm, developed at the origin 
by Eugene Fama, among others. Two major assertions can be drawn from the New 
Consensual Th eory about the fi nancial markets and the liberalisation process. Th e 

1  For some alternative theoretical conceptions of a monetary economy, see, among others: 
(Ülgen 2013a).
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fi rst is that free markets are able to self-adjust in case of disequilibria. And the sec-
ond is that private and decentralised self-regulation mechanisms are more effi  cient 
than any other public regulation. Such assumptions result in new monetary and 
fi nancial policies, from the late 1970s, through mainly two directions:

the sharp separation between the government and the central bank (the • 
so-called independence of central banks) taking monetary policy away 
from governments and entrusting it to the anti-infl ation policies of central 
banks;
the deregulation of fi nancial markets in favour of micro-prudential su-• 
pervision mechanisms letting banks and other private agencies (such as 
rating agencies) provide assessment on markets fi nancial activities. Th ere-
fore, the state and its agencies reduce their roles and presence in markets 
and implement market-friendly incentives policies instead of restrictive 
supervision.

Th is choice rests on a political will that leaves no room for specifi c analysis 
of insolvency and illiquidity concerns in a capitalist economy since shocks and 
crises are assumed to come from the outside as surprises or accidents mainly due 
to some bad individual behaviour and not to the malfunctioning of markets. It is 
advocated that the relevant institutional framework should rest on good “market-
friendly” institutions and related incentives to cope with exogenous shocks. Th is 
assertion maintains that fi nancial liberalisation (including capital account liberali-
sation) generally plays a stabilising role since it would enhance the opportunities 
for smoothing out the eff ects of real shocks and promote competition and effi  -
ciency in the fi nancial sector. Th e example of advanced countries is used to indi-
cate the right direction for emerging and developing countries in their process of 
development towards effi  cient market capitalism. In this direction, many emerg-
ing economies have experienced monetary fi nancial crises in the 1990s and 2000s 
that have been interpreted by orthodox economists as problems of transition and 
bad public management (for a synthesis of diff erent approaches developed on this 
topic, see Ülgen 2013b). However, in the wake of the 2007 crisis, this theoretical 
and political direction seems to be inconsistent with regard to the characteristics 
of fi nancialised capitalist economies since advanced and “fi nancially developed” 
market economies did not reveal to be spontaneously self-equilibrating systems of 
individual decisions. Instead of stability, advanced as well as emerging economies 
have experienced cumulative imbalances and several recurrent systemic crises. In-
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stead of sustainable growth, economies have had (and continue to have) recession 
periods. But without any structural change of economic policies that have failed to 
give economies a sustainable growth path in the period preceding the 2007-crisis, 
most economies implement to date conservative policies to fi ght against increas-
ing (crisis-related) public defi cits. And last but not least, increasing and persistent 
unemployment dominates at long run and lets capitalism put pressures on wage 
negotiations and tame social claims.

Unfortunately, even after the 2007 systemic meltdown theories and policies 
remain fundamentally the same however with some cosmetic modifi cations in or-
der to calm public ardour down. As the result of liberal fi nance disease, lethargy 
comes into the picture as a lack of interest in searching for structural alternatives 
since policy decisions transform into a defi ciency in relevant economic alertness 
and activity. Th e economic theory behind this stance is powerless to suggest a 
relevant alternative to its own futile beliefs because there is no room, in real eco-
nomic equilibrium theory, for specifi c analysis of sophisticated fi nancial struc-
tures and related insolvency concerns that a capitalist economy can generate in 
its own evolution. So, such a theoretical and political direction is irrelevant with 
regard to the characteristics of capitalism which is a monetary economy where real 
equilibrium has no meaning and where treating money as a secondary variable (a 
mere veil) without any long-term infl uence over real variables results in poor and 
weak understanding of capitalism that prevents any relevant attempt to improve 
its working.

From this perspective, three major systemic features of capitalism can be 
specifi ed.

1)  Th e fi rst feature is the monetary nature of capitalism. Capitalism is a 
monetary economy such that monetary and fi nancial structures, rules, 
relations regulatory design, related policies, incentives, etc. do mat-
ter more than any other concern in the working of the economy. Pri-
vate agents’ decentralised decisions and actions rely on these rules and 
mechanisms. Actually, in capitalist economy economic activities rest on 
private/decentralised decisions that depend on debt relations involv-
ing bank credit and fi nancial intermediation. Th e debt-fi nancing proc-
ess relies on private units’ expectations about the future (but uncertain) 
profi ts. In such a process money has a peculiar nature: it is ambivalent 
and transversal.
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Money is ambivalent because it rests both on private units’decisions and 
non-private/public rules. It is created through private and decentralized 
decisions of banks (which grant credit without having previously accumu-
lated savings in their hands) and entrepreneurs (which ask for fi nancing 
of their projects that are related to an uncertain future as the demand for 
their products is not yet –usually- expressed in markets). Th is relation is 
entirely based on profi t expectations of involved parties but it involves 
indirectly whole society (through the employment level that it would gen-
erate, the wage revenues that it would create and the indebtedness that 
it would imply). At the same time, it is obvious that the general validity 
and use of money as a unit of account (the common economic language 
of society as established and given for everybody and admitted by each 
member of the community of payments), a means of payment (to be used 
and then accepted by all agents and markets) and as a general means of 
settlement (money is also used to repay debts among private agents. It is 
the only general means of payment in full discharge) depends on non-in-
dividual, system-wide and system-valid public rules (Ülgen 2013a).
Parallel to this, money is also transversal because all economic transac-
tions rely on monetary relations; economic projects and expectations are 
established in monetary terms and implemented in the whole economy 
involving more or less every citizen. Th at is why: “Monetary and fi nancial 
problems do structurally matter to all other sectors through the changes 
of strategies of the credit-money providers (banks) and fi nancial inter-
mediaries. Hence, changes in money/fi nancial markets aff ect the whole 
economy irrespective of decision units which are or are not involved in 
debt relations” (Ülgen 2014b, 263).

2)  Th e second feature of a capitalist economy is its social and institutional 
complexity. Capitalism is a complex society since its structure rests on 
multiple and diversifi ed institutional framework the consistency of which 
is continuously submitted to numerous pressures. Its evolution then re-
lies on the consistency of institutional patterns that shape private/public 
behaviour and systemic stability.

3)  And third, the continuity of capitalism lies in the possibility of system-
ic viability. Th is latter can be defi ned as the capacity/ability of an eco-
nomic system to deal with systemic crisis situations that threaten the 
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continuity of the established order without being obliged to call its ma-
jor principles, rules and values into question. Viability is eminently a 
macro-concern.

Th ose features are mainly related to systemic characteristics of the economy 
and cannot be thought throughout private-objectives-related micro units’ deci-
sions or separate/decentralised market mechanisms.From this perspective, money 
stands in the middle of society as a social institution, a set of social rules that let a 
market-like capitalist economy work in a quasi-decentralised way. It appears, in-
deed, that capitalism as a monetary economy rests on private/decentralised deci-
sions which in turn rely on debt relations, peculiarly between banks and entrepre-
neurs which are the main dynamic factors of the production machine. Obviously, in 
a private-initiative/decisions based economy such as capitalism, the debt-fi nancing 
process depends on private units’ expectations about the future (but uncertain) 
profi ts, revealing the non-ergodic character of the economy. In such a process, 
monetary relations are the basis of economic activity and decisions and involve di-
rectly (people who are included in the decision and action process, employees and 
employers, for instance) or indirectly (people who can or cannot fi nd a job, people 
who depend on the economic decisions of the others, of state, etc.) everyone into 
the economic process resting on monetary and fi nancial relations provoked by 
some economic agents. At the same time, the viability of the capitalist accumula-
tion process lies in the systemic possibility to validate the debt structure by the 
realisation of expected profi ts. However, in such a non-ergodic economy there is 
no guarantee to validate the societal compatibility of separate decisions/actions 
such as a general socially effi  cient equilibrium can be reached. Hence, the working 
of the economy requires some collective rules and mechanisms to organise and to 
guide private actors’ strategies with respect to systemic viability.

Instability of Liberal Financialised Capitalism: Basic Pitfalls

In capitalism, given the aforementioned features of the monetary econo-
my, some particular facts point to endogenous instability when fi nancial systems 
are largely liberalised and public supervision weakened.Th ereafter three facts are 
brought to the fore as some of the major basic pitfalls of a liberalised fi nance-
based capitalism: confusion between two separate activities (fi nancial intermedia-
tion and rating of fi nancial activities) that generates confl ict of interest, fallacy of 
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composition and interconnectedness among actors and markets. When a tightly 
organised and constrained public regulatory intervention is absent, those facts 
become dominant over society and prevent the working of markets from reaching 
social optimum and often result in systemic crises. 

1)  First of the basic pitfalls of liberal fi nance is related to the massive sub-
stitution of private evaluation mechanisms to public regulation of pri-
vate fi nancial activities. Banks are encouraged to proceed to the control 
and evaluation of their own fi nancial positions and soundness of their 
balance-sheet through their own models of risk assessment (Internal Rat-
ing Based, IRB). Th ey are also invited to entrust rating agencies to assess 
“objectively” the soundness of their balance-sheet. Th is provokes de facto 
huge confusion between two activities that must absolutely be separated: 
to rate (rating agencies’ job) and to be rated (banks’ and fi nancial inter-
mediaries’ legal duty). Th e problem lies in the fact that the rating agency 
is a profi t-seeking private economic institution through this job of rating/
assessing the soundness of its client’s (bank or fi nancial intermediary) en-
gagements while it has also to advise (which is a second profi t-seeking job) 
the same client when this latter tries to imagine, design and market new 
fi nancial products and services. Th e elaboration of various categories of 
credit and their evaluation are relied on the permanent intervention of 
agencies as technical and commercial advisers of banks. Furthermore, Sy 
(2009) shows that the principle of self-regulation, through private rating 
agencies, involved themselves in the market activities of banks, generates 
a pro-cyclical movement as it fuels the expansion of fi nancial markets and 
operations during the periods of euphoria and abruptly stops asset price 
increase during the periods of turmoil.

2)  Second, decentralized markets evolve through fallacy of composition 
which relates to the confusion between micro-rationality and macro-
consistency. Th e sum of individually rational/effi  cient decisions does not 
obviously give an optimal economic system. In other words, individual 
economic effi  ciency does not obviously mean social effi  ciency (optimal 
society). With regard to this argument and in a Keynesian vein, Minsky 
(1991) points to the fragile posture of micro-rationality and subjective 
probabilistic risk calculations that ignore the true nature of the world. 
Th is means that there is no automatic bridge between micro-rationality 
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and macro-consistency of economic decisions. In this sense, even if micro 
behaviour can subjectively transform uncertainty into risk in the private 
decision process, this does not reduce potential systemic instability at 
a macroeconomic level. Rational micro decision units cannot deal with 
system-wide macro concerns which are beyond the individuals’ capacity 
of forecasting and acting but which are also generated by the addition of 
separate and uncoordinated actions. It then appears that there is a crucial 
diff erence between micro-rationality and macro-stability. Th is diff erence 
is between what it seems to be effi  cient at individual level and what would 
be effi  cient at the whole society level. 

3)  And third, in open and globalised free economies there is strong inter-
connectedness between actors and markets. Th e interconnectedness is a 
macro concern while self-regulation is only based on individual evaluation 
and capacity. Th us microeconomic behaviour may generate multi-lateral 
eff ects, chain reactions in numerous markets. Decentralised individual 
decisions not only contribute to the accumulation of systemic fragilities 
but they may also be pyromaniac (and no panic-proof ) in face of distress. 
Th is calls for a specifi c analysis of modern fi nancial systems as a complex 
network structure to understand contagion phenomena and various chan-
nels of crisis transmission.

From the perspective of those pitfalls in liberalised-fi nance-dominated capi-
talism, light can be shed on some implications for systemic stability through the 
opposition between micro/self-regulation and macro-prudential regulation. Mi-
cro/self-regulation deals with factors that aff ect the soundness of individual insti-
tutions, mainly resting on self-monitoring and legal incentives to assure the regu-
lar disclosure and accountability, rating agencies and banks’ own IRB models, but 
inevitably it provokes confl ict of interest issues as emphasised above. Whatever the 
supervision mechanisms implemented by public authorities over micro decision 
units, in a micro/self-regulation schema the incentives fail to prevent short-sighted 
individual behaviour that relies on the limited horizon of decentralised private ex-
pectations and strategies. On this issue, Minsky’s Financial Instability Hypothesis 
(FIH) may off er a relevant alternative approach in order to characterise the major 
weaknesses of the liberal fi nance (Palley 2009; Wray 2012). It may also allow to 
focus on some basic principles for consistent reforms that could aim at strength-
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ening the organisation and working of fi nancial systems and reducing systemic 
welfare-destroying crises.

Minsky (1982; 1992) explicitly relates fi nancial instability to the character-
istics of capitalism and states that fi nancial instability and a capitalist economy 
with expensive capital and sophisticated fi nancial system go together. Related to 
the issue of fi nancial instability of capitalism, Ülgen (2014a) notes the relevance 
of the institutionalist Minsky-Schumpeter connexion since Schumpeter (with his 
analysis of the rise of reckless fi nance) and Minsky (with his endogenous fi nancial 
instability as the rise of the turmoil after the calm) both study capitalism as an in-
stitutionally framed evolutionary process along with unstable fi nancial dynamics.
Such an approach is fi rmly related to some institutionalist principles. Institutional 
economics explicitly gives government an interventionist role as a developer of 
industrial and technology policies. Following this, the emphasis might be put on 
the role of government as a developer of relevant fi nancial regulatory structures 
in monetary economies.

Monetary and fi nancial rules and markets continuously call for socially 
guided and controlled institutions in order to make capitalism as sustainable as 
possible with regard to the pitfalls of the working of decentralised markets and 
subsequent endogenous fi nancial instability. As stated above, this is mainly related 
to the peculiar nature of money which is ambivalent and transversal. Th erefore, a 
relevant alternative analysis of the working of monetary capitalism and its insta-
bility concerns can be expected through a specifi c institutionalist approach that 
should put the emphasis on the issue of social consistency of market institutions 
and regulatory framework with regard to the stability and viability of the economic 
system.

Relevant Regulatory Design: An Institutionalist Appraisal

Institutions can be defi ned as the rules that intend to structure social in-
teractions (Hodgson 2006), to make relations among people sustainable in order 
to allow society to evolve in a coherent way and to make ordered decision and 
action possible by framing human activities in a consistent way. Ostrom (2010) 
suggests a polycentric governance approach to complex economic systems while 
North (2000) identifi es the economic and political structure of a country as a com-
plex set of rules, norms, conventions and beliefs that serve to organise society. 
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Consequently, confronted with recurrent disequilibria or systemic turmoil, it is 
relevant to search for innovative alternative institutional forms to frame and guide 
the economy in socially desirable directions. Minsky (1982; 1992) also argues that 
economic evolution depends upon institutions, usages, and policies and they are 
closely related to the impact of alternative institutional specifi cations. 

To put this stance into perspective with regard to the 2007 fi nancial crisis, 
one can remark that from the 1970s–1980s, a specifi c institutional environment 
(fi nancial deregulation-liberalisation-micro/self-regulation) comes into the picture 
and replaces previous restrictive state/public control mechanisms. Th is leads ac-
tors and markets to imagine and implement new strategies that mainly rest on 
the fi nancial intermediation process encouraging short-term speculative activities, 
transactional banking and securitisation operations contrary to the bank-credit 
based long-term productive activities fi nancing process of the after World-War 
II period. Th is evolution feeds a new regime of accumulation, based on specu-
lative fi nancial gains and transforms fi nancing relations into Ponzi schemes à la 
Minsky. From 2003 (after the dotcom burst of the early 2000s) till 2007 crisis, the 
economy turns out to be a bubble environment, based on real-estate-related debt 
leveraging in search of capital gains, sustained by the continuous rise of land/
home prices. Th anks to fi nancial innovations and loose regulation, the new ac-
cumulation regime result in money manager capitalism and dominates society’s 
economic perspectives and expectations (Minsky 1991). Economic development 
is then entrusted to a non-job-creating but short-term fi nancial gains producing 
speculation industry.

Th e private-interest based regulation argues that constrained and restrictive 
regulation over fi nancial systems cannot enhance fi nancial soundness. It maintains 
that supervision mechanisms must encourage private monitoring of banks through 
sound contract enforcement systems. In case of fi re, central banks and govern-
ments must intervene to calm down panic behaviour. However, as the diagnosis of 
the crisis is not robust in this kind of approach - that fundamentally rests on the 
belief of well-working of free markets -, the cure is not sustainable. As analysed 
in Kregel (2009) and Wray (2012), the 2007 crisis is seen as a temporary liquidity 
crisis and central banks intervened through quantitative easing programs without 
regarding the structural weaknesses of liberalized speculation-oriented fi nancial 
systems.Even in the aftermath of the worldwide catastrophe, “new” regulations 
aim at “patching up” the malfunctioning of existing rules rather than to deal with 
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structural issues and let huge diffi  culties (for instance, the European Union’s crisis 
and world-wide economic recession) last for several years without being able to 
open up new horizons for economies.

Minsky’s fi nancial instability approach and institutionalist social control 
theory resting on the key role of public institutions in economic development are 
serious alternatives to this lethargy and advocate that policies must aim at sup-
porting sustainable economic activity. Institutionalist analysis indeed brings to 
the fore the crucial importance of monetary/fi nancial relations, the central role 
of institutions and institutional change in shaping economic evolution and the 
issues related to systemic stability/viability through collective action as developed 
in the works of Mitchell, Veblen and Commons, among others (see Ülgen 2014b 
for an in-depth analysis on this assertion). Such an alternative puts the emphasis 
on the failures of markets and of neoclassical incentive mechanisms to deal with 
macro-stability concerns. It maintains that the stability of the fi nancial system is 
a public good which must be produced and managed through macro-regulatory 
frameworks. It is worth noting that systemic problems are the cumulative results 
of individual actions that imply collective actions since individuals’ capacities are 
limited to their own interests and micro knowledge. As systemic problems resolu-
tion generates social advantages which are superior to private advantages and as 
every private individual unit would benefi t from the resolution of such problems 
even if she/he does not contribute to any eff ort by her/himself, the reduction of 
system-wide threats requires an enforceable system-wide regulation. As stated in 
Ülgen (2015), such regulation is obviously related to two principles. First, mon-
etary/fi nancial stability has a peculiar status as a kind of specifi c collective good 
since it concerns the whole society and its viability conditions. And second, mon-
etary/fi nancial stability cannot be “produced and consumed” according to decen-
tralized and anonymous market mechanisms but calls for public intervention that 
must play the role of referee and stand outside of the private market relations in 
order to organise, supervise and regulate capitalist monetary and fi nancial system. 
Minsky (1982) wisely argues that the central bank should use its monetary powers 
to guide the evolution of fi nancial markets in directions that are compatible with 
fi nancial stability in the longer run rather than improvise controls that put out fi res 
but which let the underlying market situation unchanged.

Th e endogenous nature of fi nancial instability in capitalist economies makes 
relevant the policies that aim at sustaining domestic economic activity and central 
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banks that act as social organizers of fi nancial markets. Such an alternative ap-
proach especially rests on the key role of public institutions in economic develop-
ment as the organisers of monetary and fi nancial systems in an alternative way. 
Th is alternative consists in framing market economies through the visible hand of 
the public power. It calls for more rigorous bank supervision and tighter regula-
tion of fi nancial markets that must be designed and implemented at the systemic 
and global level in coherence with endogenous instability of monetary capitalist 
economies.

With regard to those assertions, one may wonder how the lost reputation 
in the economics could be regained after several decades of worldwide disaster. 
First, one should begin by abandoning the wrong, doctrinal, unscientifi c neoliberal 
beliefs of socially and economically effi  cient free markets and selfi sh individual 
strategies. Second, if one would continue to live in a free enterprise society, one 
should sustain societal effi  ciency-seeking public interventions aiming at making 
decentralised individual decisions and actions socially consistent according to 
collective objectives: “Re-regulation cannot therefore lie in some improved con-
trol devices of actors’ behaviour in a liberal environment. It must be founded on 
alternative principles to cut fi nancial markets’ ardour down and push them to 
adopt less speculative strategies. Th at means, at least, the prevention of speculative 
positions through new regulatory rules, for instance by separating the fi nancial 
intermediation and the traditional – productive system fi nancing – bank activi-
ties. ‘Finance to fi nance’ and ‘fi nance to produce’ must be distinguished” (Ülgen 
2014a, 272–273).

Th is alternative paradigm is fed by various heterodox approaches such as Post 
Keynesian theories, evolutionary models and institutional economics. Groenewe-
gen and Van der Steen (2007) maintain that contrary to traditional mainstream 
economics which claims a role for government only in the case of market failures, 
(Original) Institutional Economics explicitly gives government an interventionist 
role as a developer of industrial and technology policies. Following this, the em-
phasis must be put on the role of government as a developer of fi nancial regulatory 
structure of monetary economies. Th is role is a crucial one as money and fi nancial 
structure (relations, markets, rules) are the cornerstones of capitalism.
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Conclusion

Th rough a Minskyian and institutionalist analysis, this article argued that 
neoclassical-equilibrium-based liberal models cannot consider, by defi nition, 
problems lying in the very characteristics of monetary capitalist economies. Th ose 
models rest on micro/self-regulation paradigm and advocate highly liberalised fi -
nancial economy. Th e implementation of such a paradigm since the late 1970s led 
to a speculation-based accumulation regime. However, the sustainability of such 
a regime is extremely fragile because it suff ers from the confl ict of interest, fallacy 
of composition, absence of macroeconomic vision and lack of consideration of the 
interconnectedness among private actors. Th ese pitfalls indicate that individual 
actors cannot take into account systemic instability concerns since those concerns 
are beyond their capacity of decision and action. Th erefore those liberal-markets 
related weaknesses must be addressed towards collective rules and principles if one 
would prevent them from continuously resulting in systemic fi nancial turmoil.

Consequently, two major features that characterise the liberal fi nance have 
to be ended in order to make capitalist economy a bit viable: the domination of 
self-regulation over the prudential public supervision of fi nancial systems and the 
domination of the micro-prudential approach over any macro-prudential frame-
work of fi nancial markets. Th ose propositions result in a social effi  ciency paradigm 
that could replace the free markets effi  ciency belief in favour of societal sustain-
ability to cope with crisis-provoking capitalist fi nance evolution and its destructive 
consequences. It is then obvious that the redesign of the regulatory framework is 
more than a simple intellectual matter of debate and requires strong voluntarist 
policies to give fi nancial markets more positive supportive role in economic evolu-
tion. Financial stability depends mainly on the capacity of consistent organisation 
of fi nancial systems with regard to monetary and fi nancial imbalances coming 
from behaviour and expectations of diverse participants before they are trans-
formed into a systemic crisis. Th at calls for modifi cations in the institutional struc-
ture of fi nancial markets. Stronger macro-prudential regulation framework must 
be designed instead of market-friendly micro-prudential regulation and must aim 
at preventing short-sighted speculative activities and broadening sound fi nance 
to sustain productive activities. Minsky wisely maintains that “For the viability 
of economic relations, we have to imagine a good fi nancial society in which the 
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tendency by business and banks to engage in speculative fi nance is constrained” 
(1982, 69).
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Rezime:
Liberalizovane fi nansije i nestabilnost: „Da li je logički gledano 
to očigledan zaključak?”

Rad ima za cilj da iznese na videlo konceptualne slabosti tvrdnje da su 
slobodni tržišni mehanizmi i liberalne fi nansijske strukture neophodni uslovi 
za ekonomski rast i stabilnost, i da na osnovu toga preporuči promene u po-
gledu fi nansijske regulatorne politike koje je neophodno sprovesti u delo radi 
obezbeđivanja sistemske održivosti. Sa tim ciljem proučavaju se karakteristike 
kapitalističke ekonomije kao monetarne ekonomije, i predlaže se instituciona-
listička analiza hipoteze endogene fi nansijske nestabilnosti Hajmana P. Min-
skog. Proces fi nansijske liberalizacije od kasnih sedamdesetih godina prošloga 
veka vodio je ekonomije do režima akumulacije zasnovanog na spekulacijama. 
Međutim, održivost takvog režima počiva na krhkim osnovama jer se zasniva 
na sukobu interesa, kompozicionoj zabludi, odsustvu makroekonomske vizije 
i nedostatku brige o povezanosti među tržišnim akterima. Zato se ove zamke 
slobodnih i decentralizovanih tržišta moraju rešavati prema opštim pravilima i 
principima, kako bi se sprečilo kontinuirano fi nansijsko previranje. Glavna im-
plikacija ove analize je neophodnost sprovođenja korenite makroprudencijalne 
regulatorne reforme, u cilju stvaranja javnih sistema nadzora u kojima društve-
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na efi kasnost treba da zameni kriterijum individualne ekonomske efi kasnosti, i 
tako dovede do politike kojom se sprečavaju spekulativno bankarstvo i fi nansi-
je, i istovremeno usmerava tržište ka konzistentnom sistemskom ponašanju.

Ključne reči: ekonomska stabilnost, fi nansijska liberalizacija, institucionalna 
analiza, Minski, regulacija
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REVISITING THE 
WASHINGTON CONSENSUS 
DEBATE TODAY: A Theoretical 
Appraisal of International 
Institutions Prescriptions to 
Emerging Economies

During the 1990’s, emerging economies largely engaged in fi nancial 
liberalization process, following the prescriptions (or commandments) of 
international institutions, namely the International Monetary Fund and 
the World Bank. Yet, at the end of the nineties, instead of experiencing 
the promised economic growth, the more fi nancially integrated emerging 
economies were hit by major fi nancial crises of severe economic impact. 
We examine, in this paper, the way international institutions reacted 
to the apparent failure of their economic models and predictions. We 
synthetize the main arguments of the theoretical debate that followed 
the 1990’s emerging economies crises, and the way international 
institutions incorporated it, in the form of the so-called ”Augmented 
Washington Consensus“ (AWC). We observe that the standard economic 
views endorsed by the IMF did recognize that liberalizations policies and 
crises were related in emerging economies. Th ey however failed to admit 
that fi nancial liberalization may be among the causes of the instability, 
blaming instead the process of implementation (too rapid or disordered) 
of liberalization and/or some pre-existing macroeconomic insuffi  ciencies, 
such as lacking fi scal discipline or inadequate legal and regulatory 
framework. We argue, in this paper, that although the IMF proved able 
to adjust its views in the face of undisputable facts, this adjustments 
remain insufficient and the dominant economic views regarding 

Original Scientifi c Article

Christine SINAPI
CEREN/Burgundy 
School of Business, 

Dijon, France

Christine.Sinapi@escdijon.eu



Christine Sinapi Revisiting the Washington Consensus Debate Today…

30

fi nancial liberalization keep a dogmatic character. Regarding policy 
recommendation changes, they mainly focus on institutional development 
objectives, added in the AWC. Th is is obviously a highly desirable target. 
However, we argue that the standard approaches of institutions endorsed 
by international institutions, which primarily address asymmetries 
of information eff ects, globally miss the point. Institutions of fi nancial 
systems need to be incorporated to the analysis fi rst – and not added 
afterword. Th ey require to be assessed in the historical context and stage 
of development of each economy. In this perspective, Minsky’s approach of 
fi nancial instability and institutional mechanisms constitutes in our view 
a promising theoretical alternative. Today, international institutions are 
once more providing both help and policy ”recommendations“ to emerging 
economies, often pushing governments to adopt policies denied by their 
population. Revisiting the debate around the Washington consensus and 
fi nancial liberalization proves an unclosed subject.

Key words: Augmented Washington Consensus, Financial liberalization, 
Institutional development, Financial crisis, Emerging economies, Minsky

Introduction

 At the end of the ’s, a series of finan-
cial crises have hit fi nancially integrated emerging economies. Th ose crises are well 
known today and have been largely documented. Th ey presented several empirical 
regularities that still call for further thinking. Th e fi rst relates to the characteris-
tics of these crises: they were systemic liquidity crises with sudden stop of capital 
fl ows. Th e second is that the countries aff ected had all engaged fi nancial liberali-
zation process or intensifi ed this process in the years preceding the crisis (Prasad, 
Rogoff  et al. 2003). Th is process includes two main components: an increase in 
the volume of international capital infl ows (de facto fi nancial integration), with an 
increasing portion of short term and portfolio capital fl ows, and the implementa-
tion of fi nancial liberalization policies (de jure fi nancial integration). From these 
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observations arises the following question: why would fi nancial liberalization favor 
the emergence of systemic fi nancial crises in emerging economies?

Th e current context also justifi es in our view to revisit this question. Finan-
cial liberalization as it was implemented in the emerging economies in the 1990’s 
was a process pushed or imposed by international institutions. Th e role of those 
institutions today is once more debated. Th e International Monetary Fund, but 
also the European Union, are in position to impose their economic paradigm to 
the countries they help, often in opposition with the populations of these coun-
tries. Th e recent elections in Greece illustrates such a situation. It is thus legiti-
mate to re-question the effi  ciency and relevance of these international institutions’ 
economic paradigm, in particular regarding fi nancial liberalization, as well as their 
ability to question their own failures.

In this paper, we discuss the eff ects of fi nancial liberalization process on 
crises occurrence in emerging economies at the end of the 1990’s, by exposing the 
debate that took place among “standard” economists. Th e debate lead to the ex-
pansion of the initial Washington consensus (the so-called Augmented Washing-
ton Consensus – AWC-) and focused on asymmetries of information. We discuss 
the limits of these approaches and solutions and propose alternative theoretical 
perspectives in the light of Minsky.

In the fi rst section, we justify theoretically and empirically the link we make 
between fi nancial liberalization and fi nancial crises in fi nancially integrated emerg-
ing economies1. We relate this to the debate that prevailed about the Washington 
Consensus (WC). In the second section, we discuss the main theoretical argu-
ments of this debate. We fi nally present a series of limits we see to the standard 
approach.

From Financial Liberalization in Emerging Economies to 
Financial Crises

Th e analysis of the potential causality between fi nancial liberalization and 
crisis in emerging economies can hardly be isolated from the debate, sometimes 
virulent, that emerged at the beginning of the 2000’s about the Washington Con-

1  Th is corresponds to 22 countries at the end of the 1990's with a high level of de jure and 
de facto fi nancial integration (Prasad et al. 2003).
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sensus (WC). Th e terms ”Washington’s consensus“ and ”fi nancial liberalization“ 
refer to (Williamson 1990) and (Williamson and Mahar 1998) respectively. 

Th e proposals they included as well as the related policies recommended (or 
imposed) by the international institutions (IMF, World Bank) to emerging econo-
mies, have been strongly criticized after 2000, in particular by J. Stiglitz and D. Ro-
drik (Stiglitz 2000, Williamson 2000, Rodrik 2004, Williamson 2004, Rodrik 2008, 
Rodrik 2008). Th ese critics encompass broader aspects than our question. At fi rst, 
they dispute the ability of the 10 “rules” of the consensus (Williamson 1990, Wil-
liamson and Mahar 1998) to favor growth in emerging economies. Complemen-
tarily, they criticize the dogmatic character of international fi nancial institutions 
(IFI’s) and their neoliberal views, which would systematically endorse the objec-
tive to reduce the role of states and to cut in social public expenses (education in 
particular). (Williamson 2004) has answered these attacks, arguing that they were, 
for a large part, based on a misunderstanding of his initial proposal, without how-
ever totally closing the debate. Today, this debate is still of blatant actuality, and 
one may wonder what has changed since then in the IFI’s views of what should be 
”good“ economic policies.

Revisiting this debate is of interest for our question for two reasons. First, 
because out of the 10 ”propositions“ of the WC, the 4th, dedicated to fi nancial 
liberalization, was the more disputed. We may note that in the initial version (Wil-
liamson 1990) limited this 4th proposition to ”interest rate liberalization“. Th is was 
(rightly) interpreted as a recommendation to set up fi nancial liberalization policies. 
In a later contribution, Williamson detailed his idea (Williamson and Mahar 1998) 
and confi rmed this interpretation. He indicated that this fourth proposal should be 
redefi ned and understood in terms of fi nancial liberalization, of which interest rate 
liberalization is only one of the six dimensions. Secondly, it is precisely because 
fi nancial liberalization would favor crises that it would fail to promote growth in 
emerging economies (Caprio 1998). From this, a series of arguments arise, that 
focus on liberalization and fi nancial instability inter-relations.

Financial liberalization, crisis, growth: main arguments of the debate Stand-
ard economic theory predicts that fi nancial liberalization should favor growth. 
It enables countries with insuffi  cient domestic saving to attract complementary 
external fi nancing for domestic investment. Risk management is expected to im-
prove, thanks to increased portfolio diversifi cation possibilities. Business cycle is 
expected to be reduced: agents (household, fi rms) may smooth their consumption 
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thanks to increased access to debt. Eventually, access to international investment 
for domestic agents should contribute to improve risk adjusted return, in turn 
encouraging saving, investment and growth.

Observations in emerging economies crises at the end of the 1990’s however 
contradict such predictions. First, the series of crises that hit emerging economies 
at the end of the nineties coincides with the achievement of a decade of imple-
mentation of fi nancial liberalization policies in those countries (cf. Graph 1 hereaf-
ter). Th ese policies were prescribed by international institutions (the International 
Monetary Fund and the World Bank principally), as part of the set of measured 
they actually “imposed” in the so-called Washington Consensus. When examin-
ing the link between liberalization degree and crisis occurrence, we fi nd that the 
more emerging economies were engaged in fi nancial integration, the more they 
were prone to a crisis (cf. Graph 2 hereafter). Second, these crises were of major 
economic impact, counter-acting the expected positive eff ect of fi nancial integra-
tion on growth (cf. Table 1 hereafter). Besides, those crises episodes presented 
the common features (cf. Table 1) of being systematic liquidity crises (combining 
fi nancial market, banking and currency crises) with sudden stop of capital fl ows. 
Th is suggests a link with the international fi nancial integration process those coun-
tries were involved in.

Graph 1 - International fi nancial Integration in Emerging economies
Source : Prasad et al (2003)



Christine Sinapi Revisiting the Washington Consensus Debate Today…

34

Graph 2
Sources: (Jeanne 2003, Kose, Prasad et al. 2003; Ben Gamra 2004), author’s calculations

Table 1

Sources: (Boyer, Dehove et al. 2004; Laeven and Valencia 2008; Durdu, Mendoza et al. 
2009), author’s compilation

While initially disputed, these observations forced economists, including the 
”defenders“ of fi nancial liberalization, to re-assess their predictions.

Th eir fi rst insight in the topic is that the allocation of international capital 
fl ows to investment may not be optimal in the wake of liberalization. A series of 
empirical works have showed that contrarily to trade liberalization (Sachs, Warner 
et al. 1995; Vamvakidis 1999; Wacziarg 2001), a surge in capital infl ows does not fa-
vor domestic investment. To the opposite, it would trigger ineffi  cient allocation of 
resources (Rodrik 1998, Stiglitz 2000, Bresser-Pereira 2008) and thus be detrimen-
tal to growth. Th is idea however remains highly disputed, even in empirical works 
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which fail to provide a univocal perspective (Williamson and Mahar 1998; Bekaert, 
Harvey et al. 2001; Caprio and Honohan 2001; Rajan and Zingales 2003). 

Th e majority of authors eventually recognized that the fi nancial liberaliza-
tion process increased the probability of occurrence of a crisis, which in turn af-
fected growth. However, defenders of liberalization argued that these eff ects were 
of limited impact. Th ey would prevail mainly in the short run (O’Donnell 2001; 
Kose, Prasad et al. 2003; Prasad, Rogoff  et al. 2003). While fi nancial liberalization 
is correlated to a reduction of growth in the short run, it would still be positively 
correlated to growth in the long term (Loayza and Ranciere 2006). According to 
(Ranciere, Tornell et al. 2010) and (Tornell, Westermann et al. 2004), a combina-
tion of growth and crisis would even favor long term growth, which seems at least 
counter-intuitive. In short, negative impacts of liberalization are limited in time. 
In the long run, positive eff ects prevail. Although our objective is not to discuss 
directly growth and liberalization, retracing this theoretical debate enables us to 
highlight a prevailing consensus that fi nancial liberalization policies favor crises, 
even among the ”pro“ fi nancial liberalization economists: 

”fi nancial liberalization can yield a real social benefi t in terms of an 
improved allocation of investment, but also that it can be dangerous” 
(Williamson 2004, 6).
“in a signifi cant number of cases, fi nancial liberalization […] appears 
to have been associated with costly fi nancial crises. […] Financial 
liberalization more generally, is essentially inevitable for all countries 
wishing to take advantage of the substantial benefi ts of broad partici-
pation in the open world economic system […]. Financial liberaliza-
tion also has its dangers.” (Eichengreen, Mussa et al. 1998, 1).

Behind this consensus however, a debate remains regarding the explanatory 
mechanisms which lead to such results, as well as regarding economic policy pre-
scriptions to avoid them.

Th e Dominant Th eoretical Arguments: Asymmetries of 
Information

A series of work were conducted since the end of the 1990’s to explore this 
robust though undesirable positive correlation between fi nancial liberalization and 
fi nancial instability in emerging economies. 
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Th e dominant view was synthetized in an IMF economic report (Eichen-
green, Mussa et al. 1998). Financial liberalization in itself is not seen as the cause 
of fi nancial instability. However, by revealing pre-existing (but hidden) market 
imperfections, liberalization may favor instability. Imperfections consist in asym-
metries of information, which are responsible for adverse selection, moral hazard 
and herd behavior. Th ey result in excessive risk taking within domestic fi nancial 
systems, accounting for a higher exposure to fi nancial reversals.

It may be noted that asymmetries of information are a standard characteris-
tics of fi nancial markets. It is thus in no way a characteristics of neither emerging 
economies nor fi nancial liberalization. Th e argument referred to here-above is the 
following: emerging economies were, before they implemented fi nancial liberaliza-
tion, fi nancially repressed; fi nancial liberalization did unveil the pre-existing asym-
metries of information, the eff ects of which were hidden by fi nancial repression. 

Th e eff ect of asymmetries of information on fi nancial markets are common 
knowledge. Initially developed by (Akerlof 1970) and (Stiglitz and Weiss 1981), 
asymmetries prevail within fi nancial systems where some agents are better in-
formed (regarding the risk of the project especially) than others (in particular bor-
rowers and lenders). It results in situations of adverse selections. Lenders being 
unable to correctly assess the risk of projects, rate projects according to an aver-
age risk. Low risk projects are excluded from fi nancing, while low quality projects 
(more risky / less profi table) are fi nanced. Adverse selection contributes to the 
ineffi  cient allocation of funds to investment as well as to fi nancial risk taking.

Asymmetries of information also trigger moral hazard, the presence of ex-
plicit or implicit guarantees favoring risk taking on fi nancial markets. Eventually, 
herd behavior is reinforced by the presence of asymmetries of information, less 
informed agents following those they think better informed. Herd behavior may 
thus be rational, but it results in an amplifi cation of fi nancial cycles, feeding both 
fi nancial bubbles and krach. 

Asymmetries of information eff ects, adverse selection, moral hazard and 
herd behavior thus result in increased – and pro-cyclical- risk taking within fi -
nancial systems. Th is is not specifi c to emerging economies, although the imple-
mentation of fi nancial liberalization policies in previously fi nancially repressed 
markets is expected to unveil and trigger such undesirable eff ects. When credit 
is controlled and/or domestic fi nancial markets are not open, when credit alloca-
tion to investment is centrally controlled, adverse selection would for instance be 
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neutralized, since investment projects are not assessed in terms of risk or return 
by independent banks or investors. In this example, the way fi nance is allocated to 
investment may be criticized, but asymmetries of information are not at the origin 
of excessive risk taking.

Financial liberalization will all the more reveal asymmetries of information 
eff ects as fi nancial systems are little developed. Countering asymmetries of in-
formation negative impacts require to develop an ”adapted“ institutional system: 
an effi  cient prudential system, accounting & auditing standards and transparent 
fi nancial information. Such institutions were largely inexistent or insuffi  ciently 
developed in emerging economies in the 1990’s. Th is is in part due to the fact 
that under fi nancially repressed markets, eff ects of asymmetries of information 
are limited. 

According to this approach, fi nancial liberalization cannot be charged for 
increased instability. Th e institutional disorder of emerging economies fi nancial 
systems being to be blamed – and adjusted, as argued by Williamson:

”Where I failed was in not emphasizing the need to accompany fi -
nancial liberalization by the creation of appropriate supervisory in-
stitutions.” (Williamson 2004, 6).

Th e IMF answer: Sequencing, macro-economic pre-conditions and institu-
tional development

In addition to the general argument regarding the role of asymmetries of 
information and the need for better institutions, standard economic analysis also 
questioned the implementation process of liberalization in those countries.

According to (Williamson 2004),
”the objective of liberalization indeed makes sense, but […] it needs 
to be qualifi ed in two important ways. One is in delaying capital ac-
count liberalization until many other reforms have been successfully 
completed.” (6).

Th is idea is rooted in the initial approach of fi nancial liberalization, pre-
scribed as gradual (McKinnon 1993): capital account liberalization should come 
last, after internal fi nancial liberalization, development of domestic fi nancial mar-
kets and of institutions.

A series of analysis have enforced this standard economic view and the need 
for ”sequencing“. Pre-conditions to the fi nancial liberalization process were identi-
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fi ed: (i) a preliminary macroeconomic stabilization and (ii) the development of the 
prudential system. Th e preliminary macroeconomic stabilization mainly consists 
in fi scal discipline: public defi cit (and debt) should be limited, in order to leave 
possible margin of intervention to governments in case of a crisis and to reinforce 
the country’s monetary credibility. Prudential control aims at improving the su-
pervision of fi nancial agents and institutions, to avoid excessive risk taking and 
systemic risk and to counter moral hazard.

Th e above arguments are based on empirical appraisals. (Williamson and 
Mahar 1998) studied 34 developed and emerging countries and showed that coun-
tries which faced crises had not respected requested pre-conditions : implemen-
tation of fi nancial liberalization in times of macroeconomic instability or high 
infl ation (Argentina, Brazil, Mexico, Peru, Turkey, Uruguay, Venezuela); capital 
account liberalization before adequate trade liberalization (Colombia, Indonesia, 
Malaisia, Mexico, Turkey); absence of appropriated prudential system for almost 
all emerging economies. (Schneider 2001) has similar results. Th e inappropri-
ate pre-conditions to the policy reforms would thus be to blame – not fi nancial 
liberalization.

Sequencing the Implementation of Financial Liberalization

Besides, an appropriate sequencing of implementation of fi nancial liberaliza-
tion should be the following : domestic fi nancial liberalization (interest rate liber-
alization, bank restructuring, fi nancial markets development) precede capital ac-
count liberalization, which itself should start with foreign direct investment (FDI), 
than long term capital fl ows and eventually short term capital fl ows. 

If the diversity of level of development, of institutional and legal framework 
and practices, cannot lead to a ”unique recipe“, some principles however should 
guide the sequencing of the reform (Eichengreen, Mussa et al. 1998). FDI should 
be fi rst liberalized because they are accompanied by technological transfers that 
exceed the “fear for foreign control”. Internal deregulation of the domestic banking 
system may trigger vulnerabilities of domestic entities, due to increased competi-
tion in particular. But benefi ts should prevail, thanks to increased effi  ciency, if 
liberalization is appropriately preceded by a restructuring of the sector. Because 
they are highly volatile, short term fl ows should be liberalized last.
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(Stiglitz 2000) has similar views, adding that short term fl ows are not only 
particularly instable but are also not fi nancing investment. Capital account liber-
alization of short term fl ows enable capital fl ights, prevent governments to pursue 
some ”legitimate“ economic stability objectives via contra-cyclical macroeconomic 
policies. Stiglitz denies the disciplinary benefi t of short term fl ows liberalization 
on fi scal defi cits. While for the IMF, short term fl ows liberalization should simply 
be delayed till all pre-conditions prevail, for Stiglitz, such fl ows should be con-
trolled. Th is leads Williamson (2004) to argue that he agrees with Stiglitz and that 
their divergence is only “semantic”. In our view however, their opposition is more 
signifi cant that it may seem, in that it lays in the analysis in itself, although the 
recommendations may look similar.

Th e IMF empirical fi ndings support such argument (Echeverria, Darbar et al. 
1997). More recent works however provided less convincing results. (Ben Gamra 
and Plihon 2008) studied 22 emerging countries from 1970 to 2002 and tested the 
role of sequencing on the occurrence of crises. Th ey fi nd non-signifi cant results 
regarding internal liberalization fi rst / external liberalization second, but signifi -
cant impact of internal liberalization second / external liberalization fi rst.

Th e standard economic approach we exposed in this section has thus pro-
vided a coherent analytical framework to address the initially unexpected – but 
undeniable- result that fi nancial liberalization, instead of promoting economic de-
velopment, exacerbates fi nancial instability in emerging economies. Explanation 
would lay in the eff ects of asymmetries of information, hidden or ineff ective while 
fi nancial systems are repressed, but unveiled by liberalization, and inadequately 
addressed by emerging economies because of inappropriate sequencing of the 
policy implementation or inappropriate macro-economic pre-conditions.

Th e debate which led to this apparent univocal analysis was strong. Th e the-
oretical analysis still includes diverging voices, regarding budgetary austerity pre-
conditions for instance, as illustrated by the Stiglitz-Williamson argument. Eventu-
ally, while case studies tend to support such analyses, more systematic empirical 
tests seem to provide less convincing results. Alternative perspectives need, in our 
view, to be explored, which would encompass the institutional dimension of fi nan-
cial system dynamics. While the mainstream economic approach has incorporated 
institutional development within the analysis, this approach remains, in our view, 
inappropriate, as will be further argued hereafter.
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Insuffi  cient Institutional Development

To achieve a successful implementation of fi nancial liberalization policy, 
some pre-conditions, as mentioned above, would be required. Among those, the 
development of an appropriate institutional framework has received signifi cant 
emphasize.

Institutions refer, in this approach, to fi nancial supervision and regulation, 
and is attributed the function to counter asymmetries of information eff ects and 
to improve fi nancial information. Th e supervision primarily aims at banking ac-
tivities, as prescribed at the international level (Basel II agreements in particular). 
Appropriate institutional development also relates to international accounting & 
auditing rules and standards regarding fi nancial information disclosure and diff u-
sion, property rights enforcement and corruption.

Th e necessity to supervise banking activity and risk taking would be in-
creased by the implementation of fi nancial liberalization. Because they are more 
exposed to both internal and external competition, banks margin tend to decrease; 
banks are more exposed to bad loans or losses from bad operations. Besides, banks 
have access to activities previously repressed, enabling them to develop risky ac-
tivities. Capital account and foreign exchange liberalization also enable foreign 
currency denominated borrowings, which may be at a lower cost but which in-
clude additional risk and the possibility of spill-over eff ects from the forex to the 
credit markets. Exploiting in incautious or fraudulent manners newly open pos-
sibilities becomes easier (Eichengreen, Mussa et al. 1998). Th is would be all the 
more pregnant as investors’ rights (property rights) are insuffi  ciently enforced or 
that corruption prevails.

Besides, newly fi nancially liberalized economies have access to complex fi -
nancial instruments, such as derivatives, which are particularly complex. Without 
appropriate supervision and accurate accounting standards, trading such instru-
ments may increase the lack of balance sheet transparency, thus reinforcing asym-
metries of information (id.).

A weak prudential supervision may also reinforce moral hazard in presence 
of implicit or explicit public guarantees. (Krugman 1999) expands (Akerlof, Romer 
et al. 1993) developments to the cases of the Asian crises. Banks benefi tting from 
public guarantees on domestic and international deposit would develop moral 
hazard and the resulting fraudulent practices and/or excessive lending and risk 
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taking. Bailout public guarantees reinforce the moral hazard in newly liberalized 
economies, all the more as bank supervision is insuffi  cient. Th ese bailout plans, 
implicit or explicit, act as investment subventions, favoring the fi nancing of risky 
projects that moral hazard encourages. Th e losses associated to the excessive risk 
taking would lead, in fi ne, governments to cancel these implicit guarantees, pre-
cipitating banking crises (McKinnon and Pill 1996; Corsetti, Pesenti et al. 1999).

Excessive risk taking may favor bubbles on assets prices, in a self-sustaining 
process (Sarno and Taylor 1999) where the credit boom fi nances risky projects, 
triggers assets price increase and in turn improves artifi cially fi nancial interme-
diates’ balance sheet. Th e burst of the bubble is inevitable and may conduct to a 
fi nancial crisis.

Unregulated moral hazard would also contribute to the development of cur-
rency mismatch. Banks have incentives to borrow in foreign currency and at short 
term, to benefi t from interest rate lower than those prevailing on the domestic 
curency. Th e risk relates to the fact that these funds fi nance domestic projects gen-
erating fi nancial revenues denominated in domestic currency. Th e risk is however 
neglected or accepted, because banks rely on the implicit public guarantee they 
expect to benefi t from in case of diffi  culty. Th is constitutes a risk of spill-over eff ect 
in case of currency crisis (Tornell and Westermann 2002; Tornell and Westermann 
2003).

Th ose perspectives conducted to the establishment of a ”new“ Washington 
consensus, or Augmented Washington consensus (Rodrik 2001). Th e initial 10 pro-
posals of the original Washington consensus were the following: Fiscal discipline, 
Reorientation of public expenditures, Tax reform, Financial liberalization, Unifi ed 
and competitive exchange rates, Trade liberalization, Openness to DFI, Privatiza-
tion, Deregulation, Secure property rights. Only the last recommendation did deal 
with institutional aspects as discussed above. To this, the ”Augmented Washington 
consensus“ adds: Legal/political reform, Regulatory institutions, Corruption, La-
bor market fl exibility, WTO agreements, Financial codes and standards, “Prudent” 
capital-account opening, Non-intermediate exchange rate regimes, Social safety 
nets, Poverty reduction. Th ese additional recommendations focus on institution-
al dimensions, regarding legal aspects, regulatory aspects, fi nancial information 
standards and corruption.

Critics to the standard approach of institutional development & fi nancial 
liberalization, theoretical alternatives proposal



Christine Sinapi Revisiting the Washington Consensus Debate Today…

42

Th e internal coherence of the above ”standard“ analyses may not be dis-
puted. Th eir explanatory power, regarding facts and observations, may however 
be questioned.

Limits and Critics to the Standard Approach

A series of empirical tests tried to capture the signifi cance of institutional 
development, as described above, in crises explanatory factors. (Falcetti and Tude-
la 2006) fi nd signifi cant correlations, but they assimilate institutional development 
to an unexplained factor.

 (Gelos and Wei 2002) fi nd signifi cant correlation between lack of infor-
mation transparency and herd behavior. (Mehrez and Kaufmann 2000) fi nd that 
information transparency is signifi cantly correlated to crises when it is associated 
with fi nancial liberalization. Transparency and corruption are also very signifi cant 
explanatory factors of crises in (Ben Gamra and Plihon 2008). 

(Demirgüç-Kunt and Detragiache 1998) show that property rights, law en-
forcement and corruption level constitute signifi cant explanatory factors of cri-
ses occurrence, if combined with fi nancial liberalization. (Eichengreen and Arteta 
2002) also observe signifi cant correlation between law enforcement and crisis risk 
in emerging economies, but the value of the correlation is slightly diff erent from 
zero.

(Ben Gamra and Plihon 2007) show that prudential regulation and su-
pervision are highly signifi cant variables in their analysis of crisis and fi nancial 
liberalization.

Th e role of implicit public guarantee and moral hazard in crises occurrence 
can hardly be established empirically. (Radelet and Sachs 1998) show that the 
majority of the loans established in Asian countries which faced a crisis in the 
1990’s did not have such guarantees. More than half of international bank loans 
and almost the totality of portfolio fl ows and FDI towards non-fi nancial fi rms nei-
ther had public guarantee. In short, about the 3/5th of capital fl ows to Asia before 
the crises were not eligible to such guarantees. More systematic empirical survey 
are similarly non-convincing. While (Demirgüç-Kunt and Detragiache 1998) es-
tablish a positive correlation between implicit public guarantees and crisis prob-
ability, (Eichengreen and Arteta 2002) fi nd that the correlation is non-signifi cant 
statistically.
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Th ese results suggest that institutional development, when assessed globally, 
tend to appear as a signifi cant factors in the link between fi nancial liberalization 
and crises for emerging economies. Th e defi nition and ways of intervention of the 
IMF ”adequate“ institutional framework is however less convincing in empirical 
tests, with statistical results sometimes contradictory, statistically non-signifi cant 
or of very weak eff ect. Besides, these empirical tests are in many cases based on 
surveys and declarations of international investors, thus encompassing potential 
declarative biases and pro-cyclical perceptions of the quality of the institutional 
framework.

It may be argued that assessing the effi  ciency of institutions is rather an 
impossible task, because it cannot be a universal approach. Diff erent institutional 
arrangements may have diff erent impacts depending on the cultural, historical or 
political context of a given country.

In addition, considering separately some ingredients of the legal or regula-
tory framework of a country to assess an institutional framework is inappropri-
ate. Understanding the role of the institutions of a fi nancial systems requires, to 
the opposite, to develop a global approach, which is specifi c to the context of the 
country and to its historical development.

Eventually, the standard approach mainly limits institutional mechanisms 
to the function of asymmetries of information reduction. While we would not 
dispute the fact that asymmetries of information eff ects are relevant and active on 
fi nancial markets, we would argue that they are insuffi  cient explanations to our 
question. Herd behavior and procyclical risk taking also fi nd their origin in be-
havioral dimensions (not only in asymmetries of information). Th is sole argument 
would plead for very diff erent types of prescriptions than the Augmented Wash-
ington consensus, in particular because in this perspective, improving information 
is in no way a suffi  cient solution.

Contrary to the standard approach discussed in this paper, an appropriate 
understanding of the link between fi nancial liberalization and fi nancial instability 
would require, in our view, to adopt an alternative theoretical, where institutions 
are fi rst and not added to the analysis, where historical time and context is taken 
into account, and which would admit ”imperfections“ of fi nancial systems are not 
”imperfections“ nor ”biases“ to an ideal system, but are the very characteristics of 
liberalized fi nancial systems.
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Th eoretical Alternative: Minsky’s Hif and Institutional 
Approach

Minsky’s approach of fi nancial instability constitutes in our view an appro-
priate theoretical alternative. While the predictions of his Financial Instability 
Hypothesis are common knowledge (Minsky 1986; Minsky 1992), the role he at-
tributed to institutions is less documented. Minsky argued that fi nancial system 
are inherently instable. During the upward phase of the cycle, risk taking increases, 
in the form of both fi nancial risk taking (indebtness, short term fi nancing of long 
term investment projects) and degradation of the quality of investment. Th is pro-
cess cannot last indefi nitely. When the fi rst defaults appear, fragile economic enti-
ties are pushed to bankruptcy. An auto-cumulated debt defl ation crises follows. 
In the case of emerging economies recently liberalized, fi nancial risk increase also 
takes the form of currency and maturity mismatch, that trigger similar hedge-
speculative-ponzi mechanisms as initially described by Minsky (Arestis and Glick-
man 2002).

Th ose mechanisms explain how fi nancial fragility develops with the business 
cycle and how the cycle reversal is itself endogenous (Nasica 1997). Understand-
ing why fi nancial fragility develops however requires to revisit Minsky’s analysis 
of institutional mechanisms. 

In a series of late papers, partly unpublished except as working papers (Min-
sky 1992; Minsky 1996; Minsky and Whalen 1996; Whalen 1999; Whalen 2001), 
Minsky develops an original perspective. Institutions defi nition are anchored – or 
borrowed- to American institutionalism, to J.R. Commons in particular (Sinapi 
2012). Institutions include habits, routines, rules and regulations, as well as au-
thorities defi ning and enforcing rules. Th e role of institution is to act as ”circuit 
breakers“.

”To contain the most evident evils that market systems can infl ict, 
capitalist economies have developed sets of institutions and authori-
ties, which can be characterized as the equivalent of circuit breakers. 
Th ese institutions in eff ect stop the economic processes that breed 
the incoherence, and restart the economy.” (DelliGatti, Gallegati et 
al. 1994, 5)

Two types of institutional mechanisms interfere in the fi nancial fragility de-
velopment process.
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”Th e fi nancial instability hypothesis is a model of a capitalist econo-
my which does not rely upon exogenous shocks to generate business 
cycles of varying severity. Th e hypothesis holds that business cycles 
of history are compounded out of (i) the internal dynamics of capi-
talist economies, and (ii) the system of interventions and regulations 
that are designed to keep the economy operating within reasonable 
bounds.” (Minsky 1992, 8)

First, cautious usages within the fi nancial agents relax with success. Risk tak-
ing is thus under-estimated of increases, because of the ”euphoria“ of the boom. 

“Successful operation of the economy, defi ned as an interval in which 
no serious fi nancial crisis and no serious depression occur, is taken to 
imply that the current institutional structure is less crisis and depres-
sion prone than the structure of earlier times.” (Minsky 1991, 17)

Consequently risk taking is trivialized, the quality of investments declines 
(selection of increasingly risky projects) and speculative and Ponzi fi nancing de-
velops. Th e combination of incentive to take risk and relaxation of prudential us-
age in good times is an inherent (endogenous) institutional mechanisms, involving 
”informal“ institutions of the fi nancial system, which is behind fi nancial fragiliza-
tion for Minsky, and which he denotes as (i) the “internal dynamics of capitalist 
economies”. “Informal” institutional forms (institutions and usages) trigger a dy-
namic within the system or a “spontaneous” dynamic.

Th e second dynamic sustaining the fi nancial fragilization process arises from 
the action of the system of interventions and regulations, that is, from the formal 
institutions: regulations, supervision capacities, and regulatory organizations. If 
the system is eff ective, it acts as a “circuit breaker,” that is, it counters the fi rst 
mechanism (the internal dynamics of capitalist economies) which promotes risk 
taking: these institutions are a stabilizing force. But under the eff ect of innova-
tion and development of capitalism, Minsky argues that the structure becomes 
inoperative.

In particular, Minsky anchors his proposals in a long term analysis of capital-
ism development (Whalen 1999). Th is long term dynamic is also of institutional 
nature. Th rough time, the form of capitalism evolves and with it the need for for-
mal institutions. No standard nor universal institutional framework can thus be 
recommended. But the adjustment of institutions to the new conditions is neces-
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sary. Th is is all the more true as innovations and development of new forms of 
capitalism lead former institutional arrangements to be inoperative.

Implementation of fi nancial liberalization constituted, for emerging econo-
mies in the nineties, a signifi cant mutation of their form of capitalism. As a result, 
their former institutional arrangements, understood as the set of regulations, su-
pervisions and authorities which counter the natural dynamic of capitalism to-
wards fi nancial fragility, became inappropriate. Financial fragility developed, tak-
ing standard Minskian form of credit boom, maturity and currency mismatch, till 
the reversal of the cycle triggered systemic fi nancial crises, of major economic 
impact.

Th is approach, to the contrary of the standard view, does not predict uni-
versal solutions as regards to what should be ”the“ appropriate institutional 
framework. It neither emphasizes the role of information as the key issue to be 
addressed. It rather predicts that authorities of each emerging economies may 
choose – or not choose- to implement fi nancial liberalization, but should also have 
in mind that such form of fi nancial capitalism are inherently prone to instability 
and that supervision, state regulation and authority, in the form of ”Big Bank“ 
(banking prudential supervision, lender of last resort, monetary policy) and ”Big 
Government“ (public spending and defi cits to restart the economy after a krach) 
are required to counter it.

Conclusion
In times where the role of international fi nancial institutions is once again 

determinant for many emerging economies facing the consequences of the 2007-8 
fi nancial crisis, it is of interest to revisit the economic dogma in which interna-
tional institutions anchor their ”recommendations“, or conditions to their sup-
port. Similar argument would stand for South European countries, among which 
Greece, whose population keep on denouncing the conditions imposed by the 
so-called ”Troika“ (the European Commission, Th e European Central bank and 
the IMF).

In this paper, we questioned the effi  ciency and relevance of these interna-
tional institutions’ economic paradigm, in particular regarding fi nancial liberaliza-
tion, as well as their ability to question their own failures.

Observations proving a link between fi nancial liberalization process and cri-
ses in emerging economies forced the emergence of a theoretical debate, some-
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what sharp. Th e dominant economic views embraced by these institutions have 
adjusted in accordance. Th ey recognized that fi nancial liberalization may have 
favored crises, without however considering fi nancial liberalization as a potential 
cause of such crises. Th e Augmented Washington consensus completed the initial 
Washington consensus version, by adding prescriptions in terms of institutional 
development and sequencing of the fi nancial liberalization implementation. While 
such elements can hardly be criticized - fi ghting corruption, improving prudential 
regulation, standardizing fi nancial statements – we feel they miss the point. 

Th e approach of institutions adopted in the standard approach is purely in-
strumental and the universal prescriptions for institutional development are dis-
connected from the cultural, historical context of countries. Th e causes of instabil-
ity are seen as resulting from market imperfections, asymmetries of information 
especially. We argued in this paper that, to the opposite, instability does not result 
from biases or imperfections.

What is seen as imperfections are in our views characteristics inherent in 
fi nancial systems. Financially liberalized economies are prone to instability, en-
dogenously generated through both cyclical institutional mechanisms and long 
term – historical - institutional development. To counter crisis does not mean to 
abandon fi nancial liberalization, nor fi nancial capitalism, but to regulate it, tak-
ing into consideration each country’s specifi c institutional context. Th is requires 
political will and adequate economic views leading economic authorities within 
emerging countries. Following Minsky, 

”we should [be] looking ahead – toward a new era of institution 
building. Economic systems are not natural systems. It is possible not 
only to reduce present-day economic insecurity without sacrifi cing 
economic progress but also to frame and establish the institutional 
prerequisites for a successful 21st Century capitalism.” (Minsky and 
Whalen 1996)
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Rezime:
Revizija debate o Vašingtonskom konsenzusu: Teorijska ocena 
recepata međunarodnih institucija za brzorastuće ekonomije

Devedesetih godina prošlog veka brzorastuć e ekonomije su se ug-
lavnom bavile procesom fi nansijske liberalizacije, sledeći recepte (ili zapove-
sti) međunarodnih institucija, konkretno Međunarodnog monetarnog fonda i 
Svetske banke. Ipak, krajem devedesetih godina prošlog veka, umesto da se desi 
obeć ani ekonomski rast, sada značajno fi nansijski integrisanije brzorastuće 
ekonomije pogođene su velikom fi nansijskom krizom. U ovom radu se proučava 
način na koji su međunarodne institucije reagovale na očigledan neuspeh nji-
hovih ekonomskih modela i predviđanja. Sintetišu se glavni argumenti teori-
jske rasprave koja je sledila nakon fi nansijske krize koja je pogodila brzorastuće 
ekonomije devedesetih godina prošlog veka i objašnjava se način na koji su 
ove argumente međunarodne institucije inkorporirale u tzv. „Proširenom 
Vašingtonskom konsenzusu“. Primećujemo da su standardni ekonomski pogledi 
koji su prihvaćeni od strane MMF-a prepoznali da je proces fi nansijske liberal-
izacije usko povezan sa fi nansijskom krizom u slučaju brzorastućih ekonomija. 
Međutim, nije priznato da fi nansijska liberalizacija može biti među uzrocima 
nestabilnosti, i umesto toga okrivljuju se proces implementacije liberalizacije 
(prebrz ili haotičan) i/ili neki već  postojeći makroekonomski nedostaci, kao 
što su nedostatak fi skalne discipline ili neadekvatan pravni i regulatorni okvir. 
Ovde se pokazuje da, iako je MMF pokazao da može da prilagodi svoje stavove 
nespornim činjenicama, ova prilagođavanja su nedovoljna što ima za posledicu 
da dominantan ekonomski pogled u vezi fi nansijske liberalizacije zadržava dog-
matski karakter. Što se tiče preporuke o promeni politike, ona se nadograđuje 
na Prošireni Vašingtonski konsenzus i uglavnom se fokusira na institucionalni 
razvoj. Ovo su, očigledno, veoma poželjni ciljevi. Međutim, mišljenja smo da 
standardni pristupi institucijama, koje su međunarodne institucije preporučile, 
a koje se prvenstveno fokusiraju na asimetrično informisanje, su na global-
nom nivou promašile poentu. Institucije fi nansijskih sistema treba na početku 
da budu uključene u analizu, a ne posle. One zahtevaju ocenu u istorijskom 
kontekstu zavisno od faze razvoja svake privrede pojedinačno. U tom smislu, 
Minskijev pristup fi nansijskoj nestabilnosti i institucionalnim mehanizmima-
predstavlja obeć avajuć u teorijsku alternativu. Danas, međunarodne institucije 
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još jednom obezbeđuju pomoć  i političke „preporuke“ za brzorastuće ekono-
mije, uz uslov da vlade usvoje ove preporuke koje su istovremeno osporavane 
od strane stanovništva. Ponovna debata oko Vašingtonskog konsenzusa i fi nan-
sijske liberalizacije pokazala je da ova tema još uvek nije zatvorena.

Ključne reči: Prošireni Vašingtonski konsenzus, fi nansijska liberalizacija, 
institucionalni razvoj, fi nansijska kriza, brzorastuć e ekonomije, Minski
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TWO DECADES LATER: 
Important Minskyan 
Lessons from the 
Mexican Peso Crisis*

In this paper we analyze fi nancial crisis that hit Mexico in 1994 in 
order to discover common roots and patterns of fi nancial crises in 
emerging markets. As we see it, orthodox economists are not capable of 
providing an adequate explanation of why do fi nancial crises erupt in 
emerging markets. On the other hand, Minskyan liquidity explanation of 
international capital movements and his Financial Instability Hypothesis 
adjusted for the case of developing economies tell us that the roots of crises 
lie in overly optimistic expectations and consequent over-indebtedness of 
economic units.

Key words: fi nancial crises, emerging markets, Mexico, Minsky, fi nancial 
instability hypothesis, debt.

Introduction

 In the last three and a half decades, 
crises have stricken predominantly emerging markets characterized by weak 
institutional environment, loosely regulated and non-transparent financial 
markets.1 Consequences of crises in all impaired countries (except the Eastern 

1  Th e great debt crisis in developing economies in1982, Peso crisis in Mexico in 1994, 
the great Asian crisis in 1997, crisis in Russia in 1998, Brazil in 1999, Ecuador in 1999, 
Turkey in 2000, Argentina in 2001-2002, Uruguay in 2002 and East Europe in 2009.
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European)2 were immense and severe. Still, orthodox and heterodox analytical ap-
proaches to the phenomenon of fi nancial crises in emerging markets are irrecon-
cilable. Consequently, diametrically diff erent problem diagnosis results in diff erent 
prevention measures and diff erent emergency measures in case of crisis eruption. 
Th erefore, in order to discover common roots and patterns of fi nancial crises in 
emerging markets we analyze in more detail major fi nancial crisis that hit Mexico 
exactly twenty years ago. What we fi nd is that, although appealing, orthodox ex-
planation of the causes of international capital movements and fi nancial crises in 
emerging markets in general, and Mexico in particular, is wrong. Th at is why we 
embrace Minskyan liquidity model of international capital movements and his 
Financial Instability Hypothesis (FIH) according to which, if let alone, endogenous 
market processes generate fi nancial and economic instability in an upward phase 
of business cycle. Since the FIH is primarily devised to study economic behavior of 
closed advanced capitalistic economy, by making several amendments, it becomes 
applicable to the case of open emerging markets as well. We conclude that, in 
contrast to orthodox view, the causes of fi nancial instability in emerging markets 
are not to be found in weak macroeconomic fundamentals or political uncertainty 
but in persistent and severe external defi cits.

Orthodox Explanation of Financial Crisis in Mexico

Th e theory of effi  cient markets (Fama 1965, 1970; Malkiel 2003) is based on 
the assumption that economic agents are perfectly rational, perfectly informed 
and capable of forming rational and on average true expectations. In this view, 
self-regulated fi nancial markets led by Smith’s “invisible hand” are an optimal 
mechanism for rational and productive allocation of scant resources to the most 
productive uses. Market-clearing equilibrium is an aggregate outcome of choices 
made by myriad rational decision makers (Davidson 2009; Shleifer 2000). On the 

2  Debt-defl ation in East Europe was avoided thanks to massive liquidity injections in the 
Euro Area conducted by the European Central Bank. Th is provided breathing room for 
the foreign exchange markets and the central banks. On top of that, upon concluding 
stand-by arrangements with the International Monetary Fund (IMF), the most aff ected 
countries replenished their reserves. Finally, several countries benefi ted strongly from 
the “Vienna Initiative” that helped to contain the largest portion of the foreign exchange 
reserves within their fi nancial sectors. For more details see: (Radonjić and Kokotović 
2012,  2014).
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other hand, fi nancial crises emerge as a consequence of a sudden eff ect of some 
unanticipated exogenous shock. Th is is, in most cases, the interference of govern-
ment in the free functioning of omniscient markets. In the open-economy model, 
fi nancial crises can emerge due to a number of factors: inconsistency between 
the internal and external objectives of monetary authorities (Krugman 1979); a 
lack of credibility of the central bank’s and the government’s commitment to fully 
defend the foreign exchange rate (Obstfeld 1986); massive withdrawals from the 
host country due to irrational behavior on the part of lenders (Radelet and Sachs 
1998); corruption and cronyism (Kang 2002) etc. According to this theory, should 
an unanticipated exogenous shock disrupt the normal functioning of markets, 
corrective forces that at least in the long run restore market clearing conditions, 
would be activated.

 In a word, the problem is not rooted in systematic fl aws in the functioning of 
free markets, but in the lack of freedom for market forces. Contrary to this laissez-
faire prescriptions, in a decade that preceded booming early 1990s, Mexico was an 
inward-oriented economic system based on import substitution, high protective 
barriers and, above all, corrupted political elites. Consequently, those were the 
years of a deep recession. High budget and current account defi cits, raging infl a-
tion, disappointing economic growth and legislatures hostile to foreign investors, 
kept foreign capital away from this part of the world. In the 1981−1989 period, the 
average rate of growth of Mexican GDP was 1.3%, well below the rate of popula-
tion growth in the same period.3 Aggregate demand was depressed, mostly thanks 
to the very low level of investments. In 1982-1986 the average rate of growth of 
gross investments was negative and amounted to minus 6.5% (Cruz et al. 2006). 
Due to fresh and unpleasant memories of the fi nancial breakdown in 1982 and 
implementation of monetary austerity (the constitutive part of the late 1987 sta-
bilization plan), the lending policies of the banks were highly conservative, and 
potential borrowers, unwilling to get into debt, fi nanced most of their investments 
from retained earnings. In addition, external factors contributed signifi cantly to 
the Mexican slowdown. During the early and mid 1980s, the price of oil, a major 
Mexican export product, decreased drastically. All in all, the investment climate 
and economic situation in Mexico were outstandingly pessimistic and somber in 
the years that preceded 1988.

3  For example, real GDP par capita in 1986 was 10% below its 1981 level (Krugman 
2000).
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Orthodox universal prescription for reviving and stabilizing developing 
economies and therefore the Mexican economic system too was balanced fi scal 
policy, anti-infl ationary monetary policy, privatization of state owned enterprises, 
deregulation and liberalization of fi nancial fl ows and world trade and stable for-
eign exchange rates. According to this view, once these market-led stabilization 
policies implemented by developing country deliver the fi rst positive results, in-
vestor confi dence would grow, and capital infl ow would gain momentum. Rational 
investors who seek new opportunities to earn profi ts, would respond to improved 
economic prospects in countries, which were, up to that moment, excluded from 
major capital centers (Pettis 2001). Th at is why, as this line of thinking goes, in late 
1980s several internationally preferred policy changes took place in Mexico.

First, in December 1987, the laissez-faire oriented Mexican president Miguel 
de la Madrid, determined to stabilize economy and irreversibly renew investor 
confi dence, launched a stabilization plan. Elimination of budget defi cits and in-
fl ation, exchange rate stabilization, control of wages and prices (income policy), 
initiation of the privatization process of state-owed enterprises, relaxation of bank 
reserve requirements and removal of trade tariff s, necessary import licenses ap-
proved by government and strict rules concerning foreign ownership were the 
mainstays of his plan. In order to achieve this quite ambitious plan, de la Madrid 
imposed fi scal and monetary austerity, and in early 1988 adhered to a crawling-
peg exchange-rate regime (in relation to the U.S. dollar). Th e second factor that 
positively infl uenced investors perception of the Mexican economy was the U.S. 
Treasury Secretary Nicholas Brady’s announcement in July 1989 that Mexican debt 
would be converted at a discount into Brady bonds, while part of the debt would 
be forgiven. In the end, the Brady plan served more as a positive psychological im-
pulse, because debt relief was modest, whereas annual transfers related to external 
debt service decreased to 1% of GDP annually (Carstens and Schwartz 1998). In 
addition, in 1989 and 1990 restrictions to foreign investments in domestic bonds 
and stocks were lifted. Last but not least, came an element frequently used to 
support and rationalize investments in Mexico, the initiative of president Carlos 
Salinas de Gortari4 to establish a regional free trade zone comprising Mexico, the 
USA and Canada (named the North American Free Trade Agreement – NAFTA). 
International investors interpreted this move by president Salinas as a defi nitive 

4 Came to power in 1988 as de la Madrid’s designated successor (Krugman 2000).
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signal of irreversible determination on the part of the Mexican authorities to per-
severe in the reforms undertaken (Krugman 2000). 

Again, if the rules of free market game are not fully and persistently obeyed 
crisis emerges. Orthodox view is that the Mexican crisis erupted as a consequence 
of overvalued peso. Namely, in attempt to renew investor’s confi dence after tur-
bulent 1980s, the Mexican Government, determined to extinct infl ation and large 
budget defi cits, adhered to the exchange rate stabilization. However, after neolib-
eral reforms that resulted in dynamic surge of capital infl ows had been success-
fully implemented (lifting of free trade and fi nancial barriers), it was evident that 
economic growth was missing. In orthodox view the reason was expensiveness of 
Mexican goods due to stabile exchange rate coupled with roughly 10% infl ation 
rate. Th erefore, in order to expand export, the Mexican Government was advised 
to devalue the peso. Nonetheless, in fear of massive capital escape, Mexican politi-
cal elite decisively rejected devaluation as possible option, assuring investors that 
the peso would stay stable (Krugman 2000). Unfortunately, the beginning of 1994 
was marked by political instability which called investor’s attention to a problem 
pushed for several years into the background – problem of Mexican high current 
account defi cit.5

As soon as anxious and upset investors lost confi dence in sustainability of 
current account defi cit they launched massive capital withdrawals. Market was 
fl ushed with supply of the peso and the peso-denominated assets. Speculators 
aware that foreign exchange reserves were limited, started with aggressive specu-
lative attacks in March. In December, after a rapid depletion of foreign exchange 
reserves, Mexican Government decided not to put up interest rates sharply (be-
cause of excessive amount of debts in the system) but to devalue the peso for 15%. 
Still, as Krugman (2000) pointed out, 15% devaluation was only half of what or-
thodox economists suggested. In expectation of further devaluations, speculators 
had intensifi ed speculative attacks, and fi nally, on 22 December, after three days 
of exponential foreign exchange reserves depletion the peso was allowed to fl oat. 
Consequently, markets entered vicious circle of further selling of the peso and the 
peso-denominated assets in expectation of further sharp devaluations. In a word, 
according to orthodox account, the cause of the crisis was inappropriate foreign 
exchange rate policy.

5 Equal to 7% of GDP in 1994 (World Development Indicators).
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Heterodox Explanation of the Mexican Upheaval: 
A Minskyan View

In total opposition to the mainstream model stands the FIH, interpretation 
of Keynes’ General Th eory (1936) by the seminal post-Keynesian economist Hy-
man Minsky. In his Financial Instability Hypothesis, a work widely neglected by 
mainstream economists, Minsky (1977) argues that fi nancial markets are the heart 
of modern capitalist economies, which are prone to fragility, thanks to the non-
neutrality of money, division of ownership and management in big corporations 
and fi nancial institutions, the ever-growing and massive debt fi nancing of uncer-
tain investment projects over the business cycle, continual fi nancial innovation 
and fundamental uncertainty. In a word, ups and downs are natural product of 
unregulated free markets. Or, to put it more precisely, if let alone, endogenous 
market processes generate fi nancial and economic instability in an upward phase 
of business cycle (Minsky 1977, 1975, 1986).

As he sees it, during a prolonged period of prosperity, conditions emerge 
that cause system transition from an environment of stable towards an environ-
ment of unstable fi nancial relations. Th e core thesis of the FIH is that stability 
is destabilizing because, in an environment of fundamental uncertainty, ignorant 
human beings have no other choice but to extrapolate stability into infi nity. Natu-
rally, with calendar fl ow of time, when agents extrapolate stability into infi nity 
they become more confi dent and, as their aim is to pursue ever-higher profi ts, 
they become more and more willing to increase their liabilities relative to income. 
Furthermore, in an environment where bankers share the optimism of borrowers, 
the opportunity to “make on the carry” induces speculative fi nancing practices: “In 
a world dominated by hedge fi nance, profi t opportunities exist for both borrowing 
units and banks to shift to a greater use of short-term debt to fi nance positions in 
capital assets and in long-term debt.” (Minsky 1986, 235). Units engaged in short-
term fi nancing of long-term assets (i.e. “make on the carry”) are speculatively and 
Ponzi fi nanced.6

6  In order to measure the degree of fi nancial (in)stability, Minsky delineated three kinds 
of debt structure: hedge, speculative and Ponzi fi nance. Hedge units are expected to 
generate cash fl ow that will, in at any future moment, be above operating expenses 
(including dividend costs) and fi nancing costs (debt principle and interest) for an 
amount of margin of safety wide enough to absorb unforeseen changes either in cash 
infl ows or in cash outfl ows. Speculative units are expected to generate cash fl ow that 
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Th e rise in market optimism might not be gradual but rather the result of 
some outside shock powerful enough to cause displacement of the system and con-
sequently dramatic change in profi t horizons and the expectations of agents. Such 
a shock might be the beginning or end of a war, an abundant or insuffi  cient har-
vest, some revolutionary far-reaching invention (railway, automobile, radio, fi lm, 
computers), a political event (Kindleberger and Aliber 2005) or, most frequently, 
expansion of liquidity in major fi nancial centers. Expansion of liquidity might take 
the form of an increase in traditional measures of money or more complex changes 
in fi nancial structure induced by a change in the regulatory framework or the 
profi t-seeking activities of fi nancial mediators (“merchants of debt”).7

Minsky’s theory of speculative markets and fi nancial instability, although 
primarily devised to study economic behavior of closed advanced capitalistic 
economy, is, by making several amendments, also applicable to the case of open 
emerging markets, in which a period of fi nancial robustness and optimism lead 
to fragile fi nance and instability (Arestis and Glickman 2002; Frenkel and Rapetti 
2009; Kregel 1998; Pettis 2001; Wolfson 2002). In contrast to rich country case 
where factors that trigger boom develop endogenously, in the case of developing 
country, booming cycle starts with liquidity expansion in developed countries (in 

will not at any future moment be suffi  cient to pay out debt commitments. In a word, 
some time in the future, generated cash fl ow will be suffi  cient to meet interest, but not 
the principal commitment. Ponzi units get into debt today in expectation of high profi ts 
that will be realized at some, unknown future moment (high capital gains). In other 
words, to keep Ponzi units afl oat, prices of assets must continue to rise. In this case, 
during most of the time or during the whole period of life of the loan, Ponzi units are 
not able to meet their principle and interest obligations (Minsky 1986). Unit was named 
after Charles Ponzi, infamous Bostonian speculator in 1920s who invented pyramidal 
scheme of paying out existing depositors by funds raised from newcomers. When new 
depositors stop to arrive, scheme collapses.

7  A change in the regulatory framework such as fi nancial deregulation and liberalization 
stimulates the creation of new banks and deposits, thus expanding the monetary base 
and therefore money supply. On the other hand, the profi t-seeking activities of fi nancial 
institutions end in transformation of illiquid assets into liquid (for example, the massive 
securitization of real estate assets that occurred over the past twenty years) or in 
signifi cant increases in the turnover of some liquid assets. Acceptance of some fi nancial 
innovation by a broader fi nancial community and a rise in its turnover or simply a rise 
in turnover of some already existing fi nancial asset results in an increase in liquidity and 
an increase in the liquidity of fi nancial markets has the same eff ect as an increase in the 
supply of money – decline in real interest rates and consequently a rise in asset prices 
(Minsky 1986; Pettis 2001).
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other words triggering event is exogenous).8 As liquidity in rich countries rises 
and thus turnover increase, the volatility of risky assets starts to decline which 
makes them a more attractive investment destination in comparison to traditional 
assets. In response to lower volatility, over-optimistic investors systematically un-
derestimate risks or overestimate prospective earnings in nontraditional sectors. 
As, in time, investors start to exhaust local higher risk investment opportunities, 
some capital fi nds its way toward developing countries. in order to “make on the 
carry”. 9

In case of Mexico, three events led to liquidity expansion in developed world. 
First, American savers switched their savings from the equity in their homes to 
stocks and bonds and especially to mortgage backed securities - fi nancial innova-
tions used to monetize illiquid real estate assets. Second, akin to the Asian tigers 
in the late 1990s, Japan (along with the other Asian countries) recycled huge trade 
surpluses in the early and middle 1980s by investing in foreign fi nancial assets, 
primarily in U.S. Treasury debt instruments and large cap U.S. stocks. Th ird, Pettis 
(2001) assumes that Russian tycoons who had looted their country in the proc-
ess of a wild and nontransparent privatization and pilfered a signifi cant share of 
export earnings found safe haven for their money in the European banks. All in 
all, the combined eff ect of these liquidity displacement factors launched a massive 
movement of capital towards developing countries in the early 1990s.

As liquidity expanded in developed countries and real interest rates dropped 
(Table 1) and since Mexico had liberalized its capital account and deregulated lo-
cal fi nancial markets a window of opportunity to “make on the carry”, stimulated 
profi t-seeking agents to direct more and more capital towards Mexico.

8  Although appealing, real world experiences do not support the orthodox model of 
international capital movements. Th ere is little evidence that capital fl ows respond to 
desired policy decisions in developing countries (Pettis 2001). On the contrary, what 
can actually be seen is that the timing of capital infl ows towards developing countries is 
virtually identical, although there is no reason to assume that diff erent countries around 
the world simultaneously undergo preferable political and economic changes. Th erefore, 
capital movements to poor countries are better explained by the “liquidity model”, which 
emphasizes the source, and not the destination – the spark that initiates massive capital 
movements towards developing countries is liquidity expansion in rich countries.

9  In case of open economies, “making on the carry” means borrowing short-term funds 
in developed low-interest rates markets and their investment at higher interest rates in 
developing countries.
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Table 1. Interest Rates (3 Months in %)

Cetes Tesobonos U.S.
1989 December 40.19 15.07 8.01
1990 December 25.84 12 7.91
1991 December 17.33 9.06 4.54
1992 December 17.53 3.48 3.53
1993 December 11.71 5.09 3.08
1994 January 10.89 4.67 3.02

February 9.13 4.34 3.21
March 11.97 7.27 3.52
April 16.45 7.75 3.74
May 16.54 7.05 4.19
June 16.48 6.95 4.18
July 17.19 7.25 4.39
August 13.82 7.24 4.5
September 13.1 6.79 4.64
October 14.35 6.85 4.96
November 14.76 7.58 5.52
Dec. (1 st. week) 14.58 7.4 5.65
Dec. (2 nd. week) 14.89 7.5 5.7
Dec. (3 rd. week) 17 8.26 5.5
Dec. (4 th. week) 31.99 10.49 5.5

1995 Jan. (1 St. week) 34.99 12.49 5.55
Jan. (2nd. Week) 44.94 19.5 5.7
Jan. (3 rd. Week) 39 19.75 5.65
Jan. (4 th. Week) 38 24.98 5.75

Note: 1989-1992 Tesobono rates are for 28 days.
Source: Sachs et al. (1995).

Th e consequent dynamic infl ow of capital made the Mexican reforms appear 
astonishing and admirable. During the euphoric phase that covered 1989−1990, 
infl ation decreased from 159.1% in 1987 to 51.7% in 1988, 19.7% in 1989 and in 
1990 it increased to 30%. Th e budget defi cit fell from 14.1% of GDP in 1987 to 4.5% 
in 1989 and 2% in 1990. Also, the nominal interest rate saw a dramatic fall from 
123% in 1987 to 55.4% in 1988, 48% in 1989 reaching 34.4% in 1990 (Cruz et al. 
2006). In a word, the macroeconomic stabilization program was, it seemed at the 
time, more than successful. Resultantly, borrower’s and lender’s risk fell dramati-
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cally and foreign capital started a dynamic infl ow. Total capital infl ow surged from 
591 million US$ in 1988 to 4.3 billion US$ in 1989 and reached an astonishing 17 
billion US$ in 1990 (Table 2). Most of the capital infl ow in 1990 was in the form 
of loans and deposits (65%). (Carstens and Schwartz 1998). In parallel with the 
dynamic capital infl ow and the sharp decrease in government fi scal defi cits,10 bank 
credit to the private sector soared from 11.1% of GDP in 1988 to 15.5% in 1989 
and fi nally 17.4% in 1990 (73% increase in absolute terms in a two-year period). 
(Cruz et al. 2006). What is more, in July 1990 the Mexican authorities announced 
initiation of privatization of banks and allowed foreign majority ownership over 
domestic soon-to-be-privatized banks (Cruz et al. 2006). Th e Mexican market-led 
reforms were heralded by the international community, and the Mexican economy 
was seen as the world’s most dynamic emerging market. Nearly half of the capital 
infl ows to Latin America went into Mexico (Ros 2001).

Table 2. Mexico: Selected Macroeconomic Indicators

1988 1989 1990 1991 1992 1993 1994 1995
GDP real growth (in %) 1.3 4.1 5.2 4.2 3.5 1.9 4.5 -6.2
Population growth (in %) 1.9 2 1.8 2 1.8 1.85 1.8 1.8
Unemployment
rate ( % of total labor force) 3.5 2.9 2.7 2.7 2.8 3.4 3.7 6.2
Fiscal balance (% of GDP) -8.9 -4.6 -2.5 2.9 4.1 0.5 0 -0.5
Current account (% of GDP) -1.3 -2.6 -2.8 -4.7 -6.7 -5.8 -7 -0.5
Bank credit to private
sector (% of GDP) 11.1 15.6 17.5 20.9 28 31.7 38.7 29.2
Total capital
infl ow (billions of dollars) 0.591 4.346 16.996 25.507 20.866 36.085 20.254 22.763
Loans and deposits
(billions of dollars) -3.289 0.819 10.993 7.992 -1.567 2.777 1.099 22.952
Total foreign
investment (billions of dollars) 3.879 3.527 6.003 17.514 22.434 33.308 19.155 -0.188
Direct investment
(billions of dollars) 2.88 3.176 2.633 4.762 4.393 4.389 10.973 9.526
Portfolio investment
(billions of dollars) 1 0.351 3.37 12.753 18.041 28.919 8.182 -9.715

Sources: Capital Account of Mexico (in Carstens and Schwartz 1998), World Develop-
ment Indicators (World Bank), World Economic Outlook Database (International Mon-
etary Fund).

10  A sharp decrease in fi scal defi cits increased the amount of resources available for 
private investment.
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However, as Minsky warned, stability is destabilizing: “During a boom the 
speculative demand for money decreases, and portfolios become more heavily 
weighted with debt-fi nanced positions. ...Households and fi rms substitute non-
money fi nancial assets for money as their liquid reserves.” (Minsky 1975, 123, 124). 
In time, as the period of euphoria continues, the system becomes increasingly 
unstable since fragility emerges endogenously in an upward phase of the business 
cycle. Still, the state of euphoria and market booming phase is temporary. As Min-
sky argues, fi nancing “...is often based upon an assumption ‘that the existing state 
of aff airs will continue indefi nitely’ [a quotation from Keynes, remark by authors], 
but of course this assumption proves false. During a boom the existing state is the 
boom with its accompanying capital gains and asset revaluations. During both a 
debt-defl ation and a stagnant recession the same conventional assumption of the 
present always ruling is made; the guiding wisdom is that debts are to be avoided, 
for debts lead to disaster. ...But in truth neither the boom, nor the debt defl ation, 
nor the stagnation, and certainly not a recovery or full-employment growth can 
continue indefi nitely. Each state nurtures forces that lead to its own destruction.” 
(Minsky 1975,  126).

Consistently, in line with the FIH pattern, the structure of the Mexican capi-
tal infl ow went through a dramatic mutation as short-term speculative capital as-
cended the throne.11 Total capital infl ow in 1991 amounted to 25.5 billion US$ and 
in relation to 1990 increased by 50%. But over 50% of the 1991 total capital infl ow 
was in the form of highly speculative and reversible portfolio investments. Th is 
trend continued over the next two years. In 1992 total capital infl ow fell slightly 
(20.9 billion US$) but the proportion of portfolio investments in total capital in-
fl ow soared to 80%.12 In 1993, the Mexican fi nancial market was at its height. Total 
capital infl ow skyrocketed to 36.1 billion US$ while the proportion of portfolio 
investment remained extremely high (80.3%). (Ros 2001).

11  As Keynes (1936) and Minsky (1975, 1986) noted, in the midst of a boom period, on 
the wings of overly optimistic expectations, agents project continuance of the boom, 
and consequently investment ventures previously seen as risky are now accepted as 
sane decisions.

12  Resultantly, the value of the Mexican stock exchange index increased sharply. Th e 
proportion of foreign investments in domestic-currency denominated securities in the 
total of portfolio investments was 26.7% and 45.3% in 1991 and 1992 respectively (dur-
ing the several years that proceeded 1991, foreign investments in domestic currency-
denominated securities were non-existent). (Capital Account of Mexico in Carstens 
and Schwartz 1998).
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In parallel with the dynamic rise in portfolio investments, the indebtedness 
of the domestic banking sector dramatically increased.13 Bank’s external debts in-
creased from 9 billion US$ in 1989 to 23 billion US$ in 1993 (Cypher 1996). Ac-
cording to Cypher (1996), the external debt of banks (mostly short-term) ranged 
between 25 and 38 billion US$ in 1995, an amount in excess of the equity value 
of the commercial banks by factor 3.5. As a result, in 1991-1993 bank credit to 
the private sector reached 20.9% of GDP in 1991, 28% in 1992, 31.7% in 1993 and 
nearly 40% in 1994 (Cruz et al. 2006).

Furthermore, the ratio of short-term debt to long-term debt of public and 
private borrowers14 amounted to 2.5 in 1991, 2.8 in 1992 and 3.25 in 1993. (Cruz et 
al. 2006). Since, in parallel with the very high level and from 1992 onwards, the ris-
ing proportion of short-term debt, gross capital investments were also increasing,15 
we can conclude that, as Minsky had warned, market participants were “making 
on the carry” which, in the midst of a booming period leads to a rise in the propor-
tion of speculative and Ponzi units.

Apart from the noticeable trend of substantial increase in capital infl ows in 
general and the proportion of short-term debt in total debt in particular, a rise in 
the proportion of foreign-currency denominated debt was also evident. Th e pro-
portion of foreign-currency denominated securities (private and public) in total 
portfolio investments increased from 23.9% in 1991 to 28.3% in 1992 and to 37.3% 
in 1993 (Capital Account of Mexico in: Carstens and Schwartz 1998). Around 30% 
of liabilities of the banking sector and 30% of loans granted by the Mexican banks 
to local business were denominated in foreign currency (Table 3). Nearly 25% of 
foreign-currency denominated loans were allocated to enterprises and individuals 
that had no foreign-currency denominated revenue (Cypher 1996). Consequently, 
the ratio of foreign-currency denominated debt to the local-currency denominated 
debt of public and private borrowers increased from 0.8 in 1989 to 1.05 in 1990, 
1.45 in 1991, 1.40 in 1992 and 1.35 in 1993 (Cruz et al. 2006).

13  Th e dynamic increase in domestic banks’ indebtedness was facilitated by abovemen-
tioned initiation of a privatization process by president Salinas in 1991-1992 when 18 
domestic banks were sold. Income generated in the process of privatization of domes-
tic banks (12.4 billion US$) was used to replenish foreign exchange reserves and repay 
foreign debt (Cruz et al. 2006).

14 Measure of fi nancial fragility (Grabel 2003).
15  Th e annual rate of growth of gross investments was 10.9% in 1991, 10.8% in 1992 and 

– 2.5% in 1993 (Cruz et al. 2006).
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Table 3. Liability Structure of the Banking System

1989 1990 1991 1992 1993 1994
Domestic Currency  
(billions of dollars) 58.4 75.2 101.2 122.5 145.1 166.3

% of total 56 63 66.6 70 70 68.7
Foreign Currency  
(billions of dollars) 46 44.2 51 53.3 62.5 75.7

% of total 44 37 33.4 30 30 31.3

Notes: 1989-1993 fi gures are for the month of December; 1994 is for the month of 
October.
Source: Sachs et al. (1995).

In order to reach a complete estimation of the level of Mexican fi nancial 
fragility, we must now, reveal where the bulk of this dynamic capital infl ow went. 
It is a textbook rule that if the bulk of capital infl ow goes into productive capital 
investment, capable of generating foreign exchange income in the future, a current 
account defi cit16 is sustainable and, in general, the perils of suff ering a speculative 
attack subside.

It is indicative enough that the proportion of industry generated income fell 
from 22% in 1980 to 20% of GDP in 1993, and that from 1991-1994 Mexican ex-
ports decreased by 15%. On the other hand, in the same period the share of income 
generated in the fi nancial and real-estate sector increased from 8.6% to 14.9% of 
GDP (Cypher 1996). Th e share in profi ts and interest income of the tradable goods 
sector in the total profi ts and interest income decreased from 25.1% in 1988 to 
13.8% in 1994, whereas the share of the non-tradable goods sector increased from 
31.4% to 36% in the same period (Ros 2001). Further, in 1989-1992 the combined 
value of the Mexican corporate stocks soared from 11% to roughly 50% of GDP 
(Cypher 1996). Also, after it had experienced a sharp fall in value in the fi rst half 
of 1993 (near 20%), the Mexican stock index, increased by roughly 60% before 
the end of the year (Mishkin 1996). It is also important to note that in the 1989-
1994 period, the general price level increased by a factor 3.6 while in the same 
period the price index of urban land in Mexico increased 17.6 times (Carstens and 
Schwartz 1998).

16  In 1992 and 1993 the current account defi cit reached 6.7% and 5.8% of GDP respectively 
(World Development Indicators).
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Th erefore, we may safely conclude that only a minor part of the capital in-
fl ow was directed to the expansion of productive capital capacities. What is more, 
the bulk of feverish capital infl ow went into speculative portfolio investments, the 
real-estate sector (highly speculative investment in offi  ce buildings and shopping 
centers) and consumer spending. For example, in the 1988−1994 period, credit 
directed into consumer durable goods was increasing 67% annually, credit card 
lending 31% and mortgage loans 47% (Ibid). Hence, the share of household credit 
in total credit increased from 9.6% in December 1989 to 26.7% in November 1994 
(Ros 2001). In parallel, bank profi ts, mainly generated by fi nancial alchemy, rose 
dramatically.17 As a result, “…there can be little doubt that the fi nancial sector was 
draining the industrial sector of the Mexican economy of its ability to expand its 
productive base.” (Cypher 1996, 455). Not surprisingly, the proportion of non-
performing loans in total bank loans surged from 3% in 1990 to 7% in 1993.

Th e other side of the coin of an expanding credit and fi nancial sector was 
refl ected in accumulation imbalances at the macroeconomic level. As can be seen 
from Table 2, in the 1988−1994 period, the rate of economic growth was well be-
low the growth rate of total capital infl ows.18 Output grew at a moderate annual 
rate of 3.3%, not much ahead of population growth (1.8% annually). On the other 
hand, in the period up to March 1994, reserves of foreign exchange grew, the real 
exchange rate continuously appreciated, and the current account defi cit widened 
(Table 4).

 Being fully committed to a crawling-peg exchange-rate regime and accord-
ingly to preventing nominal appreciation of the peso, massive capital infl ows end-
ed up in foreign exchange reserves.19 On the other hand, in order to tame infl ation 
and prevent real exchange rate appreciation of the peso and thus deterioration 
of competitiveness of the Mexican economy, the central bank continually steri-
lized capital infl ows by selling peso-denominated (Cetes) and dollar-denominated 
(Tesobonos) short-term bonds in excess of the current account defi cit, mainly to 

17  Bank profi ts soared from 1.3 billion US$ in 1991 to 1.9 billion US$ in 1992 and to 2.7 
billion US$ in 1993 (Cypher 1996).

18 Annual average growth of capital infl ows in the 1988−1994 period was 58.8%.
19  Th e nominal exchange rate is the rate at which one can trade the currency of one 

country for the currency of another. Th e real exchange rate is the nominal exchange 
rate adjusted for relative prices among the countries under consideration.
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foreigners. 20 However, in this way a vicious circle had been created: continual 
sterilization of capital infl ows drove up local interest rates which further stimu-
lated arbitrageurs to “make on the carry”, leading in turn to ever-increasing public 
debt, interest rates and consequently, further deterioration of the current account 
defi cit (Tables 1 and 4)

Table 4. Selected Macroeconomic Variables and the Components of Domestic Debt

1989 1990 1991 1992 1993 1994
Current account (% of GDP) -2.6 -2.8 -4.7 -6.7 -5.8 -7
Reserves (billions of dollars) 8.82 10.168 17.547 18.544 24.573 6.148
Real exchange rate index 
(1988=100) 94.6 89.9 82 75 70.8 73.6

Cetes (billions of dollars) 20.473 24.445 23.567 19.047 26.084 7.456
Bondes (billions of dollars) 21.082 21.903 18.871 11.827 5.485 1.562
Ajustabonos (billions of dollars) 1.221 4.859 12.696 11.642 10.849 5.371
Tesobonos (billions of dollars) 0.075 0.408 0.302 0.296 1.237 17.78

Note: Decrease of real exchange rate index denotes appreciation.
Sources: Sachs et al. (1995) and World Development Indicators (World Bank).

As can be seen form Table 5, the cause of widening the current account 
defi cit lies in a decrease in domestic savings from 19.4% to 15.6% of GDP between 
1988 and 1994 due to high private consumption which rose from 69.4% to 71% 
of GDP on the one hand and to an simultaneous increase in overall investment 
activity from 20.4 to 23.6% of GDP on the other hand. In other words, sources of 
increase in GDP were grounded in the explosion in private consumption facilitated 
by massive capital infl ow and aggressive loan pushing by commercial banks and 
dynamic investment activity mainly in non-tradable sectors like construction and 
real estate.21

20  Th e immediate consequence of massive capital infl ows is a sharp rise in demand for 
local currency. In order to prevent nominal exchange rate appreciation, central banks 
intervene in the foreign exchange market, i.e. buy foreign currency and sell local 
currency, which, in the fi nal instance, leads to a rise in the money supply and foreign 
exchange reserves. However, in order to prevent infl ation driven by such a rise in the 
money supply, central banks often conduct a process of sterilized foreign exchange 
operation in money markets. For example, by selling repos, the central bank withdraws 
domestic currency from circulation and in such a way as to leave the monetary base 
and money supply intact. In that way, quasi fi scal costs simultaneously increase with 
the country’s foreign exchange reserves.

21  Private gross investments increased from 14.2% to 16.6% of GDP in the period between 
1988 and 1994 (Sachs et al. 1995).
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Table 5. Components of the Mexican Gross Domestic Product (as % of GDP, 
current prices)

1988 1989 1990 1991 1992 1993 1994
GDP 100 100 100 100 100 10 100
Private Consumption 69.4 70.3 70.9 71.8 72.2 71.5 71
Government Consumption 8.6 8.5 8.4 9 10.1 10.8 11.3
Total Invstment 20.4 21.3 21.9 22.4 23.3 22 23.6

Private insvestment 14.2 13.3 13.7 14.9 16.6 16.2 16.6
Public Investment 5 4.8 4.9 4.6 4.2 4.2 4.5
Change in inventories 1.2 3.2 3.3 2.9 2.5 1.6 2.5

Trade balance 1.5 -0.2 -0.9 -3.2 -5.5 -4.3 -5.8
Source: Sachs et al. (1995).

Be this as it may, 1994 began badly for Mexico. Events that signaled grow-
ing political instability coupled with accumulated fi nancial fragility resulted in an 
abrupt change in market sentiment. Armed rebellion in the rural state of Chiapas 
in January that brought to light ever rising inequality in income distribution,22 
the decision of the U.S. Federal Reserve Board to increase interest rates in Febru-
ary23 and the assassination of Donaldo Colosio, the Western-oriented presidential 
candidate in March pushed the system over the brink into fi nancial instability. 
Excessive optimism reversed, and the accumulated fi nancial diffi  culties came to 
the surface. Doubt in the ability of the Mexican authorities to sustain a pegged 
foreign exchange rate led foreign investors and wealthy Mexicans to launch a mas-
sive escape from the peso and peso-denominated assets. In the next three months, 
the Mexican government lost approximately 10 billion US$ of foreign exchange 
reserves. In order to stop depletion of foreign exchange reserves and preserve or 
attract new capital infl ows, the Mexican authorities increased the nominal interest 
rate on Cetes bonds from 11.97% in March to 16.45% in April (Sachs et al. 1995).24 
However, in fear of widespread bankruptcies of over-indebted banks, corpora-
tions and households, the Mexican government opted for preventing a further in-
crease in interest rates. In parallel, the risk premium on peso-denominated assets 

22  In the period between 1984-1992, share of 10% wealthiest and the most powerful 
Mexicans in total income increased form 32.8% to 38.2% (not taking into account 
income generated by their capital invested in developed countries). Cypher (1996).

23 Which opened possibility of reversing direction of carry trade.
24 Constrained policy autonomy ex post (Grabel 1996b).
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skyrocketed. Consequently, massive capital outfl ow took place. Short of foreign 
capital, and in an attempt to resist an increase in interest rates, the Central Bank 
expanded domestic credit, i.e. started to buy the short-term liabilities of the pri-
vate sector at interest rates below those demanded by international fi nanciers and 
the dollar-indexed short-term debt of the government (Tesobonos). On the other 
hand, private borrowers used their pesos to buy dollars from the Central Bank thus 
additionally contributing to a precipitous fall in reserves and further widening of 
the current account defi cit.

At the same time, aiming at replenishing reserves and slowing down the sale 
of dollars, the Mexican government propelled conversion of peso denominated 
short-term government debt (Cetes), peso-denominated long-term bonds (Bondes) 
and the peso-denominated infl ation-indexed long-term bonds (Ajustabonos) into 
dollar-indexed short-term bonds (Tesobonos). In this way it seemed that investors 
had freed themselves of currency risk and, on the other side, the central bank 
borrowed funds at rates which were substantially lower than peso interest rates 
(Table 1). (Pettis 2001). As a result, the hemorrhaging of foreign exchange reserves 
temporary stopped in June, and the proportion of foreign-currency denominated 
debt in total debt rose sharply, which signifi cantly increased the risks of possible 
sharp currency depreciation. In addition, it signifi cantly increased the proportion 
of short-term debts in total debts.25 As a result, a large proportion of debt was 
due the very next year. By November, the issuance of Tesobonos soared (Table 4). 
Consequently, as Minsky argued, as credit expands, the quality of credit declines 
and the system becomes progressively illiquid.

As soon as investors became aware that over-indebted business subjects, 
households and government, exposed to severe currency depreciation and inter-
est rate risks, had actually been illiquid, they refused to roll over peso and dol-
lar-denominated debt and rushed for the exit. Consequently, investor’s fears of a 
market collapse ensured its realization (Grabel 1996a). Currency attacks began in 
November and fi nally on 22 December, the Central Bank gave up fi xing the peso. 
From a February peak of 29 billion US$, reserves dropped to 6 billion US$ at the 
end of the year. In only two days (20-22 December), the Mexican authorities spent 
nearly 4 billion US$ in a futile attempt to defend the peso. At the end of Decem-
ber, the ratio of the value of Tesobonos to foreign exchange reserves was nearly 3 

25  Average maturity of government bonds decreased from 306 days in April 1994 to 206 
in December 1994 (Cruz et al. 2006).
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and the ratio of total public debt to foreign exchange reserves was 5.3 (Sachs et 
al. 1995). Th e ratio of foreign-currency denominated debt to local-currency de-
nominated debt reached 2.20 and the ratio of short-term debt to long-term debt 
reached 3.15. Th e ratio of foreign exchange international reserves to private and 
public foreign-currency denominated debt was 0.06 (Cruz et al. 2006). Simultane-
ously, the stock exchange fell nearly 30% from a September 1994 peak to the end 
of December (Mishkin 1996). In an attempt to regain investor confi dence after the 
sharp currency depreciation had taken place, the Mexican Government increased 
annual interest rates on Cetes from 17% in December 1994 to near 40% in January 
1995. As we would expect, a combination of overly pessimistic investors and sharp 
currency depreciation coupled with a rise in interest rates (domination of Ponzi 
units) activated a downward spiral. Th e system was in free fall. By April 1995, the 
Mexican stock exchange fell another 30% in peso terms and 65% in dollar terms 
(Mishkin 1996). In December 1994, the peso devaluated 40% (Grabel 1996a). By 
March 1995, in relation to its January 1994 value, the peso devaluated 82.9% with 
respect to the dollar (Cruz et al. 2006). Th e proportion of non-performing loans 
in total bank loans increased from 8.7% in 1994 to nearly 17% in 1995 (Mishkin 
1996).26 Furthermore, the level of non-performing loans was substantially underes-
timated due to the lax Mexican in comparison to U.S. accounting principles.27

Panic spread to the rest of the world and particularly Latin American mar-
kets (the “tequila eff ect”). Economic growth, gross capital investment and con-
sumption slumped,28 a large number of workers were fi red29 and thousands of busi-
ness entities went bankrupt (Krugman 2000). No less important, already dismal 
prospects were further deepened by the implementation of restrictive monetary 

26  By international standards, a banking sector with overdue loans amounting to 4% of 
total bank loans is considered to be extremely fragile and risky (Cypher 1996).

27  Instead of the complete value of the loan (principal and interest), in the Mexican ac-
counting standards only unpaid dues after 90 days were registered as non-performing. 
According to Salomon Brothers estimation (using U.S. accounting principles) the share 
of non-performing loans in total loans was between 30 and 40% or equivalently reached 
amount between 8 and 11% of GDP (Carstens and Schwartz 1998; Cypher 1996).

28  Economic growth in 1995 turned out to be negative (-6.5%), as well as gross capital 
investments (-29%) and consumption (- 8.4%). (Cruz et al. 2006).

29  Urban unemployment increased from 3.7% in 1994 to 6.2% in 1995 (Ros 2001). What 
is more, it is an astonishing fact that in early 1995 30-40% of population received 
minimum wages (worth only 35% of their 1978 level). Not surprisingly, in 1995 
consumption and aggregate demand in general, were negative (Cypher 1996).
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and fi scal policy that came in the package with the U.S. led fi nancial support aim-
ing at bailing-out foreign investors and socializing banks’ losses.30 

Conclusion: Lessons to be Learned

Th e Mexican fi nancial crisis in 1994 reminded us once again that self-reg-
ulated markets are not an optimal tool for rational and productive allocation of 
scant resources, and in the event of instability, mechanisms that will restore equi-
librium, at least in the long run, will not be activated automatically. Th e main-
stream recommendation of zealously enforced market-led policies as a universal 
prescription for macroeconomic stability and an essential tool in amortization of 
exogenous shocks has proved wrong. Foreign capital does not respond to properly 
implemented macroeconomic market oriented policies, i.e. improved economic 
conditions do not precede investment infl ows as we have been taught to believe. 
In truth, as real world experience suggests, liquidity expansion in rich countries 
launches massive capital movements towards the developing world. Th erefore, 
movements of capital towards developing countries are exogenous, i.e. the ac-
tions of developing countries do not infl uence the movements of international 
capital, which are the result of liquidity changes in the developed world. Not less 
important, the Mexican peso crisis, as well as numerous recent fi nancial crises in 
emerging markets, unambiguously showed that causes of instability did not lie in 
weak macroeconomic fundamentals or political uncertainty but in persistent and 
severe external defi cits, i.e. excessive indebtedness and unfavourable structure of 
the debt (Pettis 2003).31

Th erefore, it is of crucial importance to control the increase in external debt 
in the fi rst place and in the second to minimize the share of short-term debt or 
fl oating-rate debt and debt denominated in hard currency in the total debt as far 
as possible. Th ere is no universal recommendation for the level of sustainable sov-
ereign indebtedness. It depends on the earning power of the economy which is 
determined by its economic diversity (economies of scale, technological innova-
tions, synergies) and the sensitivity of its economy to global business cycles. More 

30  A 50 billion US$ credit line was provided by the U.S. Treasury, the International Mone-
tary Fund, the World Bank, the Bank of Canada, the Bank for International Settlements 
and the InterAmerican Bank (Carstens and Schwartz 1998; Cypher 1996).

31  Weak macroeconomic fundamentals and political instability are neither a necessary 
nor a suffi  cient conditions to explain fi nancial crises in emerging markets. 
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productive, effi  cient industrialized economies with developed labour division have 
greater potential for leverage than less diversifi ed economies specialized in low-
added value products, sensitive to changes in the global business climate.32 What 
also matters is the debt structure. An inverted capital structure amplifi es the in-
tensity of external shock so that debt obligations balloon in the short run, whereas, 
in parallel, due to the dramatic increase in uncertainty, the revenues of business 
units enter free fall.33 If local private business and government debt is short-term 
debt denominated in foreign or local currency, local currency depreciation and 
increase in interest rates will sharply increase the burden of debt in the short run 
and local business units will, in an attempt to meet their debt obligations, push 
strongly to exchange revenues and proceeds by selling assets for foreign currency 
thereby causing further decreases in the price of assets and the value of local cur-
rency. Th is situation leads indebted units into bankruptcy in the short run. On 
the other hand, in the event of a correlated capital structure, i.e. medium and 
long-term debt, denominated in local currency, sharp depreciations of the foreign 
exchange rate and ensuing infl ation work to the benefi t of the indebted unit, since 
infl ation simultaneously erodes the burden of debt and nominally, in local cur-
rency terms, increases the revenues of non-tradable and tradable sectors. No less 
important, a weaker currency increases the competitiveness of the tradable sector 
in international markets. Also, a sharp rise in interest rates will not increase the 
debt burden, since interest rates in long-term contracts are locked in for several 
years (Pettis 2001).

In this sense, one of the options for minimizing the negative impacts of ex-
ternal shocks can be a return to capital controls. Capital controls put in place 
during the 1960s successfully prevented massive infl ows or outfl ows of short-term 
foreign currency investments. Th ey might prove to be an effi  cient policy option in 

32  Th e country is excessively indebted when its debt trades at high credit spread which 
hampers new investments and the potential for rising new debt (Pettis 2003).

33  Dominant share of short-term or fl oating-rate debt and/or debt denominated in hard 
currency in total debts are examples of inverted liability structures at the sovereign 
level.
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fi ghting liquidity mismatch – fi nancing of local assets with hot money.34 35 Also, 
capital controls are capable of preventing fi nancial contagion which is the conse-
quence of mechanically implementing trading strategies of buying in rising and 
selling in declining markets.36

Measures of capital controls include reserve requirements on banks’ liabili-
ties, the Tobin tax such as the taxes on short-term foreign exchange operations 
that were recently implemented by Brazil and Taiwan, and the outright prohibition 
or limitation of capital fl ows.37 Recently, even the IMF, known as a fi erce enemy 
of capital controls in the past, recognized that developing countries have to stand 
ready and use all available tools and even keep an open mind concerning capi-
tal controls, in order to stem unproductive and disruptive capital infl ows, which 
exacerbate boom and bust cycles (Belka 2010). Kalantzis (2004) believes that the 
productivity gains stemming from capital infl ows are the most important predic-
tor of a future balance of payment crisis in an economy suff ering from a surge in 
capital infl ows. Th is implies that policy makers should asses most carefully the 
productivity gains to be had from any investments, especially in the non-tradable 
sector, and approve or support the foreign fi nanced investment only if the produc-
tivity gain is large.

Necessary measures to reduce the credit denominated in foreign currency 
encompass long-standing and credible long-term policies such as the preference 
of public borrowing in local currencies, encouragement of foreign owned banks 
to borrow and lend in the local currency, deepening of the local capital market 
with the focus on bonds and strict bank supervision regarding foreign currency 
exposure and foreign currency lending to the non-tradable sector.38 It is also de-

34  Hot money flows across national boundaries in search for speculative gains, 
precautionary purposes, shield from tax collectors and laundering illegal earnings 
(Davidson 1999).

35  On the other hand, Edwards (2004) fi nds very little proof of its effi  cacy since agents fi nd 
ways to circumvent the restrictions, while the authorities might become too confi dent 
about restrictions and implement riskier policies than justifi ed.

36 Margin buying, portfolio insurance, derivative contracts (Pettis 2003).
37  For the opposite opinion on potential eff ectiveness of the Tobin tax see Davidson 

(1999).
38  However, some authors claim that credible policies are not suffi  cient. Eichengreen et 

al. (2003) describe the phenomenon of “original sin”, i.e. the inability of emerging and 
developing countries, but also developed but small economies to borrow in their own 
currency either on domestic or international fi nancial markets. Th e main reason why 
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sirable to encourage large multinational corporations and international fi nancial 
institutions to borrow or issue bonds denominated in emerging and developing 
market currencies in order to enlarge international holdings of such currencies. 
Borrowings or bond issues of this kind are not unheard off , and do occur from 
time to time.

Stronger banking sectors, which can be achieved through stronger bank 
supervision,would certainly enable policy makers to conduct more aggressive 
measures when speculations against the local currency arise. Tight bank super-
vision is very important before the onset of crisis, since it will help reduce the 
vulnerability of the country in terms of risk mismanagement, balance sheet and 
currency mismatches and excessive credit growth. High capital adequacy require-
ments, high risk weights for foreign currency denominated loans, a high provi-
sioning requirement and debt-to-service ratios are probably the best choices for 
building a relatively safe and sound banking system.

Reliance on equity and direct investments instead of borrowing from abroad 
is one of the most important tools for policy makers in a developing country, pro-
vided they want to secure sustainable capital movements. In this case, the prob-
ability of a default is much lower, as investors accept their share of the burden in 
bearing whatever problems the economy is facing. Since dividends certainly do 
depend on the profi tability of the investments, unlike interest and principle pay-
ments, capital outfl ows during the economic downturn will be much lower than in 
the case of foreign borrowings. Th e best reference for investors to engage in for-
eign direct investments and purchasing of stocks is a stable and growing economy 
with low interest rates and consequently high present value of corporate profi ts 
and a strong and stable currency.

Last but not least, we must never forget, as Minsky warned, that crisis pre-
vention is never-ending job and requires as much as possible, timely updating of 
market regulation rules and regulating practices: “In a world of businessmen and 
fi nancial intermediaries who aggressively seek profi t, innovators will always out-
pace regulators; the authorities cannot prevent changes in the structure of port-

they cannot borrow in their own currency, at least in the suffi  ciently large amounts 
and with long maturities, is their small economic size, which fundamentally diminishes 
their attractiveness as a means of diversifi cation. By comparing countries like South 
Korea and Chile with Indonesia or Venezuela, these authors fi nd that credible and 
sustainable fi scal and monetary policies, the quality of institutions and the rule of law, 
have little, if any explanatory power of this phenomenon.
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folios from occurring. What they can do is keep the asset-equity ratio of banks 
within bounds by setting equity absorption ratios for various types of assets. If 
the authorities constrain banks and are aware of the activities of fringe banks and 
other fi nancial institutions, they are in a better position to attenuate the disruptive 
expansionary tendencies of our economy.” (Minsky 1986, 281).
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Rezime:
Dve dekade kasnije: Važne Minskijanske lekcije iz Meksičke pezo 
krize

U radu analiziramo fi nansijsku krizu koja je pogodila Meksiko 1994. go-
dine u pokušaju da ustanovimo zajedničke korene i obrasce fi nansijskih kriza 
na brzorastućim tržištima. Po našem mišljenju, ortodoksni ekonomisti nisu u 
stanju da ponude zadovoljavajuće objašnjenje uzroka fi nansijskih kriza u ze-
mljama u razvoju. Sa druge strane, Minskijanski model likvidnosti kojim se 
objašnjava međunarodno kretanje kapitala od razvijenih ka zemljama u ra-
zvoju i njegova Hipoteza fi nansijske nestabilnosti prilagođena slučaju zemlje u 
razvoju nam govore da ekspanzija likvidnosti u razvijenom svetu i posledični 
kapitalni priliv u plitka fi nansijska tržišta zemalja u razvoju proizvodi pozitivne 
efekte samo u kratkom roku. U srednjem roku, ukoliko se eksterno zaduživanje 
lokalnih tržišnih učesnika ne ograničava i kontroliše, devastirajuća epizoda de-
fl acije dugova može postati realnost.

Ključne reči: fi nansijske krize, brzorastuća tržišta, Meksiko, Minsky, Hipoteza 
fi nansijske nestabilnosti, dugovi
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WHY DO WE NEED TO 
REPLACE DSGE MODELS? 
A Critical View on Pre-Crisis 
Central Bank Models

In this paper, we critically address pre-crisis central banking doctrine 
from a methodological standpoint. We argue that the underpinnings of the 
reigning paradigm before the crisis account for its paradigmatic failure 
both to predict the global crisis, and be a reliable source of inspiration for 
post-crisis policies. We insist on DSGE models, and emphasize the need 
for enhanced understanding of macro-fi nancial interactions. In a second 
part, we sketch out three research directions aimed at overcoming the 
shortcomings of pre-crisis models. We respectively consider the merits of 
ensemble modeling, Homo Socialis and agent-based modeling. Finally, 
we conclude.

Key words: DSGE models, fi nancial crisis, alternative methodologies

Introduction

 Pre-crisis central banking doctrine has 
been the object of considerable criticism since the outbreak of the crisis without 
necessarily paving the way for viable alternative frameworks. In this paper, we ar-
gue that the underpinnings of the reigning paradigm before the crisis account for 
its paradigmatic failure both to predict the global crisis, and be a reliable source 
of inspiration for post-crisis policies. In a fi rst part, we examine the strengths of 
the mainstream DSGE models, before examining how the latter came under attack 
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once the issue of macroeconomic interactions and the need for preemptive moves 
by central banks came to the fore in central banking practices. In a second part, we 
sketch out three research directions aimed at overcoming the shortcomings of pre-
crisis models. We respectively consider the merits of ensemble modeling (inspired 
by sophisticated weather forecasting techniques), the replacement of homo oeco-
nomicus by the more insightful Homo Socialis, and fi nally agent-based modeling. 
We believe that these promising approaches lead to better foresight, and have the 
potential to improve central banking practices in a post-crisis scenario. Finally, we 
conclude.

Th e Reigning Paradigm Until the Global Crisis

Th e Strengths of Pre-Crisis DSGE Models

Central banks have adopted since the late 1990s an approach to macroeco-
nomics known as DSGE (Dynamic Stochastic General Equilibrium) modeling, 
which is a branch of applied general equilibrium theory. DSGE models try to 
predict all macroeconomic variables, and are used to assess fi scal and monetary 
policies. Th ey have benefi ted from the legacy of the real business cycle approach 
(RBC) and the seminal article by Kydland and Presscott in 1982; DSGE models are 
all micro-founded, and assume that agents are rational. An overview of this theo-
retical approach is provided by Pilkington (2011), through the careful examination 
of entries in dictionaries and encyclopedias. Yet, DSGE methodology departs from 
the RBC approach in the sense that DSGE models are populated by monopolisti-
cally competitive fi rms, and feature real frictions (e.g. habit formation in consump-
tion and adjustment costs in investment). Markets no longer clear automatically 
in the New Keynesian DSGE models featuring nominal price and wage stickiness. 
DSGE models feature rational agents that are resource and budget-constrained 
with clearly described preferences and microeconomic objectives (Kocherlakota 
2010). Agents form expectations of future macroeconomic outcomes. Th ese for-
ward-looking expectations are explained by the model (ibid.). Th e DSGE mod-
els bear a connection to empirical macroeconomic research, through the careful 
selection of key parameters underlying the structural apparatus of the economy, 
and the testing of substantive hypotheses with the help of modern statistical tech-
niques. Th e micro-foundations and the use of structural policy-invariant param-
eters of the economy make DSGE models robust to Lucas critique (1976). Th e 
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fi nancial accelerator mechanism is explained by Bernanke et al (1999). Christiano 
et al. (2001) present a model featuring frictions refl ecting the persistence of sticky 
prices and wages in the euro area. Other infl uent papers in the DSGE literature 
have been written by Bernanke and Gertler (1999), Smets and Wouters (2003) 
and Iacovellio (2005). DSGE models are displayed on a research platform on the 
internet, the website www.dsge.net, which claims to be an “international research 
network for DSGE modeling, monetary and fi scal policy”. Th e infl uence of DSGE 
models on central banking practices prior to the crisis is exemplifi ed by the 2003 
Smets-Wouters model for which the European Central Bank is full of praise. Like-
wise, the 2007 Smets-Woutersmodel, was enthusiastically endorsed for purposes 
of policy analysis.

Macro-Financial Interactions and the Need for Preemptive Moves

For Smith (2009, 2), standard New Keynesian DSGE models failed to ac-
count for the interactions between macroeconomic and fi nancial variables before 
the crisis. Th e crisis has shown that macro-fi nancial interactions ought to be fur-
ther investigated to capture the nature of the macro-dynamics leading to the crisis. 
One reason for this shortcoming is that the workings of the fi nancial sector were 
inadequately portrayed by DSGE models (Cagliarni et al. 2010, 26). In reality, “the 
fi nancial sector’s propensity to be a source of shocks is a function of, among other 
things, the setting of monetary policy.” (ibid.). Th erefore, DSGE models have be-
gun to incorporate an active banking sector (Gerali et al. 2008; DeWalque et al. 
2009; Dib 2009). Bernanke (2011) has upgraded the fi nancial stability objective in 
the aftermath of the crisis. Th e latter must now be on par with the more solidly 
anchored price stability objective. Pilkington (2009) has laid bare the foundations 
for a renewed understanding of macroeconomic interactions and the potential 
build-up of fi nancial imbalances, by relying on stock-fl ow consistent macroeco-
nomic accounting structures, thereby breaking away with macroeconomic ortho-
doxy and its insistent focus on micro-foundations, based on the erroneous view 
of self-equilibrating markets at all times. Crockett (2002) had already warned, on 
behalf of the Bank for International Settlements, that infl ation targeting policy, 
with its obsession for price stability, was not the most suitable approach to combat 
fi nancial instability. Central banks should try to monitor credit bubbles and erratic 
asset prices. Pre-emptive moves under the form of monetary policy tightening 
could well be sound policy choices in times of euphoria and boom characterized 
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by apparent macroeconomic stability nonetheless containing the seeds of future 
instability (Minsky 1986). Although Bernanke & Gertler (1999, 74) opposed the 
idea in the late 1990s that central banks should respond to asset price movements 
unless the latter signal changes in expected infl ation, the crisis has clearly demon-
strated that macroeconomic stability would have be ensured by pre-emptive low-
ering interest rates, to off set the impact of asset movements on output and infl a-
tion volatility. Other authors have also insisted on prompt responses to asset prices 
misalignments in the fi nancial markets (Cecchetti et al. 2002; Wadhani 2008, 5). 
Standard DSGE models circumscribe the controlling variables of monetary policy 
to infl ation forecasts and output gaps. Yet, asset prices should be incorporated in 
future analyses in order to mitigate distortions in investment and consumption 
with the unintended risk of amplifying the business cycles and generating infl a-
tionary pressures.

DSGE Models Under Attack

Representative agent models appeared with Lucas and Rapping (1969). How-
ever, criticism abounded in the literature well before the crisis. Regarding the pos-
tulated homogeneity implied by the representative agent approach, Hartley (1997, 
199) stated that “perhaps, someday, we will fi nd a planet populated by clones where 
these models will be useful, but until then we cannot expect them to be of much 
use in studying economies about which we know.” In a paper entitled ”Representa-
tive agents and the micro-foundations of macroeconomics”, Grabner (2002) criti-
cizes the idea that models with representative agents (such as DSGE models) are 
immune to the Lucas critique. Kirman (1992) resorts to the well-known fallacy of 
composition and provides an example wherein the representative agent disagrees 
with every individual economic agent in the economy: hence, the reduction of a 
group of heterogeneous agents to a representative agent is “both unjustifi ed and 
leads to conclusions which are usually misleading and often wrong (ibid.).” Kirman 
(ibid.) launches a fi erce attack against the representative agent, who “deserves a 
decent burial, as an approach to economic analysis that is not only primitive, but 
fundamentally erroneous” (ibid.). Likewise, Chang, Kim, and Schorfheide (2011) 
have designed a DSGE model with uninsured labour income risk wherein the es-
timated representative-agent DSGE model gives inconsistent results with a model 
using the true parameters of the heterogeneous economy: “[s]ince it is not always 
feasible to account for heterogeneity explicitly, it is important to recognize the 



LIMES+  Vol. XI (2014), No. 3: pp. 79–94

83

possibility that the parameters of a highly-aggregated model may not be invari-
ant with respect to policy changes.” In the Financial Times, Willem Buiter (2009) 
lamented over the so-called advances in macroeconomics since the 1970s, which 
he considers useless. Buiter (ibid.) blames this situation on the self-referential and 
inward-looking nature of most macroeconomic models such as DSGE models 
equated to self-generated mathematical puzzles and the inner logic of intellectual 
games at odds with the real world, arguably prevented economists from address-
ing pressing concerns. Likewise, Goodhart (2007) once said of DSGE models that 
they excluded everything he was interested in. Th e US Congress hosted a series 
of hearings on macroeconomic modeling methods on July 20, 2010. Th e objective 
was to “question the wisdom of relying for national economic policy on a single, 
specifi c model when alternatives are available”.

On this occasion, Robert Solow, Nobel Prize recipient in 1987 criticized the 
DSGE models that fail “to pass the smell test”. For Solow, DSGE models wrongly 
assume a rationally designed long-term trajectory for the economy, devised by an 
omniscient planner. Th is is not what happens in the real world.

Kay (2011) authored a paper entitled “Th e Map Is Not the Territory: An Es-
say on the State of Economics” devoted the relationship between economics and 
the real world. Kay off ered a powerful critique of mainstream economic theory and 
DSGE models. Kay compares the artifi cial worlds constructed by DSGE models to 
Tolkien’s Middle Earth, or to the computer game Grand Th eft Auto. Yet, rigour and 
consistency are nevertheless undeniable qualities of DSGE models. For Hennig 
(2010, 46), skillful mathematical modeling does not ensure scientifi c validity, for 
the interpretation of various elements of formal mathematical domain in terms of 
real-world social phenomena, is necessarily subject to caution.

For Chatelain (2012), the welfare cost of the crisis was underestimated by 
DSGE models. In the latter models, the global crisis can merely been seen as a 
huge exogenous shock perturbing the economy. Yet, the recovery after the crisis 
was much slower than what was predicted by pre-crisis models, as if the determin-
istic trend, around which economies are supposed to gravitate in the long-run, had 
become irrelevant. Furthermore, DSGE modelers have not revised the covariance 
between housing prices and output since the crisis. Did a structural break in the 
covariance occur after 2007? Unfortunately, linearized DSGE models remain silent 
on this matter (ibid.). Chatelain (2012) believes that deviations of the expected 
price of collateral from it fundamental value in DSGE models change the rules of 
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the game for the banking industry, and more particularly the exit options avail-
able to investment bankers: (venture capital) trade sale exit, the repurchase of the 
investors’ shares by the company and/or its management, quotation or IPO on a 
stock exchange, and fi nally involuntary exit.

A lot has been said about the jobless recovery after the crisis with persistent 
unemployment exceeding the persistence of the loss of output. Jaimovich and Siu 
(2012) have singled out a phenomenon of job polarization on the US labor market 
along with sustained high unemployment levels. Pre-crisis DSGE models, with 
their emphasis on temporary shocks, had failed to foresee the permanent eff ects of 
these structural evolutions on the US labor market. Fiscal policy has been utterly 
neglected by most DSGE models. Yet, the latter gained prominence over monetary 
policy during the crisis (Alesina and Giavazzi 2011). For Stiglitz (2011, 597), DSGE 
models “treat the government as outside the system: it too is modeled as if it were 
exogenous. In fact, political actors are agents, who may use policies to pursue their 
objectives. Th ey are engaged in a stochastic game with market participants, and 
this too should have been formally modeled”. Katarina Juselius argues that, from an 
econometric standpoint, cointegrated VAR models (CVAR) are superior to DSGE 
models, that leave out a number of stochastic trends in the real data: “many econo-
mists were indeed blinded by the beauty of their theory models and in my view 
Krugman was right to point this out to the readers of NY Times”.

All in all, the shortcomings of standard DSGE models seem to question the 
validity of the effi  cient market hypothesis in rather opaque and weakly regulated 
fi nancial markets. However, proponents of DSGE models have not yet conceded 
defeat, as shown by a recent paper published by economists of the Federal Reserve 
Bank of New York (Del Negro, Giannoni & Schorfheide 2013). Th e build-up in 
fi nancial stress in the fourth quarter of 2008 is viewed therein as an exogenous 
shock. Th e authors show that by using a standard DSGE model available to econo-
mists prior to the global crisis, it is possible to predict a sharp decline in activity 
with a more modest and protracted decline in infl ation during the following year. 
What this tends to show is that controversies surrounding the relevance and the 
explanatory power of DSGE models are far from over.
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Post-Crisis Models and the Need for a Rethink in 
Macroeconomics

Has there been a serious rethink within the academic community on how 
economics sought to be conducted in a post-crisis scenario? For James Galbraith 
the answer is negative as far as the mainstream is concerned: “So far as I know, 
no ‘mainstream’ department has redesigned its approach since the crisis. Th is is 
remarkable. In fact, so far as I know, no mainstream department has hired a sin-
gle senior fi gure from any dissident tradition. You have to ask, what does this tell 
you?”

In a powerful critique of mainstream economics entitled Never Let a Serious 
Crisis Go to Waste, economic historian Mirowski (2013) argues that the reason 
why economists have been reluctant to change since the crisis is that signifi cant 
evolutions would actually produce harmful eff ects on the standing of the econom-
ics profession.

Th e authority of economists stems from their scientifi c claims about poli-
cies which are supposed to make people better off . Unfortunately, these claims are 
derived from welfare theorems containing largely unrealistic assumptions such as 
substantive rationality and perfect foresight. Th ese claims would be undermined if 
unrealistic assumptions of market-based perfection were replaced by more realis-
tic ones (bounded rationality, radical uncertainty, endogenous money, fi nancializa-
tion, emotions as drivers of human behavior and decisions etc). Th is would tarnish 
economists’ scientifi c authority and institutional power.

Nevertheless, we believe that there exists a strong need for a rethink in post-
crisis macroeconomics. In this respect, we present a few research directions with 
the potential to overcome some of the shortcomings of pre-crisis models; we con-
sider respectively ensemble modeling, Homo Socialis and agent-based modeling.

Ensemble Modelling

By simulating phenomena studied in physics on supercomputers, weather 
forecasters have achieved a high degree of precision and reliability. Th e European 
Centre for Medium-Range Weather Forecasts in the UK and the National Centers 
for Environmental Prediction in the USA run supercomputers simulating a virtual 
atmosphere. Th e model can forecast the wind, the temperature, and the humidity 
at more than 20 million points from the earth’s surface up to a height of 40 miles. 
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Could economists fi nd some inspiration from weather forecasting techniques 
in the future? As odd as it may seem, the question is far from futile. Physical forces 
shaping hurricanes or tornadoes are not so diff erent than the fi nancial and eco-
nomic destabilizing forces leading to credit bubbles, sovereign debt crises, hedge 
fund panics etc. In the light of the failure of most economists to predict the global 
fi nancial crisis under the dominant paradigm of perfect self-regulating markets, 
could we instead acknowledge the limitations of our knowledge of the future, and 
seriously envision the creation of a European Center for Financial Forecasting?

More precisely, ensemble forecasting can be defi ned as a numerical predic-
tion method used to generate a representative sample of the possible future states 
of a dynamical system. Similar to Monte Carlo analysis, ensemble forecasting relies 
on a large set of slightly diff erentiated initial conditions. Th e initial conditions are 
all seen as plausible by the modeler in the light of past and present observations, 
data sets and measurements. Th ey merely defi ne a universe of possible outcomes. 
As Lawson (2006; 2009) notes, unlike closed-system analysis that characterized 
pre-crisis models, the future is never predetermined in open systems; this is a more 
faithful characterization of the real world compared to closed-system mathemati-
cal models. Numerous simulations help remove the uncertainty inherent in tradi-
tional forecast models, such as the errors that stem from erroneous initial condi-
tions and from path-dependent chaotic dynamics. Ensemble forecasting mitigates 
the imperfections in model formulation and algebraic techniques. Th e modeler 
thus determines an ensemble spread (whose size depends on the uncertainty level 
of the environment) within which the dynamical system falls. Th is initial choice is 
always made by the modeler and takes on a subjective dimension. Ensemble mod-
eling can also be seen as doing “Macro modelling with many models”.

Leutbecher and Palmer (2008, 3515) state that “numerical weather predic-
tion models as well as the atmosphere itself can be viewed as nonlinear dynami-
cal systems in which the evolution depends sensitively on the initial conditions.” 
Previously discussed DSGE models are highly sensitive on initial conditions and 
the supposedly policy-invariant parameterizing of the economy. New forecasting 
techniques will allow modelers to generate a representative sample of the possible 
future states of a dynamical system.

Drawing on the methodology of numerical weather prediction, an approach, 
which is very similar to multiple Monte Carlo analysis, ensemble modeling helps 
collect a vast set of observations on past and current conditions, so as to retain 



LIMES+  Vol. XI (2014), No. 3: pp. 79–94

87

only the most plausible values. Th e importance of thorough data collection can-
not be understated in this respect (hence the importance of setting up the above-
mentioned Centers for Economic and Financial Forecasting). Multiple numerical 
predictions in ensemble modeling generally yield a range of results forming a spec-
trum of possible future confi gurations. Ensemble modeling aims at asymptotic 
convergence towards a pseudo-objective probability that is not postulated ex ante, 
as in the ergodic models vastly criticized by post-Keynesian economists, but rather 
empirically investigated by muddling through.

Moving Away from Homo Oeconomicus to Homo Socialis

In the aftermath of the crisis, our collective emotional and aff ective envi-
ronment is being reshaped –sometimes violently – thereby casting a new light on 
the power of emotions. French philosopher Alain (1925 [1928], 26) explains that 
others exert power on our inner states by signaling their own emotions and pas-
sions. Th ese inner states are spontaneously generated by others. Albeit intuitive, 
the emotional substrate is diffi  cult to defi ne, because emotions are in fact “the glue 
that binds society together” (Turner 2005).

A fundamental lesson is that man is intrinsically a social being who contrasts 
sharply with the homo oeconomicus, the central character in neoclassical theory. 
Th e latter theory depicts a world populated by individual agents maximizing their 
utility under constraint, by interacting on markets with disregard for the social 
dimension of these interactions.

Recent studies in behavioral economics have shown that the neoclassical, 
self-interested, egoist maximizer is not necessarily more successful in economic 
terms than the seemingly selfl ess, altruistic and cooperative fellow. Experimental 
economists have gathered overwhelming evidence in recent years that cooperative 
and helping behaviors are actually the norm in human interactions throughout the 
world. Th is raises the following question: If self-interest does pay, why do humans 
often act diff erently?

Th e legacy of Darwinism on modern economic thought, and more particu-
larly on the homo oeconomicus, is obvious. Models are often based on the idea that 
competition rests on the centrality of rational incentive-driven homo oeconomicus. 
Contrariwise, the implications of how Darwinism accounts for alternative complex 
phenomena such as altruism or group dynamics are far less intuitive; In fact, ex-
plaining how altruistic behavior may arise out of natural selection, is the theoreti-
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cal problem of sociobiology, and more specifi cally of the theory of group selection, 
which explains that natural selection can act on groups in spite of occasional free-
rider behavior that may distort the analysis. Successful groups tend to benefi t the 
individuals of the group, even if the latter are not related. An example is provided 
by Bitcoin, the new crypto-currency launched in 2009. PhD student Andrew Miller 
argues that the growth and sustainability of the crypto-currency is dependent, 
in the initial stages, on the altruistic and honest behavior of the Bitcoin miners. 
Although Miller’s claims on Bitcoin have not yet been backed by the economics 
profession, the idea that altruistic or cooperative behavior (the ‘Homo Socialis) 
might lead, under certain circumstances, to more effi  cient economic outcomes 
than purely self-interested ones, is gaining momentum within the scientifi c profes-
sion. For instance, in a paper titled ”How Natural Selection Can Create Both Self- 
and Other-Regarding Preferences, and Networked Minds” (Grund et al. 2013), 
the authors put forward a type of “economic theory for ‘networked minds’ (the 
‘Homo Socialis’) and [laid] the foundations for an evolutionarily grounded theory 
of other-regarding agents, explaining individually diff erent utility functions as well 
as conditional cooperation”. In this respect Karl Polanyi (1957, 46), had drawn the 
main conclusion derived from the study of early societies that he equated to the 
timelessness of the conception of man as a social being. For Polanyi, the economy 
is embedded in social structures. Market economies combine neoclassical utility-
maximizing individual behavior with more natural social patterns, such as reci-
procity, redistribution, shared values, traditions and various communitarian forms 
of organizations that determine social motivations and transcend individualities 
(ibid.). Th erefore, humans do not systematically act as utility-maximizing rational 
agents driven by self-interest (the infamous “Homo oeconomicus”). Rather, the 
‘Homo Socialisis concerned with preserving and improving his social standing. 
Material goods, assets and claims on wealth are primarily social in nature. Th e 
economy is run on motives that are not linked to economic calculus or mere eco-
nomic interest attached to individual ownership (ibid.). Homo socialis cannot be 
embodied in a single economic model. It is rather a perspective on social science 
that acknowledges the active role of other-regarding agents. It is a major improve-
ment over pre-crisis DSGE models populated by mere individualistic utility-max-
imizing agents.
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Agent-Based Modelling

Th e Economist (2010) reminds us that “Conventional economic models failed 
to foresee the fi nancial crisis”, and goes on to ask whether agent-based models could 
be more successful? Agent-based modeling (ABM) consists of computational mod-
eling focusing on heterogeneous individuals forming a complex system. ABM, also 
known as agent-based computational modeling, requires both mathematical and 
experimental approaches for its development and application. ABM does not as-
sume that the economic system be converging towards equilibrium. Moreover, the 
representative agent hypothesis is ruled out from the onset. Th rough the use of a 
bottom-up approach, ABM aim at singling out emergent macro-properties arising 
out of complex interactions between countless agents, who are assigned specifi c 
rules of behavior. A fi ne example of ABM is the Java agent-based macroeconomic 
simulator (JAMEL) developed by Pascal Seppecher. Th e software is distributed 
under the terms of the General Public Licence (GPL), and can be downloaded, 
installed and enabled on any personal computer without any technical knowledge. 
Seppecher has designed an innovative and powerful agent-based computational 
macroeconomic model. JAMEL is a free java computer program that can generate 
a wide range of simulations. Th e JAMEL-user is empowered within an operational 
virtual laboratory where full macroeconomic experiments are conducted without 
any prior technical knowledge. Th e user defi nes the initial conditions (number of 
agents and parameters for rules of behavior), replicates disturbances akin to exog-
enous shocks , monitors the real-time and system-wide eff ects of these shocks, and 
assesses their consequences on macroeconomic magnitudes (income distribution, 
unemployment and infl ation levels, velocity, inventory levels, capacity utilization, 
bankruptcy rate...). Seppecher has made his simulations available online to the 
public, so as to replicate the stylized facts of real-world economies, such as pro-
ductivity and expenditure shocks, deregulation of the labor market, introduction 
of a minimum wage in a defl ationary context, and credit bubbles. Th e JAMEL 
software is just the fi rst step in the process of understanding the workings of our 
fi nancialized economies. An agent-based model capable of predicting a tipping 
point such as the Lehman Brothers (LB) bankruptcy would be a formidable project 
requiring “real-time simulation, fed by masses of data that would operate rather 
like the traffi  c-forecasting models now used in Dallas and in the North Rhine-
Westphalia region of Germany (Economist 2010)”. Th e resources needed for this 



Marc Pilkington Why do We Need to Replace DSGE Models?

90

gigantic type of modeling enterprise is reminiscent of the enormous mass of data 
processed by our weather forecasting centers described in our section devoted to 
ensemble modeling.

Conclusion

Th e global crisis has called for a rethink of the models used by the econom-
ics profession. Our article has focused on central banks whose modeling practices 
prior to the crisis were largely inspired by the dynamic stochastic general equilib-
rium approach to macroeconomics. Although the latter featured undeniable ana-
lytical strengths, we have shown that the failure to predict the crisis might be ex-
plained by the inability to account for complex macro-fi nancial interactions within 
the economic system. Consequently, DSGE models have come under attack since 
2008. Th e fi ercest critiques include notorious economists such as Robert Solow, 
Charles Goodhart and Willem Buiter. Th erefore, alternative frameworks need to 
be put forward in order to improve central banking practices, and help avoid the 
past forecasting mistakes, with disastrous consequences for our economies. In this 
article, we have reviewed three very promising methodological directions at odds 
with pre-crisis models, respectively ensemble modeling, Homo Socialis and agent-
based modeling, all requiring a paradigm shift along with the constitution of mas-
sive data sets and cutting-edge forecasting centers. 
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Rezime:
Zašto treba da zamenimo DSGE modele? Kritički pogled na 
modele koje su koristile centralne banke u periodu pre izbijanja 
svetske fi nansijske krize

Od izbijanja svetske fi nansijske krize, vladajuća doktrina centralnih ba-
naka je predmet kritika, a da pri tome nije nužno otvoren put za održivu al-
ternativu. U ovom radu tvrdimo da se u temeljima vladajuć e paradigme nalazi 
objašnjenje za njen paradigmatični neuspeh, kako u predviđanju globalne krize 



Marc Pilkington Why do We Need to Replace DSGE Models?

94

tako i na polju postkrizne monetarne politike. U prvom delu rada se prouča-
vaju dobre strane vladajućih DSGE modela. Nakon toga proučavamo kako su 
vladajući DSGE modeli postali predmet kritika onda kada je pitanje makro-
eknomskih interakcija i potrebe za preventivno delovanje centralnih banaka 
došlo u prvi plan. U drugom delu skiciramo tri istraživačka pravca koja imaju 
za cilj prevazilaženje nedostataka modela koje su koristile centralne banke u 
periodu pre izbijanja svetske fi nansijske krize. Posebno se razmatraju dobre 
strane ansambl modeliranja (inspirisano sofi sticiranim tehnikama vremenske 
prognoze), zamena homo oeconomicus-a pronicljivim homo socialis-om, i na 
kraju modeliranje zasnovano na ponašanju agenata u sistemu. Mišljenja smo 
da ovi obeć avajuć i pristupi vode ka boljim predviđanjima, a imaju i potencijal 
da poboljšaju prakse centralnih banaka u postkriznom periodu. Na kraju rada, 
izvodimo zaključak.

Ključne reči: DSGE modeli, fi nansijska kriza, alternativne metodologije
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Economic Background

In the years since the fall of Lehman Brothers in September 2008, the Czech 
Republic has experienced a double-dip recession. A sharp downturn in 2009 was 
followed by a return to growth in 2010. Th e initial downturn saw a brief peri-
od of fi scal expansion, but the government subsequently embarked upon a pol-
icy of austerity which was accompanied by a return to recession and a rise in 
unemployment.

Th e years between the country’s entry into the European Union in 2004 and 
the fi nancial crisis of 2008 saw high levels of growth in the Czech economy. Gross 
Domestic Product (GDP), in real terms, grew by 6.8%, 7.0% and 5.7% in 2005, 
2006 and 2007 respectively, slowing down to 3.1% in 2008 (Eurostat, 2014b). Th e 
economy declined sharply in 2009, with a fall in real GDP of 4.5% for the whole 
year, concentrated in the fi rst quarter, but growth returned in 2010 (2.5%). Growth 
slowed in 2011 – by the end of the year the country was again in recession. Th is 
second recession lasted two years in total, with the economy growing again in the 
second quarter of 2013. Both 2012 and 2013 experienced negative growth rates 
(-1.0% and -0.9% respectively). Th e pace of growth is now accelerating, with year-
on-year growth for the third quarter of 2014 estimated at 2.3% (Czech Statistical 
Offi  ce 2014c).

Th e pattern of unemployment broadly followed the vicissitudes of GDP 
growth. Th e average rate of unemployment in 2009 was 6.7%, rising to 7.3% for 
2010 and falling back to 6.7% in 2011 (Eurostat 2014a). Unemployment then rose 
again to 7.0% in 2012 and 2013 (Eurostat, 2014a), and is now on a downward trend, 
reaching 5.9% in September 2014 (Czech Statistical Offi  ce 2014b), but still well 
above the pre-recession level of 4.4%.

Levels of government debt in the Czech Republic are relatively low in com-
parison with other developed nations. Gross government debt stood at 45.7% of 
GDP at the end of 2013 – the Euro zone average is 90.9% (Eurostat 2014c).

Table 1 presents the all the above economic data discussed above, and Figure 
1 compares GDP growth in the Czech Republic with Germany, the country’s larg-
est trading partner, as well as with European Union and Euro zone averages over 
the 2002-2013 period. Growth in the Czech economy exceeded European averages 
in the period immediately before the onset of the crisis, and it might reasonably 
have been hypothesized that the country was on a path of convergence towards 
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western European living standards. However since 2010, Czech growth has under-
performed both neighbouring Germany and the averages for the European Union 
and the Euro zone (both of which include the countries of southern Europe most 
aff ected by recessionary conditions).

Political Background

For most of the period since the eruption of the global fi nancial crisis in 2008, 
the Czech Republic has been governed by centre-right coalitions. In a general elec-
tion in the summer of 2006 the centre-left Social Democrats, who had governed 
either alone or in coalition for eight years, lost power. Subsequent governments 
were led by the centre-right Civic Democratic Party (ODS), until the Summer of 
2013, except for a 13-month period in 2009-2010 when an interim government 
composed of technocrats held offi  ce. After the general election of 2010, the centre-
right retained power, albeit under a diff erent coalition confi guration, although the 
Social Democrats had emerged as the largest single party in parliament with the 
highest share of the popular vote.

Th e governing coalition collapsed in June 2013 after a major political scandal, 
and early elections were held in October of the same year, followed by protracted 
coalition negotiations. Th e current administration is led by the Social Democrats 
along with two centrist coalition partners, and assumed offi  ce in January 2014.

Recent years have seen a fracturing of the political spectrum in the Czech 
Republic, with both major parties, the Civic Democrats and the Social Democrats 
haemorrhaging support to smaller parties of the right and centre. Th e combined 
share of the vote won by these two parties fell from 67.70% to 28.17% between 
2006 and 2013 (Czech Statistical Offi  ce 2014d). Indeed, rocked by a series of scan-
dals, the Civic Democrats won only 7.72% of the vote in 2013, and are no longer 
the leading party of the centre-right. A number of new political parties have been 
formed since 2006, not all of which have succeeded in establishing a pattern of 
electoral success for more than one parliamentary election. Most notable is the 
major opposition party, TOP 09, which was created in 2009 (hence the name) 
and which gained seats in the parliamentary elections of 2010 and 2013, winning 
11.99% of the popular vote in 2013 (Czech Statistical Offi  ce 2014d).

Th e parties of the centre-right have been supportive of fi scal retrenchment. 
Th is is especially true of TOP 09, which built its 2010 manifesto around promises 
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to control public spending. Th e party went as far as to send imaginary demands 
for payment of CZK 121,000 (approximately EUR 4,375 at current exchange rates) 
to thousands of Czech households during the 2010 election campaign, which they 
calculated was each citizen’s share of the national debt and which led to panic 
amongst some sections of the population and hundreds of calls to the police 
(Czech News Agency 2010). After the election, the TOP 09 fi nance minister Miro-
slav Kalousek launched a programme of public spending cuts, which were broadly 
supported by the centre-right. Overall reductions to the public sector defi cit have 
been made predominantly by cuts to expenditure – the fl at rate of income tax that 
was introduced in 2008 remained unaltered until a 22% bracket was introduced 
in 2013 for the highest earners. Whilst the Social Democrats in opposition have 
been critical of specifi c cuts implemented by centre-right governments, the party 
is also committed to a policy of fi scal rectitude. Whilst the party’s 2013 manifesto 
did not contain specifi c pledges on public spending, the current version of the 
party’s longer-term policy document includes a commitment to keep the annual 
public sector defi cit to within the Maastricht criterion of 3% of GDP (Czech Social 
Democratic Party 2014). Th e 2010 election manifesto included a more specifi c 
commitment to bring the defi cit to within 3% of GDP by the year 2013 (Czech 
Social Democratic Party 2009). Moreover during the 2010–2013 parliament the 
Social Democrats were committed to balancing the budget by the year 2017, only 
one year later than the government (Sobotka 2011a).

Methodology

In this paper we follow the methodology for analysing practical political dis-
course developed by Norman and Isabela Fairclough (2012). Th is method builds 
on the principles of critical discourse analysis (CDA) and incorporates a number 
of approaches from political science, argumentation theory and philosophy. In 
particular Fairclough & Fairclough (2012) build on the work of Audi (2006) and 
Walton (2005). Th e authors found this approach relevant because of the focus 
on the reasoning leading to practical decision making in politics as well as the 
applicability to single-agent deliberation which is the focus of this research. Th e 
methodology may also be applied to wider political deliberation, rendering it con-
sistent with possible future research goals and with the framework of deliberative 
democracy.
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In the analytical process developed by Fairclough & Fairclough (2012), the 
speaker argues for a particular course of action, either for herself or for another 
agent. Here the speaker may or may not also be the agent. Th e argument is predi-
cated on the claim that the course of action will lead to the fulfi lment of a specifi c 
stated goal. We shall call this claim the means-goal premise. Th e agent’s goal is 
formulated as a future state of aff airs. Th is formulation helps to obviate discus-
sions that would arise if we were to express goals as desires – we may then want to 
distinguish between actual desires (i.e. what we actually want) and desires based 
on normative principles (what we think we ought to do or want). Th ese goals are 
underpinned by values, and are supported by circumstances, which may include 
social and economic conditions as well as institutional arrangements. So this is the 
framework which we shall use to analyse argumentation: claim for action, goals, 
values, means-goal premise, and circumstances. Th ese may be summarized in the 
fi gure below which is adapted from Fairclough & Fairclough (2012, 45):

We have chosen to analyse blog posts of two principal players in the fi eld 
of macroeconomic policy; these senior politicians represent the government and 
opposition respectively for the time period which we are examining. Th e subjects 
of our analysis are:
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Miroslav Kalousek, a leading fi gure in centre-rights politics – a former • 
leader of the centrist Christian Democrats and a co-founder of TOP 09. 
Kalousek was fi nance minister from 2007 to 2009 and then from 2010 to 
2013, and a key architect of the austerity drive from 2010;
Bohuslav Sobotka, currently leader of the Social Democratic Party and • 
Prime Minister, having taken offi  ce in January 2014. Between 2002 and 
2006 he was fi nance minister and for much of the Social Democrats’ years 
in opposition he was the party’s senior economic spokesperson. He contin-
ued to comment extensively on economic matters after formally assuming 
the party leadership in 2011.

Th ese particular political fi gures were chosen since, besides being senior 
policy makers, they have also eff ectively articulated the main arguments on either 
side of the main debate on economic austerity in the Czech Republic.

We have decided to analyse blogs since these are texts that are primarily in-
tended for the wider public, rather than experts, or politicians. Th e blogs are also 
easily accessible and represented the most straightforward means of assembling a 
corpus. We have created a corpus of all the blogs of our selected politicians from 
2006 to the present. We then selected specifi c texts using key word analysis. We 
fi rst identifi ed all texts containing the words “úspory” (savings), “fi skální” (fi scal) 
and “škrty” (cuts) and associated grammatical forms. Altogether there were 24 
texts by Kalousek, and 316 texts by Sobotka, by far the more prolifi c blogger on 
all policy areas. Altogether there were 27, 5 and 3 occurrences of úspory, fi skální 
and škrty respectively in Kalousek’s texts. Th e corresponding fi gures for Sobotka 
were 33, 59 and 159. So “úspory” was used regularly by both politicians and was 
the word which we selected for our analysis. Th is key word is less politically loaded 
that other words, such as ‘škrty’ meaning ‘cuts’ which suggest a negative framing. 
Besides Kalousek and Sobotka, our corpus included the blogs of the communist 
politician Jiří Dolejš and the libertarian Petr Mach. We hope to make use of the 
texts of the others in further research. We selected blogs related to the debate on 
government expenditure, focusing on those that summarized all aspects of the de-
bate. We disregarded those texts that were irrelevant to our research (such as, for 
instance, blogs about energy savings) as well as those that concentrated on specifi c 
aspects of policy such as the details of taxation or pension reform. We also selected 
blogs to correspond to the same time period; the blogs which we have analysed 
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were written during 2011 and 2012, a key period during the implementation of 
austerity in the Czech Republic.

Th e blogs of Miroslav Kalousek present the case for austerity in the Czech 
Republic, and we will proceed to analyse the argument. In his blog postings, Bo-
huslav Sobotka does not present a comprehensive alternative policy proposal. His 
central focus is a series of critical counter-claims, reacting to the case for auster-
ity. After analysing and evaluating the arguments presented by Kalousek, we will 
break down and evaluate the counter-claims made by Sobotka. Th e blog posts of 
both Kalousek and Sobotka are internally consistent in the sense that they do not 
contain statements that contradict other assertions by the same author.

Arguments Presented by Miroslav Kalousek

We have chosen to analyse three blogs: • Růst na dluh není udržitelný 
(Growth on the back on debt is not sustainable) (Kalousek 2012a), Rozpočet 
není bezkoncepční (Th e budget does not lack strategy) (Kalousek 2011), 
Nepromrhejme získanou důvěru (Let us not waste the trust that we have 
earned) (Kalousek 2012b).
Th e argumentation may be summarized as follows, according to the scheme • 
developed by Fairclough & Fairclough (2012):

Claim for action:
Continued programme of reductions in expenditure by the  –
government;
avoid reducing taxes on corporations and on employment; –
leave pension reforms, healthcare reforms and church restitution poli- –
cies intact.

Goals: A number of goals are presented by Kalousek in his blogs:
Keep government budget defi cit below 3.0% of GDP; –
balance the budget by 2016; –
maintain and increase the international competitiveness of Czech fi rms  –
by keeping tax and labour costs low;
ensure budget cuts are shared by all citizens, including the self-employed  –
and high earners;
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gain and maintain the trust of international capital markets – success in  –
this regard is evidenced by low interest rates;
avoid loss of national sovereignty and more drastic action (e.g. at the  –
hands of the International Monetary Fund, fi nancial investors) in the 
future: “Pokud budeme ozdravný proces oddalovat, jednou přijde mno-
hem drastičtější a patrně nám jej bude diktovat Mezinárodní měnový 
fond” (Kalousek 2012a) meaning “If we keep putting off  the cure, one day 
there will be a much more drastic cure, and it will be dictated by the In-
ternational Monetary fund”; “velké fi nanční skupiny by nám mohly začit 
diktovat své podmínky” (Kalousek 2012b) meaning “big fi nancial groups 
could start laying out their conditions”; “politika defi citů zahalených 
do podpory růstu již vehnala mnohé země do dluhové pasti” (Kalousek 
2011) meaning “a policy of defi cit fi nancing dressed up as supporting 
growth has landed many countries into a debt trap.”

Circumstances:
Ongoing structural defi cit in the Czech Republic – budget structure  –
built on assumption of continuous growth;
economic climate of recession and stagnation, with weak tax receipts; –
defi cit (for 2013) forecast of the order of CZK 100bn despite cuts; –
ageing population in the Czech Republic; –
global fi nancial crisis, caused by factors beyond the control of the Czech  –
Republic;
the Czech Republic has the highest indirect costs of employing labour  –
in Europe;
gaining control of debt may involve a long period of stagnation or nega- –
tive growth: “nás může čekat dlouhé období nízkého nebo záporného 
růstu” (Kalousek 2012b) meaning “we might be facing a long period of 
low or negative growth”.

Means-Goal Premise:
Th e government’s policies, i.e. cutting public expenditure and restricting 

tax increases to Value Added Tax (VAT) will lead to reduced indebtedness of the 
Czech state, fulfi lling the goals stated above. Th e formulation of the goals, which 
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include reducing the national debt of the Czech Republic and also maintaining 
competitiveness, and the suggestion that further borrowing, albeit on a temporary 
basis, would set the country on a dangerous path towards crisis and loss of sov-
ereignty -“ČR by přišla o svou fi nanční suverenitu, jako se již stalo mnoha státům 
Evropy” (Kalousek 2012b) meaning “the Czech Republic could lose its fi nancial 
sovereignty, which has happened to many countries of Europe”. Th is logic would 
appear to imply that the policy mix advocated in these blogs is not only suffi  cient 
but also necessary. In other words, there is no alternative.

Values:
Th rift: living within one’s means, as a society; –
gaining and keeping trust; –
fulfi lling international obligations (the Maastricht Treaty and the Fiscal  –
Compact).

Counter-claim 1:

Th e expenditure cuts are not suffi  cient.

Response
Agreement: this is indeed a correct observation; nevertheless, the govern-

ment must live with political realities – an early, more stringent draft of the 2013 
budget failed to gain approval by the Cabinet

Counter-claim 2:

Th e government’s policies are placing a burden on ordinary people.

Negative consequences
Discontinuing current policies would result in growth artifi cially stimu- –
lated by defi cits and ignores the reality that this is unsustainable;

other European countries have fallen into the ‘debt trap’; –

Ultimately, the only source of revenues for the state is taxes paid by citi- –
zens – living standards maintain by debt amounts to an ‘addiction’. We 
are currently experiencing withdrawal symptoms;

alternative sources of tax revenue would increase the burden on fi rms –  –
employers of ‘ordinary people’;
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Counter-claim 3:
Cutting the defi cit now will slow down the economy.

Negative consequences
Despite the current policy, the country still has a structural defi cit of  –
around 1-2% of GDP. Further borrowing, would amount to promoting 
‘growth on steroids’;
the Czech Republic is a small economy dependent on foreign demand –  –
domestic stimulus will not be an eff ective means of boosting economic 
growth;
Domestic stimulus may boost imports. –

Counter-claim 4:
It is a bad idea to raise taxes in a recession.
Negative consequences

Th is is no ordinary recession, but the consequence of a Europe-wide  –
tendency to infl ate living standards through debt accumulation. Th e al-
ternative would be to continue this unsustainable trend.

Argument Evaluation – Miroslav Kalousek

Th e values underpinning Kalousek’s position are stated only implicitly. It 
appears that he regards thrift as a virtue in its own right – there are various refer-
ences to societies living beyond their means (both in the overall European and the 
specifi c Czech context). For instance he writes: “vlády v Evropě přifukovaly životní 
úroveň na dluh” (Kalousek 2012b) meaning “governments in Europe pumped up 
living standards through debt.” He appears to imply that the current austerity rep-
resents atonement for past sins. Th e metaphors of debt as an addiction and a trap 
tend to reinforce this ethical standpoint. He also refers to trust – gaining the trust 
of the fi nancial markets, and to international obligations, primarily those under the 
Maastricht Treaty, which set limits on government borrowing and debt levels.

As a goal, Kalousek is clear that he views debt reduction as a key target of 
policy. His aim of bringing public sector borrowing to within the 3.0% of GDP set 
out in the Maastricht Treaty is apparently consistent with the goal of bringing the 
Czech Republic into the Euro zone. However there is no entry date which forms 
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part of the argumentation – nor is there a precise explanation as to why the year 
2016 was set as the target year for achieving a balanced budget. Kalousek also re-
peatedly states that maintaining and enhancing the economic competitiveness of 
the Czech Republic is a key goal of his policy mix. In his argumentation competi-
tiveness is primarily a matter of decreasing the indirect costs of employment and 
the overall tax burden on the corporate sector. Th ere is no mention of education 
and skills, investment in infrastructure, industrial policy or support for small and 
medium enterprises. Moreover Kalousek claims that indirect costs of employment 
in the Czech Republic are the highest in Europe – this claim is not substantiated 
with data.

Part of the rationale for strict adherence to austerity is the fact that the Czech 
Republic has a structural defi cit, which he attributes to high spending (as we shall 
see, Bohuslav Sobotka attributes the structural defi cit to tax cuts implemented by 
governments of the centre-right since 2006). Yet he does not explain what is meant 
by the structural defi cit, a substantial omission considering that the blog is aimed 
at a predominantly lay audience. Nor is there any discussion of the challenges of 
defi ning and interpreting the concept of a structural defi cit.

An argument that Kalousek uses against fi scal stimulus is the reliance of the 
Czech economy on exports. However, whilst the Czech economy is indeed rela-
tively open, spending by households and government has amounted to just over 
70% of GDP for all the years from 2010 to 2013 (Czech Statistical Offi  ce 2014a).

Kalousek uses a metaphor of addiction, likening debt to a drug. For instance 
he writes about “růstové steroidy”(the growth steroid), the economy being “na 
práškách” (on pills) and refers to his austerity policy as “odvykaci kúra” (drug re-
hab) (Kalousek 2012a). However it is noteworthy that we do not observe any anal-
ogies between the state and a household. Whilst he claims that European societies 
overall have lived beyond their means, there is no comparison between a state 
and a household, both facing budgetary constraints in hard times. Th is household 
metaphor has been a common feature of the public discourse in other countries.1 

1  For instance in the United Kingdom politicians have often used the household meta-
phor, e.g. in October 2010 the Chancellor of the Exchequer George Osborne told the 
House of Commons: “We are going to ensure, like every solvent household in the coun-
try, that what we buy, we can aff ord; that the bills we incur, we have the income to meet; 
and that we do not saddle our children with the interest on the interest on the interest 
of the debts we were not prepared to pay (Osborne, 2010).” And a number of politicians 
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It would appear that Kalousek takes the view of public sector defi cit spending 
that is known as Ricardian equivalence. Th at is that public sector borrowing in a 
crisis will not result in increased demand, since any potential stimulus eff ect will 
be off set by households saving more in anticipation of future tax increases to pay 
off  the accumulated debt. Kalousek does not refer to Ricardian equivalence directly, 
nor does he explain the underlying assumptions of the theory. However, he takes 
the view that current expenditure is of necessity building up debt for the future, and 
that the only ultimate source of government revenue lies in taxation: “Stát nemá 
jiné prostředky než daně svých občanů (Kalousek 2012a)” meaning “the state has no 
other means besides the taxes of its citizens”. Th is points to an understanding of 
public sector fi nance entirely consistent with Ricardian equivalence. Moreover, the 
pre-election tactic of sending payment demands to thousands of households, rep-
resenting the individual citizen’s share of the national debt is also consistent with a 
view that this debt is a future burden on taxpayers. Kalousek’s rationale for austerity 
makes no reference to public expenditure as investment, whereby the returns may 
exceed the costs of fi nancing, leaving a major gap in his argumentation.

Kalousek invokes the crisis in the Euro zone, sometimes specifi cally refer-
ring to Greece, at other times to unspecifi ed ‘other European countries.’ Th e fate 
of Greece and the corresponding loss of national sovereignty at the hands of the 
International Monetary Fund and other institutions is held up as a consequence of 
not following through with austerity measures proposed by the government.

Finally, Kalousek cites the current low interest rates in the Czech Republic 
as a measure of the success of the government’s policies – and of the trust earned 
in the fi nancial markets. He does not countenance, not even for the purposes of 
rebuttal, any alternative interpretation of the low interest rate environment, such 
as low expectations of infl ation.

Counter-Claims Presented by Bohuslav Sobotka

Our analysis is based on three blogs: Čas poslat Kalouskovi složenku (Time 
to send Kalousek a bill) (Sobotka 2011b), Kalouskova spirála poklesu (Kalousek’s 
downward spiral) (Sobotka 2012a), Daňový populismus (Tax populism) (Sobotka 
2012b).

have referred to the National Debt as a situation where the country had ‘maxed out’ on 
its credit card.
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Counter-claim 1: Government indebtedness is rising:
Sobotka draws attention to the apparent failure of the government to fulfi l 

their own stated aim of controlling government debt. He tells readers that defi cits 
are out of control, and that the overall government debt / GDP ratio is approach-
ing 45% (in 2012).

Rationale
Sobotka blames the rising debt to GDP ratio squarely on the austerity poli-

cies of the government, and fi nance minister Kalousek in particular. His claim is 
that, by squeezing demand, the government are causing economic recession, lead-
ing to lower GDP, and lower tax revenues (consistently below expectations), hence 
a rising debt to GDP ratio. He accuses the government of separating the fi nances of 
the state from the economy at large. Sobotka contrasts this with the period when 
the Social Democrats were in offi  ce (and he was minister of fi nance) and wages 
were rising, unemployment was low, there was signifi cant inward investment and 
the debt to GDP ratio was stable.

Metaphors
Sobotka uses a variety of metaphors in this argumentation:

he likens the government‘s policy of austerity, leading to increased  –
indebtedness, in turn resulting in further austerity, to a dog chasing its 
own tail: „politika vlád...se tak podobá psu v honičce za vlastním ocasem“ 
(Sobotka 2012a);

he uses the Czech idiom „lámání chleba“ (Sobotka 2012b) meaning  –
„breaking bread“ which originates in Christian liturgy but which tends 
to signify important decisions or revelations, the moment of truth. Th e 
phrase also evokes a sense of material well-being, or the lack of it;

the cuts are referred to as „ – tupý“ (Sobotka 2012b) which literally means 
blunt, but can also mean thick or stupid. A few months later Kalou-
sek replies directly to this reference, writing that he will be introducing 
„sharp“ (Kalousek 2012a) cuts. Th e Czech word for sharp „ostrý“ also 
means intelligent or articulate;

elsewhere he describes the policy of instituting further spending cuts as  –
kicking the problem down the road;
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he also writes of further expenditure cuts being like cutting down on the  –
use of spice during a famine;
we also see a metaphor of blindness: the government have their eyes  –
closed to reality, affl  icted as they are by ideological blindness;
further unplanned defi cit fi nancing, as a result of policy failures, are  –
described in terms of an impulsive call to a payday lender in a moment 
of weakness.

Counter-claim 2: Th e government is placing the greatest burden on the mid-
dle class:

Th is is a claim that is also alluded to in Sobotka’s criticisms of taxation poli-
cy, which he believes favours the wealthiest segment of society and large corporati-
ons. Elsewhere (Sobotka 2011c) he writes about defending the 99%, citing the US-
economist Joseph Stiglitz on rising inequality and clearly referring to the Occupy 
protests in the United States.

Sobotka also refers to rising prices, which combine with austerity to squeeze 
real incomes. He complains that the recessionary environment means that it is 
impossible for central banks to raise interest rates to combat infl ation.

Counter-claim 3: Th e government’s tax policy is counter-productive and 
unfair:

Rationale
By raising Value Added Tax (VAT) the government have depressed domestic 

demand, exarcerbating the problem. Moreover the government’s other tax poli-
cies, including a fl at tax of 15% introduced in 2008, a reduction in employment 
taxes and pension reform combine to favour the very wealthy and large corpora-
tions. He also refers to the favourable treatment of the self-employed, leading to a 
rise in bogus self-employment arrangements (‚švarcsystém‘ in Czech or the ‚black 
market system‘). Overall these changes result in increase tax evasion and falling 
revenues. At one point he writes about gifts to the corrupt.

Metaphors
Sobotka likens the rise in VAT during a recession to throwing a brick at  –
a drowning swimmer;
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he also refers to the „bitter drops of cuts“ ( – hořké kapky škrtů)“ (Sobotka 
2012a), alluding to illness and medical treatment;
he also draws an analogy with the ongoing crisis in Greece, which he  –
claims has its origins in a culture of tax evasion: “A je to taky nástroj 
daňové demoralizace, představy, že daně se platit prostě nemusí. Právě 
to ale také bylo u kořenů řecké krize” (Sobotka 2011b) meaning “It [tol-
erance of tax evasion through bogus self-employed status] is also an 
instrument of tax demoralisation, the idea that one simply doesn’t have 
to pay tax. And that is exactly what lies at the root of the Greek crisis.”

In addition there are two further counter-claims which Sobotka makes. Th ey 
are incorporated in the above arguments, but we have highlighted them since they 
refer to specifi c claims made by Kalousek.

Counter-claim 4: Interest rates are low not because of the success of the gov-
ernment’s fi scal policy, but because there is high demand for government bonds, 
as investment instruments of choice on the part of the very wealthy benefi ciaries 
of tax cuts.

Counter-claim 5: decreasing taxes paid by the very wealthy and by large 
corporations are the cause of the Czech Republic’s structural defi cit, rather than 
excessive public expenditure.

Argument Evaluation – Bohuslav Sobotka

Th e basic thrust of Sobotka’s critque of Kalousek’s policies, especially in 
counter-claim 1, is founded on Keynesian macroeconomic theory. Whilst Sobotka 
does not present a full policy proposal, the outlines of an agenda may be traced 
from his argumentation:

Claim for action: Th e government needs to change its policy, paying greater 
attention to demand in the economy.

Goals: Rising living standards, low unemployment, low government debt 
levels.

Values: Fairness towards the middle class and the poorest sections of society, 
prosperity.

Circumstances: Attempts to reduced levels of government debt by directly 
cutting the defi cit have failed, leading to stagnation and recession. Previous Social 
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Democratic governments paid attention to the need to maintain aggregate de-
mand and investment, and achieved a growing economy, rising standards of living 
and low levels of government debt.

Means-Goal premise: Th e basic premise is founded on the paradox of thrift: 
higher levels of government of expenditure would stimulate economic activity, 
increase tax receipts, raise GDP and consequently lower levels of government 
indebtedness.

Whilst Sobotka implicitly makes this Keynesian argument, the following 
points should be noted:

Th e main macroeconomic policy target which he alludes to is low levels  –
of debt. Th ere is no specifi c mention of targets for unemployment or 
growth. Whilst lower levels of debt are a likely consequence of expan-
sionary fi scal policy in the framework of Keynesian economics, the 
emphasis on lowering indebtedness as a goal goes against the spirit 
of the theory. As Keynes said in a radio interview in 1933: „Look after 
unemployment, and the budget will take care of itself.“ (Keynes, John-
son, & Moggridge 1978, 150)

Sobotka’s emphasis on debt adopts the right’s framing of the debate. Th is  –
framing potrays government debt as the moral responsibility of every 
citizen and is founded on the morality of thrift. Sobotka may be making 
the mistake, described at length by Lakoff  (2002), of assuming that the 
public will be swayed by logical argument and policy detail rather than 
by moral positions; he is essentially concurring with Kalousek’s moral 
position, if not his policy stance;

Moreover, Sobotka, in a diff erent context (that of tax cuts), compares the  –
Czech Republic to Greece to draw attention to a risk factor. In making 
the Greek comparison he risks reinforcing the case made by his oppo-
nents, who have used the Euro zone crisis to argue for reducing debt by 
cutting public expenditure;

Sobotka, like Kalousek, does not challenge the essential structure of the  –
Czech economy, or the pre-crisis status quo. He does not make the case 
for any deep reforms, and defends the Foreign Direct Investment driven 
growth model of the years leading to the crisis.
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Concluding Remarks

Th e two main protagonists in the Czech austerity debate who form the sub-
ject of this analysis have taken very diff erent theoretical positions. Th e arguments 
followed by Miroslav Kalousek appear consistent with the concept of Ricardian 
equivalence and are in line with the established orthodoxy shared by policy makers 
across the European continent.

In contrast, the theoretical underpinnings of the critique of government 
policy presented by Bohuslav Sobotka are rooted in Keynesian economics and 
demonstrate an understanding of the paradox of thrift.

Nevertheless there are areas of commonality between the two positions. 
Both emphasize public sector debt reduction as a policy priority. Both politicians 
represent parties which had in place specifi c commitments to reducing defi cits and 
balancing the budget. Moreover, neither Kalousek nor Sobotka have challenged 
the basic underlying structure of the Czech economy, and both place the origins 
of the crisis fi rmly outside the country’s borders. Th is was an external shock that 
hit the Czech economy.

Further research should analyse the deliberation of the main participants in 
the austerity debate in greater depth. And it remains to examine the positions of 
players outside the political mainstream, for example in the civic movements that 
have been formed to protest current policies as well as the Communist Party. 

Finally, the authors hope this paper will contribute to analysis of the austerity 
debate in the wider European context.

Appendix

Table 1: Czech macroeconomic data (2007–2013)

2007 2008 2009 2010 2011 2012 2013
Public sector surplus/defi cit (% of GDP) -0.7 -2.1 -5.5 -4.4 -2.9 -4.0 -1.3
Gross government debt (% of GDP) 27.8 28.7 34.1 38.2 41.0 45.5 45.7
GDP growth 5.7 3.1 -4.5 2.5 1.8 -1.0 -0.9
Average unemployment rate (%, ILO 
method) 5.3 4.4 6.7 7.3 6.7 7.0 7.0

Data source: Eurostat
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Figure 1: Czech GDP growth (2002–2013) – European comparisons

Data source: Eurostat
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Rezime: 
Debate o merama štednje u Češkoj Republici

Cilj rada je ispitivanje javnog diskursa u vezi fi skalnih mera štednje u Češ-
koj Republici u periodu nakon izbijanja fi nansijske krize 2008. godine. Analiza 
je bazirana na blogovima dva ključna politička kreatora u periodu od 2008. 
godine do danas primenom metodološke analize političkog diskursa koju su 
razvili Normana i Izabele Feirklou (2012). Iako političari koji su predmet ove 
analize zastupaju različite ekonomske fi lozofi je, oni istovremeno imaju neke 
stavove koji su im zajednički. Obojica ističu značaj smanjenja duga javnog sek-
tora kao strateškog prioriteta i nijedan nije doveo u pitanje osnovnu strukturu 
češke privrede. Autori se nadaju da će ovaj rad doprineti široj analizi tekuće 
debate u vezi mera fi skalne štednje u Evropi.

Ključne reči: mere fi skalne štednje, diskurs, fi skalna politika, dug

Paper Received: 8. X 2014.
Paper Reviewed: 23. X 2014.
Paper Accepted: 30. X 2014.



JOURNAL OF SOCIAL SCIENCES AND HUMANITIES

Part II
CATCHING – UP TRAPS: 

Sand in the Gears of 
Economic Development

FINANCIAL INSTABILITY AND 
ECONOMIC DEVELOPMENT 
IN EMERGING MARKETS: 
CONTROVERSIES AND 
CRITICAL ISSUES





117

UDC: 330.8
330.342.1/.35

330.34.01

THE COMPETING THEORIES 
OF DEVELOPMENT AND 
UNDERDEVELOPMENT: 
A Critical Evaluation from an 
Eco-Socialist Perspective*

Th is paper is an attempt to contribute to an eco-socialist critique of the 
widely prevailing theoretical perspectives on development with a focus 
on one aspect: the competing explanations of underdevelopment in the 
Th ird World and of the poverty resulting from that underdevelopment. 
Th e aspect of inequality between the developed capitalist economies and 
developing capitalist economies will also be examined from the viewpoint 
of its linkages with poverty in the Th ird World. Th ree main perspectives 
will be considered: one, the traditional one that keeps the discussion on 
poverty, underdevelopment and inequality within the framework of a 
capitalist economy; two, the Marxian one as a critique of capitalism and 
third, the Green one that focuses on the natural environment as a way of 
dealing with issues of poverty and underdevelopment.

Key words: Global inequality, Th ird World underdevelopment and poverty, 
neo-liberalism, neo-classical economics paradigm, Keynesianism, welfare state, 
Marxism, Green economics, eco-socialism

Original Scientifi c Article

Pritam SINGH
Oxford Brookes 

University, Oxford, UK

*  We are thankful to Meena Dhanda, Chris Hesketh, Stephen Hurt, Andy Kilmister and 
Liz Perez for comments on the ideas developed in diff erent sections of the paper. None 
of them read the whole draft of the paper in this form. Th e usual disclaimer, therefore, 
applies here with even greater force.

psingh@brookes.ac.uk



Pritam Singh Th e Competing Th eories of Development…

118

Introduction

 This paper will focus on the core issue 
of development i.e. reduction or removal of economic poverty (low per capita 
income) in what is called the Th ird World or underdeveloped part of the world 
economy. Th ere has been impressive literature on poverty in the developed capital-
ist economies and there are important lessons to be learnt from the experience of 
developed capitalist economies both regarding some success but also massive fail-
ure in eradicating poverty. Although the experience of developed capitalist econo-
mies in dealing with poverty is not directly transferable to the developing capitalist 
economies, that experience throws signifi cant light on the various shades of tra-
ditional development theories such as Keynesianism, neo-classical paradigm and 
neo-liberalism. We have, therefore, devoted considerable space to examine criti-
cally the debates on poverty and the role of welfare state intervention in reducing 
poverty in developed capitalist economies. In dealing with the issue of reduction/
removal/abolition of poverty in the developing capitalist economies, the paper will 
engage with competing theoretical perspectives which aim to explain the roots of 
underdevelopment and poverty, and then propose the route to reducing or abol-
ish poverty. Th ree main theoretical perspectives would be considered. First, the 
traditional theoretical perspective of development would be considered in which I 
would club together the classical, neo-classical/neo-liberal and Keynesian variants 
of this perspective. Although there are variations in these diff erent shades of the 
traditional perspective, the overriding unity permeating through this perspective 
is the location of all theoretical models and policies within the framework of a 
capitalist economy. For example, the neo-classical economic theory focuses on 
market as the most effi  cient institutional mechanism to allocate resources and 
achieve output outcomes in a capitalist economy while the Keynesian econom-
ics highlights the regulation of the market as necessary to achieve most effi  cient 
outcomes in a capitalist economy. Th e second theoretical perspective I would con-
sider is the radical tradition of Marxism and neo-Marxism with a specifi c focus 
on its understanding of capitalism, the link between poverty and capitalism and 
its critique of capitalism. Th e third theoretical perspective I would examine is the 
Green economic perspective with a focus on its understanding of the problem of 
poverty and the link between environmental degradation and poverty. I will con-
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clude by arguing for an eco-socialist perspective as the most appropriate develop-
ment perspective in the era of climate change and global warming.

Th e thrust of the paper is an attempt to look at the issue of Th ird World 
poverty to highlight the unsatisfactory state of traditional, Marxian/radical, and 
Green perspectives on the link between global inequality, global capitalism and 
environmental sustainability. Th e dissatisfaction with the three theoretical para-
digms examined here, is not of the same nature and degree. Th e traditional devel-
opment perspective is considered seriously inadequate as far as the explanation 
of global inequality and poverty is concerned though some market instruments, 
as understood in the Neo-classical tradition, can be fruitfully employed in deal-
ing with questions of environmental degradation and sustainability. Due to the 
fundamental diff erences with the traditional perspective and coverage of the main 
argument of this perspective while discussing the experience of the developed 
capitalist economies in dealing with poverty, this perspective is considered rela-
tively briefl y. Th e focus of the remaining part of the paper is on the Marxian and 
Green perspectives. Th e paper recognises the rich contribution of Marxism to the 
analysis of many dimensions of capitalism and that of the Green tradition to the 
understanding of the role of nature in the reproduction of our material and social 
world.1 Both these perspectives have strengths and weaknesses in dealing with the 
issues of global inequality, poverty and sustainability but jointly together have the 
potentiality to develop into a richer understanding of global capitalism, poverty 
and sustainability.

Th e paper concludes by arguing for a critical synthesis of Marxian and Green 
insights that can overcome the weaknesses and cement the strengths of both. Th e 
eco-socialist perspective is an attempt at this critical synthesis of Marxian and 
Green perspectives.

1  It is the Western intellectual and political tradition in Marxian and Green perspectives 
that have been taken into account in this paper. No doubt, there are egalitarian and 
environmental traditions of rich variety in diff erent parts of the world including the 
non-Western world. I have not taken the non-Western traditions into account in this 
paper. Th is was done partly to avoid the dilution of the focus of the paper, and partly 
and, more importantly, because none of the non-Western traditions had a coherent 
analytical framework to examine the functioning of the economy and nature. From this 
point of view, the example of Mahatma Gandhi is an interesting one. Gandhi inspires 
many Western and non-Western Greens. Undoubtedly, he provided many insights, 
some very fruitful, on economy- nature relationship but these insights remain scattered 
and do not provide an analytically coherent framework.
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Th e Discourse on Poverty in the Evolution of Developed 
Capitalist Economies.2

Th e United Kingdom (UK) as the oldest developed capitalist economy has 
witnessed the most interesting debates on the origins of poverty and the policies to 
reduce poverty. Th e austerity policy regime being pursued by the current Conserv-
ative- Liberal coalition government in the UK is, on one hand, being considered a 
role model in many advanced capitalist economies especially in the European Un-
ion and , on the other, it has also highlighted the anti-poverty nature of austerity 
policies (Konzelmann 2014). Th is policy regime is in direct opposition to the his-
torically- evolved and long established welfare state regime in the UK. In contrast 
with celebration of free market in the austerity paradigm, the core of the ideology 
and economic regime of welfare state is based on the acceptance of the necessity 
of state to intervene in the market to neutralise some of the ill consequences of the 
functioning of market mechanism for poorer and vulnerable sections of the popu-
lation. Although there is a long history of welfare activities of the state in Britain, 
the origins of the modern welfare state in the UK can be located in the economic 
crisis of capitalism in the wake of the 1929–33 Great Depression, and the political 
and social upheaval in British society in the wake of the Second World War. At 
the level of ideas in the history of evolution of the welfare state in the UK, we can 
identify three key strands: the religious and charitable strand that viewed poverty 
as morally repugnant, the Keynesian economics strand that viewed the necessity 
of state intervention to kick start a depressed economy, and the political strand 
viewing welfare state activity aimed at poverty-reduction as a way of thwarting 
more radical socialist alternatives to capitalism.

We start below by highlighting the main lines of thought regarding the pov-
erty –reducing measures in developed capitalist economies. We then explore the 
economic pressures and ideological forces that resulted from the Great Depres-
sion and the Second World War and thus created the conditions for the rise of the 
welfare state in the UK to deal with many dimensions of poverty. We then move 
on to examine the slow and signifi cant decline in the reach of the welfare state 
since the rise of Th atcherism in the 1980s culminating eventually in the neo-liberal 
austerity policy regime that gained ascendency in the wake of the current global 

2 For a more detailed development of this section, see: (Singh and Bhusal 2014).
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crisis of capitalism since 2008. We highlight the anti-poor content of the austerity 
policies.

Historical and Th eoretical Background to the Rise of the 
Modern Welfare State

In the studies on the welfare state, there is no unanimity either about the 
idea or the history of the welfare state. A welfare historian sums it up well: ‘Th ere 
is no agreement amongst historians and social scientists over when the fi rst wel-
fare states were established or what the term actually means” (Lowe 2005, 12). 
However, one common thread that runs through the competing narratives is that 
the idea and the institutions of the welfare state have developed on the basis of 
the recognition that in a capitalist society, some sections of the population tend 
to become vulnerable to poverty, illness and precarious living unless the market 
mechanism that produces and reproduces these vulnerabilities is regulated or con-
trolled in some way for the benefi t of these vulnerable sections. Karl Polanyi is one 
thinker whose work is not normally recognised in the scholarship on welfare state 
but in our view he should be considered as one of the theoreticians of the welfare 
state. It is possible that he is not given his due in the literature on welfare state be-
cause he did not specify any instruments/institutions that are normally associated 
with the welfare state but his major work Great Transformation can be considered 
as having laid the theoretical foundations of the welfare state. In this work, Polanyi 
highlights the transformative role of markets in the eighteenth and the nineteenth 
centuries in creating modern capitalist societies but then argues for a state that 
can act as a regulatory force to mitigate many destructive aspects of the market 
society that are harmful to human society and also to the natural environment. 
In pointing out the negative consequences of market society for the environment, 
Polanyi was a visionary although his main emphasis was on the disruptive role of 
the markets for society. He writes: “At the heart of the Industrial Revolution of the 
eighteenth century there was an almost miraculous improvement in the tools of 
production, which was accompanied by a catastrophic dislocation of the lives of 
the common people” (Polanyi 1957, 33). Th e central core of the idea of the welfare 
state revolves around this disruptive role of the markets and the need to mitigate 
this disruptive role by emphasising the necessity for state intervention to deal with 
the precarious situation of the socially and economically vulnerable sections of 
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the population arising out of the functioning of market economies (Midgley and 
Tang 2008).

Welfare State and Poverty Reduction

A signifi cant lesson from the historical experience of developed capitalist 
economies that is recognised in the literature on welfare state is that the extension 
of welfare state, as evidenced from the continuous rise in public sector spending, 
has been a key policy instrument in reducing poverty in these economies (Lindert 
2004). Poverty reduction is just one aspect of the necessity of welfare state interven-
tion in a market economy although perhaps it is the most important one. Th ere are 
two main approaches to welfare state intervention for reducing poverty which can 
be characterised as targeted and universal.3 Targeted welfare approach focuses on 
the monetary dimension of poverty that implies determining some static income 
threshold level below which people are considered poor. Only the targeted group is 
then provided with some welfare assistance. Th is narrow approach has been found 
to reduce the number of poor people identifi ed in this one-dimensional way but is 
considered defi cient in dealing with the multi-dimensional causes of poverty and 
the solutions to poverty. Th e universal welfare approach, with its dynamic orienta-
tion, aims to provide welfare assistance without fi rst identifying a targeted group 
of poor purely on the basis of monetary income, and is, therefore, considered a 
better response to address multiple dimensions of poverty (Mkandawire 2005; ILO 
2011; Cook and Pincus 2014). Some scholars consider it to be a rights-based ap-
proach and argue that the rights-based approach, which stipulates that not to be 
poor should be a right of every citizen, is more likely to address the root causes of 
poverty (Devereux 2001, 2002; Bhusal 2011, 2012).

Some scholars dealing with anti-poverty policies in developing countries 
highlight the limitations of the state-led money-metric and targeted approach to 
reduce poverty, and instead put faith in the work of Non-Governmental Organi-
sations (NGOs) to reduce poverty (Amendola et al. 2011). However, some others 
argue forcefully that today’s industrialised countries reduced their poverty through 
state welfare activism and not through the support of non-state actors such as 
NGOs. Th ey argue that the neo-liberal idea of reducing poverty through markets 

3  For a more detailed discussion of the signifi cance of targeted and universal poverty 
reduction approaches, see: (Bhusal 2012).
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and NGOs intervention and leaving only a residual social role for the state can 
only deliver short-term and means-tested support to the poor and would not deal 
with the multiple and structural causes of poverty and the solutions to this poverty 
(Chang 2002). Bhusal (2011) has empirically demonstrated that an active role by 
the state through social security provision by the public sector is much more eff ec-
tive than a residual role through the route of economic globalisation in reducing 
poverty.

Th ere are other important lessons to be learnt from the experience of pov-
erty reduction policies in the developed capitalist economies and the role of these 
policies in shaping the political economy of the welfare state. Academic studies 
of poverty assessments in these countries played a key role in challenging offi  cial 
poverty estimates based on narrow defi nitions of poverty and thus contributed 
crucially to designing more comprehensive welfare policies to reduce multiple 
forms of poverty. For instance, in Britain, Charles Booth’s (1889) London survey, 
Rowntree’s (1901) survey in York and Peter Townsend’s (1954) study of poverty 
in the mid twentieth century were the building blocks for shaping and sustaining 
many aspects of the British welfare state. All these surveys and studies empirically 
demonstrated that British government’s offi  cial poverty rates were highly under-
estimated (Rose 1986, Wood 1991, Bhusal 2012). Th ese studies also contributed 
to expanding the defi nition of poverty from the lack of money to command over a 
range of consumption goods and livelihood assets that were considered necessary 
for a decent, dignifi ed and fulfi lling life (Bhusal 2012). Th is expanded conceptu-
alisation of poverty implied that expanding the role of the welfare state was con-
sidered very crucial to enable access to consumption goods and livelihood assets. 
Th is expanded view of poverty and poverty reduction pre-fi gured some aspects of 
the notions of development as freedom and capability expansion as articulated by 
Sen (1999).

Th e comparative experience of diff erent regions and countries in the glo-
bal capitalist economy is also useful to understand the diff erent trajectories of 
the welfare state (Esping-Anderson 1990). For example, the political traditions in 
Scandinavian countries, USA and the UK have been diff erent and those traditions 
have played an important role in the shaping of welfare state policies regarding the 
role of social security in reducing poverty (Harrington 1962, Lindert 2004).4 Th e 

4  On the Scandinavian/Nordic countries, the Special Report on the Nordic countries 
in Th e Economist (2013) provides rich details on the evolution and current status of 
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left wing political tendencies in Latin America and Europe in the late 1960s and 
the early 1970s have played a key role in visualising and emphasising the role of 
expanded social security and welfare state in reducing multiple forms of poverty 
and livelihood vulnerabilities. Along with the role of these political tendencies, it 
has been argued that one crucial factor in the advancement of welfare state poli-
cies in Europe has been the impressive economic growth in Europe in the post-
war period known as the Golden Age of capitalism (Fine and Harris 1997; Gough 
1979, 1997; Hulme 2010; Lindert 2004; Swaan 1988). However, the expansion of 
social security provisions in Latin America without the commensurate economic 
growth, points to a diff erent trajectory that highlights the political agency role in 
the shaping of the welfare state.

Th e rise of pro- market neo-liberal political tendencies in the developed 
capitalist economies in the 1980s onwards has tended to weaken the political im-
pulse in favour of the welfare state and the onset of the recent fi nancial crisis and 
the resulting austerity policies further reinforce the political orientation against 
welfare policies. However, there are social imperatives that can act as counter-
acting tendencies against the weakening of the welfare state. Th e historical evi-
dence shows that periods of social and economic crises in fact tend to strengthen 
the extension of social security arrangements in order to provide a safety net to 
the increasing number of people that are adversely aff ected by such crises (Prasad 
and Gerecke 2010) but the past is no fi rm indicator of the direction of the future.5  
It is possible that in order to avoid social and political unrest, the welfare provi-
sions may have to be made available to more people in a crisis period than in a 
period of growth because a larger set of people need these provisions during the 
crisis. However, to meet the austerity targets, the amount of these provisions per 
distressed individual or household could be decreased. What the resultant eff ect of 
these two contradictory tendencies- one extending and the other contracting the 

welfare policies. For details on some aspects of the vicissitudes of the welfare state in 
the UK, see: (Singh and Bhusal 2013); And for a European-wide experience with a focus 
on social work, see: (Villa 2013).

5  Chris Hesketh has written: “Th is [the future of welfare state] is not something that is 
predetermined. It is surely an open political question. How things were resolved in 
the 1930s may not be a good indicator of how they will be resolved today” (personal 
correspondence).
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reach of welfare provisions- will be, is diffi  cult to judge while we are in the midst 
of the current crisis.6

Keynesianism and the Rise of the Welfare State

Britain was the most powerful colonial power up until the Second World 
War. Th e War turned out to be a major turning point in Britain’s decline from that 
pre-eminent position and in the rise of US as the most dominant economic power 
in the global capitalist economy. Th e loss of many colonies, the most important 
being India, to Britain in the immediate aftermath of the War was the most telling 
expression of the decline of Britain. Th e social upheaval caused by the War and 
the decline in status of Britain as an imperial power contributed signifi cantly to 
the intellectual and ideological turmoil about modes of economic and political 
governance in Britain. Another major economic event that contributed to this 
multi-fold turmoil was the Great Depression of 1929–33 just a decade before the 
Second World War. Th e Great Depression of 1929–33 exposed structural weak-
nesses in the functioning of capitalism as an economic system. Perhaps the most 
notable theoretical and ideological consequence of the multi-fold crises of global 
capitalism in general and British capitalism in particular was the undermining of 
the hegemonic sway of neo-classical economic theory (Foldvary 1996).

From 1870s until the Great Depression, the neo-classical economic theory 
had held an almost unquestioned hegemony as an economic doctrine (Bharad-
waj 1986). Th is doctrine preached that a market-based capitalist economy had 
an inbuilt mechanism to keep the economy in equilibrium. Th is equilibrium, it 
was argued, ensured among other things, full employment. Any deviations from 
this equilibrium, it was argued, get corrected by the forces of supply and demand 
in the market. Th is comforting belief or world outlook was rudely shaken by the 
Great Depression that witnessed major disequilibrium in the labour and product 
markets. Th is led to a fundamental crisis of the neo-classical economic doctrine 
that had for nearly six decades preached the infallibility of the markets. Th is crisis 

6  Although there are some reports of recovery in the form of lessening unemployment 
especially in the US, this recovery remains fragile and shaky. Even the jobs that have 
been created, they are part-time, temporary and are at low wage rate. Th e new Bank 
of England governor, Mark Carney, has particularly highlighted the low page aspect 
(O’Connor 2014). On the continuous precarious nature of the Eurozone economy, see: 
(Jones and Moore 2014).
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of economic theory saw the emergence of an alternative economic paradigm of 
Keynesianism. John Maynard Keynes (1883–1946) developed a critique of neo-
classical economic doctrine by arguing that in a situation of economic recession, 
the state needs to take an active part in giving a stimulus to the economy (Keynes 
1936). A part of this stimulus eff ort, Keynes believed, was to redistribute income 
and raise the level of aggregate demand in economy. His idea that redistribution 
of income would raise the level of aggregate demand in the economy was based 
on the idea that low income individuals and groups were more likely to spend any 
additional rise in their income than what the high income groups were likely to 
do. Conceptually, this is expressed as: the marginal propensity to consume of low 
income groups is higher than that of the high income groups. Th e rise of Keyne-
sianism justifying the role of state intervention in a free- market oriented capitalist 
economy was a signifi cant development in providing theoretical foundations for 
the desirability of a welfare state. Th e moral dimension of the welfare state as a 
protector of the weak and vulnerable had a long history in the British political, re-
ligious and social traditions (Fraser 2009, Th ane 1996, Hennock 2007, Lowe 2005) 
but Keynesianism provided an economic dimension. In the Keynesian framework, 
the redistributive role of the welfare state was necessary for economic reasons i.e. 
for giving an economic stimulus to a depressed economy to move towards eco-
nomic growth. Th is economic necessity of the welfare state for economic growth 
was what propelled Keynesian ideas to widespread acceptance among political 
leaders and economic policy makers. Keynes’s infl uence on the move towards wel-
fare state policy approach was most dramatic in the UK although he infl uenced, 
in varying degrees, the policy paradigms of many other countries especially in the 
developed capitalist world. Keynes became the godfather of economics in the post 
war period in developed capitalist economies. Th e acceptance and wide popularity 
of Keynesian economics was co-terminus with the acceptance of the desirability 
of welfare state policies. Th e need for healthy and educated men for recruitment 
into the labour force for the expanding industry and that into military during the 
interwar years were other compelling reasons for expanding the welfare provisions 
especially relating to health and education (Fraser 2009: 9-10). According to Derek 
Fraser, “at a particular stage of capitalist development welfare served industry’s 
needs...businessmen at times could conceive of welfare as sound economic sense” 
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(Fraser 2009, 9). Th e National Health Service certainly emerged out of these needs 
of industry and the military.7

Another important politico-economic development after the First World 
War that had an indirect impact on strengthening the argument for welfare state 
was the Bolshevik Revolution in Russia in 1917. Th e Bolshevik Revolution sig-
nalled the fi rst systemic break with capitalism. It gave a tremendous push to the 
idea that another system that was diff erent from capitalism was possible. Th e speed 
with which Soviet Union was industrialised in the 1930s through central planning 
frightened political leadership in the developed capitalist economies. It was feared 
that Soviet success in industrialisation could lead to increasing the popularity of 
socialism as an alternative to capitalism as an economic system especially in the 
economic circumstance of the early 1930s when the advanced capitalist economies 
were in the throes of the Great Depression. Th e Great Depression had created 
mass unemployment in the industrial working class and the fears of the political 
leadership in the advanced capitalist countries that socialism as an ideology might 
become attractive to the working class were not without foundations. Th e welfare 
state which provided social security to the unemployed and the poor seemed like 
a way of preventing the unemployed working class from becoming too desperate 
and militant. Ian Gough (1979, 60) has argued that the broadening of democracy 
through universal suff rage and other liberal rights helped to raise working class 
aspirations and the achievements of welfare improvements were concessions won 
by the working class. In the context of rising working class activism, the welfare 
state seemed politically necessary too.

We can, therefore, see that there were three diff erent strands of thought that 
were supportive of the desirability or necessity of the welfare state. One strand of 
thought came from religious and social reformers who viewed extreme inequality 
and poverty as morally repugnant. Th is strand of thought viewed various pro-poor 
programmes and activities associated with the welfare state as morally desirable. 
Th e second strand of thought came from Keynesian economics which viewed the 
interventionist role of the state as necessary for economic revival of the depressed 
economies. Th e third strand of thought viewed the welfare state perspective as a 
political answer to the increasing working class activism and the growing threat of 
socialism becoming popular in crisis-ridden capitalist economies. Th e establish-

7  I wish to acknowledge that a very fruitful discussion with Liz Perez was helpful on this 
point.
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ment of British welfare state can thus be seen as a resultant eff ect of the complex 
amalgam of ideologies-religious, economic and political- and the material condi-
tions of British capitalism.

Th e Decline of the Welfare State and Rise of Neo-Liberal 
Austerity Paradigm

In the late 1960s/early 1970s and especially after the oil price rise in 1973, 
the developed capitalist economies were faced with stagfl ation i.e. simultaneous 
existence of infl ation accompanied by high degree of unemployment. Th is phe-
nomenon did not fi t in with the Keynesian economic theory which has as one of 
its central tenets that a certain degree of unemployment keeps wages and hence 
infl ation low, and that it is only with full employment that a high level of infl a-
tion can be expected. Monetarist theorists attacked Keynesian theory for its fail-
ure to explain this simultaneous existence of high infl ation with high degree of 
unemployment. Monetarist theorists had always been critical of the fi scal policy 
orientation of Keynesianism but had not succeeded earlier in posing a serious 
challenge to the theoretical framework of Keynesianism because during the so-
called Golden Age of advanced capitalism in the post-War decades, infl ation had 
remained relatively low in spite of high growth rate. Th e phenomenon of stagfl a-
tion opened a new and fertile opportunity to the monetarist school of thought to 
launch a potentially damaging attack on Keynesianism and through that on the 
idea of the welfare state. Monetarists argued that infl ation was due to the exces-
sive level of aggregate money supply which, in turn according to them, was due to 
the state incurring excessive expenditure. Th ey blamed the fi scal policy inspired 
by Keynesianism for expanding the role of welfare state intervention that had led 
to increasing the state expenditure.

Th e monetarist attack on the welfare state in particular and the role of state 
intervention in general implied a support for a free market-oriented model of capi-
talist economy. Th e monetarists argued that if the role of the state in the economy 
is decreased to the minimum possible, the free market would automatically make 
adjustments in the money market and the labour market to bring about a wage 
rate, level of employment and infl ation rate that was necessary for attaining equi-
librium in the economy. Th is mode of argument also implied a criticism of the role 
of trade unions in exercising the bargaining power of labour in negotiating the 
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level of wages. Th e trade unions as a social force had been an important part of the 
architecture of the post-war welfare state. Th e monetarist attack on trade unions, 
therefore, tended to undermine an important pillar of support for the welfare state. 
However, from the viewpoint of the capitalist class as a whole, the role of trade 
unions in bargaining for social security welfare payments is contradictory in char-
acter. On one hand, the welfare payments create a demand for goods and services 
produced by capital but, on the other, these payments are a deduction from the 
surplus appropriated by capital. Th e capitalist class as a whole can, therefore, view 
trade union struggles for improvements in wages and social security payments 
positively from one angle (the expansion of market) and negatively from another 
(reduction of profi ts).

Th e free market ideology inherent in the monetarist framework came to be 
known as neo-liberalism. David Harvey has argued that the rise of neo-liberalism 
was not simply due to the perceived failure of Keynesianism in explaining the stag-
fl ation crisis of advanced capitalism. He argues that the neo-liberal project had 
been in the making right from the period of the early rise of Keynesianism in the 
post-war period and that the project had been funded and supported by various US 
institutions to spread the tentacles of neo-liberal ideology (Harvey 2007). Harvey 
shows that the main target of neo-liberalism was not Keynesianism but, in fact, 
socialism. Th e chief theorist of neo-liberalism, Fredrick Hayek, was no doubt a 
rival of Keynes but more than being opposed to Keynes, he was opposed to social-
ism as a world view and as an alternative economic system to capitalism (Hay-
ek 1944/1997). Hayek was the most prominent founder of what later came to be 
known as neo-liberalism in the late 1970s and early 1980s (Stedman Jones 2012).

Th e decline of Keynesianism and the rise of neo-liberalism reached its peak 
during the regime of Margaret Th atcher as the Prime Minister of a Conservative 
government that came to power in 1979 in the UK and that of Ronald Reagan as the 
President of Republican government that came to power in USA in 1980 (Skidelsky 
1989, Niskanen 1988, Radice 2014). Both Th atcher and Reagan were strong critics 
of the welfare state and ardent supporters of free market capitalism. Piketty (2014) 
in his much discussed book Capital in the Twenty-fi rst Century characterises their 
rise to power as ‘a conservative revolution’: “Th e growth of capital’s share [in na-
tional income] accelerated with the victories of Margaret Th atcher in England in 
1979 and Ronald Reagan in the United States in 1980, marking the beginning of a 
conservative revolution” (42).
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Th e Traditional Development Th eoretical Perspective

In the post-Second World War, the post-colonial states and societies were 
sharply engaged with theories and policies to understand the roots of poverty and 
underdevelopment, and to overcome this poverty. Most of the theories and poli-
cies were aimed mainly at accelerating GDP growth. Th e debates centred around 
relative emphasis on agriculture versus industry, export promotion industrialisa-
tion versus import substitution industrialisation, labour-intensive vs capital inten-
sive technology, balanced versus unbalanced (big push) growth, public sector in-
vestment versus private sector investment, foreign capital versus domestic capital, 
growth versus redistribution and IMF/World Bank liberalisation and structural 
adjustment model versus nationally-oriented development model etc. Th is is not 
an exhaustive list but it does convey the main instruments that were advocated 
to achieve the highest possible rates of growth of GDP which was the chief policy 
concern. Most development economics textbooks elaborate these theoretical and 
policy debates (for a good overview, see Todaro and Smith 2015).

Global Capitalism, North-South Inequality and Th ird 
World Poverty8

Although global capitalism is expanding fast beyond the territorial bounda-
ries of the traditionally rich advanced countries, the inequality between the richest 
and the poorest parts of the global capitalist economy is sharpening. Free market 
mechanism is not leading to a neat reallocation of capital from capital-intensive 
economies to labour-intensive economies as the theoretical assumptions of Neo-
classical economics will make us believe it should do.9 Th e uneven development of 

8 For a fuller development of the ideas in this section of the paper, see: (Singh 2010).
9  According to an Organisation for Economic Co-operation and Development (OECD) 

report released on June 21, 2007, FDI into the world’s 30 wealthiest countries is set to 
rise by 20 percent during 2007. Th e report cites high corporate profi ts, low interest rates 
and “solid” economic growth as the factors driving increasing capital fl ows into advanced 
capitalist economies. Th is massive increase in FDI into advanced capitalist economies 
during 2007 is not a freak occurrence but comes on top of 22 percent increase in 2006 
and is a third consecutive annual increase and the highest since 2000. Th e report notes 
that if the January-May 2007 fi gure is indicative of the year 2007 as a whole, then the 
total value of cross-border mergers and acquisitions in OECD countries will exceed 
$1trillion for only the second time in history. Th e US was the largest recipient of FDI 
in 2006 and was also the biggest foreign investor in OECD countries. See: (Daneshhku 
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capitalism is leading to a highly complex mobility of labour and capital around the 
globe. Th e impressive economic growth rates in China, India, East Asia and parts 
of Latin America on one hand and the deceleration of growth in parts of Africa are 
examples of this uneven development of capitalism globally and nationally. How 
do we understand the role of ‘Th ird World’ poverty and underdevelopment in the 
global functioning of capitalism? Is poverty in one part of the world essential for 
prosperity in the other or does the prosperity of the advanced part requires elimi-
nation of poverty in the other? Th ere is no consensus in the Marxian theoretical 
tradition on this critical question.

Th e role of Th ird World poverty in the global functioning of capitalism is ap-
parently even more confusing to understand when we introduce the dimension of 
environmental sustainability into an analysis of the ecological limits to the growth 
of capitalism. Can we say that Th ird World poverty associated with petty commod-
ity production enables global capital to police the ecological limits to the further 
expansion of capitalism? (Harriss- White and Harriss 2007). Is the expansion of 
capitalism in the Th ird World, therefore, a historically progressive development 
in so far as this expansion of capitalism is weakening the ecological limits to the 
continuous sustenance of capitalism? Or is it the case that the development of 
Th ird World is leading us even more closely to global environmental disaster and, 
therefore, to sharpening the ecological crisis of global capitalism? Green theoreti-
cal tradition is ambivalent, to say the least, on this critical question.

Th e rest of the paper below is an attempt to look at the issue of Th ird World 
poverty to highlight the unsatisfactory state of Marxian and Green perspectives on 
the link between global inequality, global capitalism and environmental sustain-
ability. Th e paper attempts to show that both the traditions have their respective 
strengths but standing apart from each other, these are fatally fl awed. Th erefore, 
the eco-socialist perspective pins hope in the project of synthesising the two tradi-
tions to develop a richer ecologically-informed critique of capitalism.

2007). Th ere is no indication that the crisis of capitalism, especially in the fi nancial, 
energy and agricultural markets that erupted in 2008 is changing the picture regarding 
the continuing concentration of FDIs in the rich capitalist economies. For a more 
detailed examination of the current global capitalist crisis, see: (Singh 2008a). For an 
exploration of the argument regarding the possible shifts in the global economy, see: 
(Singh 2008).
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Marxian Tradition on North-South Inequality, Global 
Capitalism and Sustainability

Karl Marx had paid glowing tributes to capitalism in Communist Manifesto 
for unifying the world market and creating conditions for unlimited progress in 
technological development and labour productivity. For Marx, capitalism was 
creating the material foundations for communism: one, by unleashing productive 
potentialities that could end scarcity and lead to an era of abundance, and two, by 
creating an international working class which will be the agency to usher in the era 
of communism, an era of fulfi lment of human needs. In visualising communism as 
an era of fulfi lment of human needs, Marx’s work did not show critical awareness 
of the ecological limits to the goal of fulfi lment of human needs.

Lenin in Imperialism: the latest/highest stage of capitalism was less enthu-
siastic than Marx about the positive implications of expanding capitalism. He 
viewed export of capital from the advanced industrialised economies to the less 
industrialised ones as driven by the falling rate of profi t in the rich economies and 
the expected higher rate of profi t in the colonies. He saw this search for external 
markets for capital as the root cause of military confl icts and considered this as the 
main reason behind the First World War. He looked upon expanding global capi-
talism as creating permanent conditions for global wars and, therefore, argued for 
socialist revolution as the solution to this dangerous scenario of wars. Th ough he 
was more critical of expanding capitalism than Marx was, he also did not examine 
the ecological dimensions of the militarist capitalism.

Rosa Luxemburg’s analytical framework which accorded a key importance 
to consumption in the analysis of the functioning of a capitalist economy had the 
potential to incorporate ecology but it merely remained a potential. Ecology did 
not become integral to Luxemburg analysis. She argued that capitalist expansion 
was dependent upon creating markets for its products and, therefore, imperialism 
was an extension of markets beyond the saturated markets of advanced capitalist 
countries.10 If for Lenin, the essence of imperialism was search by surplus capital in 
the advanced economies to fi nd investment outlets abroad, for Luxemburg it was 
search for markets abroad to unload surplus commodities. Luxemburg attributed 
this incessant search for markets for commodities as the driving force behind im-

10  A good articulation of the external market dimension of Luxemburg’s theory of 
imperialism is Patnaik (1972).
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perialist competition and rivalry leading to wars. Her slogan ‘barbarism or social-
ism’ was meant to highlight that unless socialist revolution overthrew capitalism, 
there was a danger of imperialist wars bringing humanity to a barbaric end. Joan 
Robinson in an extension of Luxemburg’s work theorised military expenditure as 
an extension of the capitalist market and looked upon this expenditure as essential 
for the continuous growth of capitalism. Neither Luxemburg nor Robinson looked 
upon the ecological limits to the expansion of capitalist markets. It is not neces-
sarily wars which could lead humanity to a barbaric end; it could simply be global 
warming which could lead to an end of the planet earth.

In the post-Second World War period, Paul Baran and Andre Gunder Frank 
produced some of the most infl uential analysis of global capitalism and Th ird 
World underdevelopment but both had no place for ecology in their theoretical 
frameworks. For Baran, the process of colonisation led to drain of surplus from the 
colonies to the metropolitan economies and it was this drain of surplus which had 
left the colonies in an underdeveloped state. Baran’s analysis provided justifi cation 
for and hopes in the national governments in the Th ird World. According to this 
analysis, national governments by using the economic apparatus of planning could 
stop the drain of their economic surplus to the advanced economies. By utilising 
this surplus with in their own economies, national governments of the ex-colonies 
could initiate the process of economic development. Baran’s neat analysis gave 
birth to a whole tradition of radical political economy which abandoned the domi-
nant internalist explanations of Th ird World underdevelopment and highlighted 
the externalist dimension to this underdevelopment. However, Baran’s diagnosis 
of the phenomenon of underdevelopment and the prescription for development 
strategies was not accompanied by an analysis of the implications of these possible 
developments in the Th ird World for capitalism as a global system. Nor did his 
analysis look at the environmental implications of Th ird World development and 
underdevelopment.

Andre Gunder Frank’s dependency analysis attributed Th ird World underde-
velopment to the integration of the Th ird World economies into global capitalist 
economy. He advocated that Th ird world countries should delink from the global 
economy in order to initiate the development process. His emphasis on delinking 
the underdeveloped economies from the global capitalist economy had the poten-
tial to open up new investigations into decentralisation, local economy and local 
control. Th ese in turn could have opened up new ways of looking at control and 
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utilisation of resources, including natural resources. Th at potentiality still exists. 
Frank’s work, along with that of Baran, Amin and Wallerstein, have contributed 
enormously to highlighting the externalist dimension to Th ird World development 
and have provided a powerful critique of internalist schools of thought on under-
development e.g. Rowstow’s ‘stages of growth’ model. However, all of them look 
upon problems of capitalist underdevelopment and development without bringing 
into their analysis the dimension of complex interaction between the development 
process and environment resources.

Bill Warren (1973, 1980) reverted to classical Marxism when he looked upon 
imperialism not as an impediment to Th ird World development but as the harbin-
ger of development albeit of the capitalist variety. His was the most challenging 
critique of the neo-Marxist dependency schools of underdevelopment. His analysis 
was inspired by the success of East Asian capitalism in overcoming underdevelop-
ment through closer integration with the global capitalist economy rather than by 
delinking from the world economy as had been proposed by Frank. Warren’s un-
timely death prevented the fuller development of his argument which would have 
brought into sharper focus both the richness of the classical Marxist treatment 
of Th ird Wold underdevelopment as well as its limitations. Th e most important 
limitation of Warren’s work as it exists is the complete absence of the examination 
of the aspects of natural resource constraint and environmental degradation in the 
process of imperialist expansion of the global economy.

What is worth highlighting from this rather quick overview of the Marxist 
and neo-Marxist treatments of global capitalism and Th ird World underdevelop-
ment is that irrespective of whether global capitalism was seen as the engine of 
progress or retrogression in the Th ird World, its relationship with nature remained 
outside this framework.

Green Perspectives on Th ird World Poverty and Global 
Capitalism

Bringing nature into an analysis of the functioning of the economy is the 
greatest contribution of the Green philosophical, political and economic tradition. 
Green economic thought views the economic system as a thermo-dynamic system 
where economy is a part of the nature and the nature is a part of the economy 
(Jacobs 1993). Th e thermo-dynamic model of the economy views the economy as 
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a circular fl ow of matter and money in contrast with the orthodox models (clas-
sical, neo-classical, Marxist and Keynesian) which view the economic system as 
a circular fl ow merely of money between fi rms and households in a two-sector 
model of the economy (government and international sectors can be added with-
out aff ecting the central argument). Th e thermo-dynamic model is then able to 
analyse the impact of money fl ows upon matter (nature) and the consequences 
of this impact on nature (resource depletion, waste generation and pollution) for 
the money fl ows in return. Th e concept of entropy captures the impact of human 
economic activities of production, exchange and consumption upon matter (na-
ture). Entropy is the measure of disorderliness and all human economic activities 
lead to increase in entropy. Th e increase in entropy is kept in check by nature 
through the process of reconverting wastes into resources. Sun, earth, land, air, 
water and space all contribute to this process of absorption of waste generated by 
human economic activity and to the reconversion of some of this waste into us-
able resources. Nature’s capacity to absorb waste is not unlimited. When the level 
of waste generation created by human activities exceeds the absorption capacity 
of nature, it results in pollution. Th is pollution takes various forms- air pollution, 
water pollution and land pollution. Pollution, in turn, damages the resources pro-
vided by nature for human activities.

Th e incorporation of nature as embedded into economic analysis enables 
Green economic analysis to capture the nature-economy relationship in a much 
deeper way than that done by any orthodox model of economic analysis. Th is rich-
ness of Green economic thought also creates a problem for Green thinking and 
practice. Because the Greens are ever conscious of the human economic activity 
upon nature, there is an inherent tendency among the Greens to view economic 
activities with suspicion. Th e Neo-classical tradition of attempting to price en-
vironmental goods, apparently with the aim of reducing their use, is deeply op-
posed by the Greens in general but deep Greens in particular who view nature as 
sacred. For the deep Greens, pricing of nature amounts to sacrilege. Many Greens 
would advocate zero growth partly because of this suspicion of the very method 
of attempting to price the environment and partly because of the enormous en-
vironmental damage that has already taken place. More moderate Greens would 
subscribe to the perspective of sustainable development i.e. neither zero growth 
of the deep Greens nor maximum growth advocated by some neo-classicals. Th e 
concept of sustainable development recognises the need for some development 
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and growth but only that kind of growth which is environmentally informed and 
does not compromise the interests of the future generations. Th e concept of inter-
generational equity is, therefore, central to the concept of sustainable develop-
ment. Most Greens would also argue that inter-generational equity can not be 
achieved without intra-generational equity i.e. equity between the rich and poor 
countries.

Th ere is, however, a great deal of ambiguity in the Green economic thought 
about how to reduce intra-generational equity. Th ere could be two possible routes 
to reducing intra-generational equity. One route could be by reducing poverty in 
the Th ird World either by faster development in the Th ird World than that in the 
developed world. Th e other route could be: massive transfer of resources e.g. by 
foreign aid from the developed countries to the poor Th ird World countries. Th is 
could also involve major restructuring of the rules and structures of global trade 
to the advantage of poor economies. Th e challenge Green economics faces is that 
once the structures of global fl ows of labour, commodities, money and capital 
are brought into the analysis, it requires understanding of the laws of motion of 
global modes of production. Most Greens, not all, are reluctant to blame the capi-
talist nature of the global economy because they fear that blaming capitalism for 
environmental degradation can be an escape route for those who can pin their 
hopes on to socialism as a solution to the exploitation of nature. Most Greens are 
unwilling to accept that merely replacing capitalism by socialism is a solution to 
the problem of impending environmental disaster facing humanity today. Th eir 
unwillingness to accept socialism as a viable alternative is based partly on the 
experience of countries- USSR, Eastern Europe- which went through a historical 
phase claimed to be socialist. Th ese countries were as ruthless, perhaps even more, 
in neglecting/exploiting nature in their quest for faster economic development 
as capitalist economies are. Greens, therefore, argue that the environmentally-
damaging implications of economic activities follow from the logic of large scale 
production, irrespective of whether these structures of large scale production are 
situated in a capitalist economy or a socialist economy. Most Greens are, there-
fore, supporters of small scale and localised systems of production, exchange and 
consumption.
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Dilemmas of Th ird World Poverty for Green Economic 
Perspective

Th ird World poverty poses a seemingly irresolvable dilemma for Green eco-
nomic perspective. Greens in the Western world, like socialists and most liberals, 
are appalled by Th ird World poverty from an egalitarian and social justice point 
of view. Th ey would like to think of ways to reduce or remove poverty. However, 
most Greens do not recognise the contradictions in their perspective on poverty. 
Some Western Greens, appalled by mass consumerism in the West, tend to glam-
orise the Th ird World poor as close to nature in their low levels of consumption. 
Some Th ird World activists like Shiva (1989) also pander to these Western views 
of the Th ird World poor. Th ird World poverty in such accounts becomes a site 
of Green celebration. It would not be wrong to characterise such celebration as 
vulgar because this celebration ignores the fact that this poverty means children 
are either illiterate or studying in schools without any blackboards or even with-
out roof. Th is poverty means homelessness and even when they have some roof 
over their heads, these roofs are so miserable that they get blown away by even a 
mildly harsh rain storm or dust storm. Poverty then forces these people to bear 
the harshness of nature. Th is poverty also means that children, or even adults, are 
under-nourished or mal-nourished and when they fall ill, there are inadequate 
or non-existent medical facilities like doctors, nurses and hospitals. Many more 
examples of degradation of life that follow from poverty can be provided. Further, 
glamorisation of poverty amounts to abandoning any egalitarian perspective of 
reducing or removing poverty.

Some Greens also do not recognise the environmentally-damaging conse-
quences of poverty. Poor people in their desperation to survive and reproduce 
themselves are forced to encroach upon nature in a way that is damaging to nature. 
Deforestation for clearing land for cultivation and the killing of animals for food 
and self-survival are just two of the most obvious examples of environmental-
ly-damaging consequences of poverty. A study of poor farming communities in 
Ethiopia, Rwanda and Malawi pointed out that low levels of income and livelihood 
forced these poor farmers to resort to intensive utilisation of land that resulted 
in land exhaustion and degradation.11 Poverty contributes also to high popula-

11  Ian Scoones and Camilla Toulmin. 1999. Policies for Soil Fertility Management in 
Africa. London: DFID, cited by (Bernstein and Woodhouse 2007, 168–169).
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tion growth which, in turn, leads to increase in global consumption of natural re-
sources. Increase in consumption of natural resources results in increase in waste, 
pollution and the consequent impact of pollution on the availability of natural 
resources.12

Green dilemma regarding poverty gets further confounded if we envision 
reduction of Th ird World poverty. If poverty gets reduced in the Th ird World, it 
will lead to unprecedented increase in levels of global consumption of natural re-
sources. Even a mild increase in levels of income of the poorest people in just two 
countries in the Th ird World, China and India, would result in massive increases 
in the levels of global consumption of natural resources.13 Unprecedented levels of 
generation of waste and emissions of greenhouse gases will follow. Th is prospect 
means that either the persistence of Th ird World poverty which keeps environ-
mental consumption in check is accepted or it is argued that levels of income and 
consumption in the West are massively reduced. Is it possible to eff ect a massive 
reduction in incomes and consumption levels in the rich countries without ques-
tioning the logic of capitalist economic system of production and consumption? 
It can not be seriously argued that without a signifi cant regulation of the market 

12  Bernstein and Woodhouse (2007, 153–154) refer to a study by Tiff en, Mortimore and 
Gichuki (1994) which argues apparently in a counter-Malthusian strain that population 
growth can contribute to environmental recovery. I have not looked at this study but 
I am sceptical of such a claim though it is plausible to argue a diff erent point that 
population increase can lead to increase in land productivity.

13  According to the Chinese State Bureau of Statistics, China’s population grew by 8.1 
millions or 0.6 per cent in 2005 to a total of 1.307 billion (Financial Times 17. 3. 2006, 
6). Th ough the Chinese population size is huge, its rate of population growth is low 
partly because of the one-child policy imposed by the Chinese state since the 1970s 
and partly because of the reduction in poverty of some sections of the population as a 
result of fast economic growth experienced by China in the last few years. Th e practice 
of female infanticide has resulted in severe gender imbalance. ‘Th ere were 106.3 men 
for every 100 women’, according to the State Bureau of Statistics (Financial Times, 
ibid.). Th e practice of female infanticide might have also contributed to the low rate 
of population growth. Th is low growth in population might be considered a positive 
development from the viewpoint of its implications for increase in total level of global 
consumption. However, due to the absolute level of Chinese population, even a very 
small increase in the income level of this population implies a massive increase in 
global consumption. One can argue from a contrary point of view that a low level of 
absolute population with a very high per capita income and consumption level as in 
some of the rich capitalist economies may contribute more to total global consumption 
than a big population with a relatively low per capita income and consumption level as 
in some Th ird World economies.
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mechanism, there is ever any possibility of regulation of the levels and contents of 
production and consumption. Greens can not aff ord to dodge the link between the 
capitalist nature of the present global economic system and global environmental 
degradation.

Th is brings us to the Marxist dilemma about poverty and North-South 
inequality.

Marxist Dilemma About Poverty, North-South Inequality 
and Sustainability

Th ird World poverty associated with petty commodity production in the 
informal economy, according to Harriss-White and Harriss (2007), enables global 
capital to police the ecological limits to its further expansion. Putting it in other 
words, it could be said that poverty by limiting consumption reduces the ecologi-
cal limits to capitalist expansion. Th is view needs to be further probed. 

Th e relationship between Th ird World poverty and environmental degrada-
tion is contradictory and poses a dilemma. Poverty may reduce consumption but 
poverty also forces poor people to encroach ruthlessly upon nature in order to se-
cure food, survive and reproduce themselves. Th e dilemma poverty poses vis-à-vis 
environmental sustainability might be better understood if we pose this question 
in terms of compatibility vs. incompatibility between inter-generational equity and 
intra-generational equity.

Most commonly accepted defi nition of sustainability or sustainable develop-
ment highlights the dimension of inter-generational equity namely that sustainable 
development is that development that does not compromise the access of future 
generations to environmental resources. It might be argued, as pointed out earlier, 
that inter-generational equity i.e. equity over time can not be achieved without 
intra-generational equity i.e. spatial equity.

Inequality between North and South, between advanced capitalist economies 
and backward capitalist economies, leads to high mass consumption in advanced 
capitalist economies and to mass poverty in backward capitalist economies. Both 
lead to environmental degradation and, therefore, impair the possibility of achiev-
ing inter-generational equity or sustainability.

We are faced with a further dilemma if we were to argue that intra-genera-
tional inequality should be reduced in order to achieve inter-generational equity. 
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Reduction of intra-generational inequality, by whatever means, would lead to re-
duction in poverty and rise in incomes in backward capitalist economies. Since the 
marginal propensity to consume of lower income groups is higher, the reduction of 
poverty will sharply raise the aggregate level of consumption in backward capital-
ist economies. Th is will obviously have adverse consequences for the environment 
both in the present as well as in the future. 

Th e dilemma we are faced thus is that both the persistence of poverty and the 
reduction of poverty are environmentally-damaging though for diff erent reasons. 
Persistence of poverty causes environmental degradation by forcing poor people to 
encroach upon natural resources, and reduction of poverty causes environmental 
degradation by raising levels of consumption.

Resolving the Marxian and Green Dilemmas on Poverty

We have discussed above the dilemmas Marxian and Green perspectives 
face regarding Th ird World poverty and sustainability. Th ough these dilemmas 
originate from diff erent perspectives, yet there are over-lapping and common fea-
tures in both. Faced with these dilemmas, our suggestion is that if a choice has to 
be made, it should be made in favour of reduction of poverty in backward capitalist 
economies. Th is is for two reasons. Firstly, it is for reasons of social and class jus-
tice. And the second reason is that reduction of poverty and the rise of consump-
tion in backward capitalist economies creates higher environmental risks for the 
sustainability of capitalism in advanced capitalist economies. Th is higher risk may 
impel the managers of advanced capitalist economies to speed up the search for 
renewable energy. Th e recent shifts in US policy about global climate change could 
be construed as indicative of this trend. Research and investment into renewable 
energy is the corner stone of the march towards sustainable future. In the immedi-
ate future, embedding sustainability into capitalism might make capitalism more 
fl exible and adaptable. In the long term, capitalism’s ever increasing need for con-
tinuously rising levels of higher consumption to keep the engine of accumulation 
of capital running would erode the compatibility of capitalism with environmental 
sustainability. However, the embedding of environmentally friendly technologies 
and processes of production would be conducive to the creation of material foun-
dations for environmentally sustainable alternative to capitalism. An alternative is 
always shaped by what it is trying to be alternative for. An ecologically oriented 
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capitalism is better than an ecologically-destructive capitalism as a precursor to 
an ecologically oriented alternative to capitalism. Th e weakness of some Green 
visions of the future is that they are based on the imagining of compatibility be-
tween ecology and capitalism. Marxian perspective has this strength that it does 
acknowledge the possibility of compatibility between ecology and capitalism in 
the short or medium term but it highlights the long term incompatibility between 
ecology and capitalism.

To conclude, the development of capitalism in backward capitalist econo-
mies has a historically progressive role to play in a way diff erent from the way 
it was conceived in classical Marxism. Th e classical Marxism attributed histori-
cally progressive role to capitalism in backward capitalist economies because it 
was believed that increasing penetration of capitalism in these backward econo-
mies would break the feudal remnants. Th is would result, it was believed, in the 
creation of industrial proletariat- the expected agent of socialist revolution. From 
the angle of sustainability, the development of capitalism in backward capitalist 
economies can be considered historically progressive from a diff erent viewpoint 
than the creation of the industrial working class. Th e development of capitalism in 
backward capitalist economies is historically progressive because this will sharpen 
the ecological limits to global capitalism. Th is sharpening ecological crisis of glo-
bal capitalism will necessitate search for alternatives to capitalism. Th e dangers 
of global capitalism for the survival of humanity would contribute to the emer-
gence of global consciousness and solidarity for replacement of capitalism by a 
system which is ecologically sustainable and socially just-globally and nationally. 
In one sense, it is immaterial what name is given to this ecologically sustainable 
and socially just alternative to capitalism. It can be simply called socialism or 
eco-socialism. More imaginative nomenclature might emerge but what is crucially 
important is that this scenario creates a meeting ground for Marxian and Green 
perspectives.

Neither Marxism without incorporating ecology into its perspective nor 
Green ideology without economic critique of capitalism can provide an answer to 
the problems of global inequality, poverty and environmental degradation as we 
face today at the beginning of twenty fi rst century.

Before we fi nally conclude, it may be fruitful for further elaboration of the 
perspective of eco-socialism to refl ect on the debate on austerity, welfare state and 
poverty discussed in the earlier part of the paper.
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Eco-Socialist Perspective on the Economic Stimulus 
Dimension of the Welfare State Policy Paradigm

One major challenge to the reinstatement of expansionary fi scal policy that 
could be supportive of the welfare state whether in the UK or elsewhere is that we 
are faced with a huge ecological crisis. Th e world economy has reached a stage 
where to stop global warming and climate change, the goal of accelerated eco-
nomic growth has to be replaced by a more sustainable approach to development 
(Singh 2008, Castree 2010). When the 1929–33 crisis was resolved by the expan-
sionary fi scal policy inspired by Keynesian economic policy, there was neither the 
theoretical knowledge of the environmental consequences of economic policy nor 
the material reality of the scale of climate change which is being witnessed now. 
One line of thought that recognises the enormity of global climate change suggests 
that instead of the traditional expansionary policy, our present era needs a green 
expansionary policy. Such a green expansionary policy would entail a drastically 
changed transport system, energy policy, housing policy and creation of what are 
called green jobs. Undoubtedly, many of these green policies have positive ele-
ments because one could say that green capitalism is better than ungreen and dirty 
capitalism but this approach is evasive on the mode of production-environmental 
destruction link. It does not recognise that capitalism is essentially a profi t-driven 
economic system and is therefore inherently destructive of the environment. Th is 
profi t driven system is based on exploitation of natural resources (O’Connor 1998) 
and continuously needs multiplication of consumer wants to generate the market 
for the commodities produced by the use of natural resources (Panayotakis 2011).

A fundamental alternative to environmentally destructive capitalism is the 
vision of ecological socialism (Singh 2010a). Th at vision, on one hand, does not 
entail the need for a welfare state because the necessity for the welfare state arises 
out of inequalities in capitalism where the poor and the disadvantaged need to be 
cared for in some way but, on the other hand, implies welfare for all because there 
would not be a division between the privileged few and the under privileged many 
in the eco-socialist society. However, that goal is a long term one in the distant 
future and in the journey towards that, the strengthening of the welfare state is 
desirable for attaining that goal because the idea of welfare state recognises the 
institution of community and the collective eff ort required in responding to some 
needs of the community. Dearlove and Saunders (1984: 319) have rightly pointed 
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out that “Th e Welfare State represents a “Trojan horse” within the citadels of capi-
talism in that it rests fi rmly on a set of values which are fundamentally opposed 
to those of capitalism”.

Both neo-liberal austerity and Keynesian welfare/stimulus stratagems are 
two diff erent forms of governance of capitalism in response to diff erent phases/
cycles of capitalism. Th e competition between them is only on which one is more 
effi  cient i.e. which one generates higher and maximum possible economic growth. 
Both are, therefore, anti-ecological. However, from a social equity point of view, 
the neo-liberal austerity paradigm is far more inegalitarian than the Keynesian 
welfare/stimulus one. Eco-socialism is, therefore, sharply critical of neo-liberal 
austerity paradigm but has some degrees of affi  nity with ecologically-modifi ed 
welfare paradigm as a basis for building egalitarian future.

Eco-socialism is emerging as a new historically-necessary response to the 
challenges of poverty both in the developing capitalism economies as well as in the 
developed capitalist economies.
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Rezime:
Konkurentne teorije razvoja i nerazvijenosti: Kritički pogled 
iz eko-socijalističke perspektive

Ovaj rad ima za cilj da pokuša da doprinese eko-socijalističkoj kritici širo-
ko prihvaćenih teorijskih modela razvoja. U fokusu su konkurentska objašnje-
nja nedovoljne razvijenosti privreda Trećeg sveta i posledičnog siromaštva. Pi-
tanje nejednakosti između razvijenih kapitalističkih zemalja i zemalja u razvoju 
se povezuje sa siromaštvom u zemljama Trećeg sveta. Razmatraju se sledeće tri 
glavne perspektive: tradicionalna, kod koje se diskusija o siromaštvu, nedo-
voljnoj razvijenosti i nejednakosti odvija u okvirima kapitalističke privrede; 
Marksistička kritika kapitalizma; ekološka kritika kod koje prirodno okruženje 
predstavlja sredstvo za borbu protiv siromaštva i nedovoljne razvijenosti.

Ključne reči: svetska nejednakost, nerazvijenost i siromaštvo Trećeg sveta, 
neoliberalizam, neoklasična ekonomska paradigma, kejnzijanizam, welfare state, 
marksizam, zelena ekonomija, eko-socijalizam
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Introduction

 There is no doubt that the industrial 
crisis of the 1970s in developed economies drastically modifi ed the workings of 
capitalist economies, and more importantly, changed ruling class alliances. Th e 
stagfl ation process that took place in the seventh decade of the 20th century, bring-
ing the profound crisis of capitalist accumulation to the surface, had profound 
impacts on the organization of capitalist economies. Deregulation and globali-
zation (fundamental neoliberal components), along with fi nancialization, whose 
meaning is subject to deep dissent, (Levy and Lopez 2013, Introduction) and neo-
mercantilism, are the main characteristics of the 21st century capitalist system.

Although fi nancial capital domination in the workings of capitalist econo-
mies has been overemphasized in the last thirty years, labeled the “master” of 
the capitalist accumulation process, (Russell 2008), it is agreed that corporations’ 
productive-sector decisions are subject to shareholder-value-maximization ob-
jectives (Lazonick and O’Sullivan 2000; Milberg 2008), and more importantly, 
are related to a capitalist economic growth style based on regressive income dis-
tribution. Th e bank and capital market fi nance - accumulation nexus weakened; 
and more importantly, fi nancial capital acquired a state of relative autonomy 
from the productive sector. In addition the fi nancial non-banking sector became 
stronger, operating with almost no barriers between fi nancial bank and non-bank 
operations.

Under these conditions, fi nancial globalization developed, and the founda-
tions for the international money market were laid. Th e key variable of the fi nan-
cial market transformation was increased private international capital mobility 
that became evident in late 1960 (Eatwell and Taylor 2000) and changed the world 
fi nancial order (i.e., Bretton Woods System demise in 1971). Th e rise in fi nancial 
instrument prices, referred to as fi nancial infl ation (Toporowski 2000), was the 
main mechanism of fi nancial appropriation that modifi ed the income distribution 
between regions (hegemonic countries versus the rest of the world), among coun-
tries (according their position in relation to the hegemonic country’s production 
process), and more importantly, between social classes, reducing the income share 
of agents not possessing assets (real or fi nancial) and increasing the income of 
fi nancial rentiers. Th e wage income gap widened and fi nancial rentiers dominated 
the ruling class.
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In this context debt growth exploded and debt issuers were able to appro-
priate returns on the basis of future income promises. Money became the central 
device for accessing more money (Minsky 1964; Minsky 1975), giving way to a 
wide range of fi nancial innovations that led to the second historical fi nancializa-
tion period (Vercelli 2013−14). New production organization led to a process of 
accumulation that was not only “fi nancial capital-led” (Boyer 2000), but fi nancial 
capital became the basis of economic relations among agents and sectors (Stock-
hammer 2008). Th is set of arrangements unleashed highly speculative business 
cycles, based on increased family indebtedness. Corporations became net lend-
ers (instead of net borrowers), and more importantly, exporting acquired a new 
dimension.

Th e main argument of this paper is that neo-mercantilism became the main 
transformation of capitalist non-hegemonic countries, with exports becoming the 
center of accumulation, imposing a new world surplus appropriation. Th is gener-
ated increased inequalities between regions, among the countries in a region, and 
among the social classes in countries. A key element of this accumulation process 
has been a spatial decoupling between production and demand. More importantly, 
fi nancial capital acquired a position of partial autonomy from the productive sec-
tor. Th is new condition modifi ed the hegemonic country’s position in the proc-
ess of capitalist accumulation: specifi cally, it lost its productive and technological 
strength, and increased its fi nancial (and military) power.

It is important to stress that the fi nancial capital is not an external factor of 
globalized and fi nancialized capital accumulation economies, and it is far from be-
ing the main (or sole) cause of economic distress and recessions. Financial capital 
operates in conjunction with productive capital on the basis of bidirectional rela-
tions. Moreover, the acquired importance of fi nancial capital is related to the in-
creased imbalances established in the Second-World-War Europe reconstruction 
and the reconfi guration of the United States as the main hegemonic country of the 
capitalist system during the mid-1950s. Th us, the fi nancial system re-organization, 
on its own, does not ensure economic stability or robustness.

Th e primary aim of this paper is to increase an understanding of the opera-
tions of the principle factors that sustain the dominant mode of production, as 
well as the interrelations between the fi nancial and productive sectors, with a close 
look at external market operations. Our main concern is to analyze this contradic-
tion, placing developing economies at the forefront of our discussion, especially 
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those that have not been able to achieve current account equilibrium. Under these 
circumstances, developed economies’ surplus extraction from developing econo-
mies became more evident, introducing a new element, which is the “fi nancial 
channel” based on increased fi nancial margins beyond the reduced wages of ex-
porting goods (aff ecting the entire economy), and which, in conjunction, slowed 
down economic growth.

Th is paper is divided into four sections. Following the introduction, the sec-
ond section discusses the background and development of fi nancialization and 
neo-mercantilism. Th e third section is devoted to the main characteristics of fi -
nancialization and neo-mercantilism in Latin America, and their eff ects on in-
come distribution. Lastly, some conclusions are proposed.

Financialization and Neo-Mercantlism: Background and 
Development

Th e most important features of fi nancialization and neo-mercantilism are 
the structural imbalances between developed and developing economies, within 
regions and within national economies. Th ese imbalances escalated income in-
equalities, with “unsuccessful” economies those most aff ected. Th e seeds of fi nan-
cialization and neo-mercantalism lie in the structural imbalances generated by de-
veloped economies that possess the ability to issue international units of accounts. 
On that basis, developed economies appropriated backward economies’ surplus, 
and augmented trade disequilibria between and within regions. Also, capital mo-
bility strengthened fi nancial systems and thereby fortifi ed the “fi nancial channel.” 

In this context, the fi nancialization process, which Epstein (2005, 4) defi ned 
as the “increasing role of fi nancial motives, fi nancial markets, fi nancial actors and 
fi nancial institutions in the operation of domestic and international economies”, 
merged with neo-mercantilism, defi ned as “the pursuit of economic policies and 
institutional arrangements which see net external surplus as a crucial source of 
profi ts. Th e solution to the problem of eff ective demand is seen as lying above all 
in a positive trade balance. Moreover, the current account surplus is seen as the 
increasing private sector’s ability to operate on international capital markets” (Bel-
lofi ore, Garibaldo and Halevi 2010, 120).

Th e fi nancial and productive social arrangement that serves as the back-
ground for economic imbalances can be found in the second post–war period, 
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constructed on the basis of productive capital dominance, strong government in-
tervention in the economy, limited competition among big corporations (closed 
economies: Boyer 2013), and fi nancial systems ascribed to countries’ national 
boundaries (explicit prohibition of private capital movement among countries, 
IMF, clause 33). Th e productive sector was based on “retain and re-invest” organi-
zation (Lazonick and O’Sullivan 2000), and one of its most notorious results was a 
rise in productivity that partially benefi ted workers’ wages (within a capitalist la-
bor exploitation scheme) and increased enterprises’ income and savings that were 
channeled to fi nance investment and production, causing a profi t refl ux back to 
the economy (Kalecki 1971).

Another important feature was the bank-based fi nancial structure, with 
limited non-banking fi nancial sector participation, and more importantly, with 
defi ned boundaries between banking and fi nancial non-banking activities, secur-
ing money advances to production and accumulation (Boyer 2013). Th e dominant 
banking system was based on the model of “create and retain” assets and liabilities 
(Kregel 2008) that encouraged banks to accommodate “solvent” credits (Rochon 
2006). In this context, the banking sector shared the risks from undue-payments, 
following risk-minimizing strategies.

Employment creation was the central goal of economic policies, with the 
aim of reaching full employment conditions, for which expansive fi scal and mon-
etary policies were unleashed. Government economic intervention was guided by 
industrialization policies, built on the basis of backward linkages1 intended to ex-
pand employment with high remuneration, fortifying internal markets and thereby 
limiting income leakages. Th is was refl ected in the theoretical adherence to the 
Phillips negative curve slope (Phillips 1958), based on an indirect relation between 
growth rates of money wages and unemployment reduction.

However, the reconstruction of Europe and Japan (specifi cally, the defeated 
economies in the Second World War) and the reconfi guration of United States’ 
hegemonic position in the world arena, undermined what was meant to be “golden 
age” capitalism (Bellofi ore, Garibaldo and Halevi 2010; Parguez 2009), unleashing 
what have been referred to as “beggar thy neighbor” strategies. Th is process led to 

1  Unlike in advanced economies and Southeast Asia (Japan and other countries that 
industrialized such as South Korea) the capital goods sector in the Latin America 
region was not developed nor was foreign technology endogeneized to developing 
economies (see: Amsden 1989, 2044).
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the development of the export sectors in Europe (particularly Germany and Italy) 
as well as in Japan, through the transference of dynamic US industrial activities to 
these countries. Another important source of the “beggar thy neighbor” strategy 
can be found in the industrialization processes in East Asian countries, based on 
strong net exports aimed at dealing with developing economies’ “external restric-
tions” (Amsden 1989; Amsden 2004).

Specifi cally, the background for the “beggar thy neighbor” strategy is the US 
Marshall Plan, established to reconstruct the European and Japanese economies 
and the growth strategy of East Asian countries. Th is was accompanied by the US 
dollar assuming the role of international money, indirectly based on a fi xed com-
modity value (gold, pegged at a value of 35 US dollars per gold ounce, during the 
Bretton Woods era).2

Th is US transference of its dynamic manufacture industries to the countries 
defeated in the Second World War fortifi ed the export sectors in these countries 
(Milberg 2008; Lazonick and O’Sullivan 2000), and created external trade sur-
pluses. Initially, these surpluses were used to settle European debts with the US 
economy, along with intra-European softening of current account defi cit mecha-
nisms that prevented exchange rate misalignment (i.e., European Payment Sys-
tem 1949−57).3 Th is condition drastically changed when the European Common 
Market (1957) was imposed, restoring full currency convertibility, with no inter-
national currency buff er for preventing current account defi cits or surpluses, and 
more importantly, for deterring exchange rate depreciations as a means to increase 
international competition.

While the European and Japanese economies converted their export sec-
tor into their deus ex machina for achieving economic growth, the US economy 
fortifi ed its service sector (specifi cally fi nancial services, based on information 
technologies, within undermined manufacturing sectors), in which its labor base, 

2  Many economists argue that the 1970 industrial crisis in developed countries and the 
1980 external debt crisis can be partly explained by international liquidity shortage. 
Minsky (1986) proposed that this condition could be overcome if the United States 
would operate big current account defi cits and therefore provide the liquidity required 
by international fi nancial market operations. Alternatively, Toporowski (2013, section 4) 
argued that banking institutions could issue the means of payments required on the basis 
that they operate on a fi nancial system sustained by pure credit-money economies.

3  Under the European Payment System, the central banks of surplus countries accumulated 
gold bullions in an eff ort to deter currency depreciation in current account defi cit 
countries (see: Bellofi ore et al. 2010, 127−129).
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while paid very high wages, was radically diminished (Milberg 2008). Th is situa-
tion planted the seeds for increased and amplifi ed trade imbalances in the future. 
And the counterpart was the strengthening of the fi nancial sector, with consump-
tion fi nance becoming the most important device for achieving economic growth. 
Financial gains, based on what has been described as the share value maximiza-
tion strategy (Lazonik and O’Sullivan 2000), switched economic policies from full 
employment to price stability, in order to guarantee fi nancial wealth purchasing 
power.

Financial gains were accompanied by a process of increasing inequality be-
tween developed and developing economies, and within countries of each region, 
based on wage share reduction (United States, European countries and develop-
ing capitalist economies). In this process, demand was decoupled from supply, 
and the United States assumed the role of increasing world economic demand, 
based on its ability to create limitless liquidity (increasing debts), while European 
countries, East Asian (mainly India and China) and Latin American developing 
economies turned out to be the worldwide producers. Th is process was based on 
an increasing unequal distribution of surplus that gave “exorbitant privileges” to 
the “hegemon” economy (United States) (De Cecco 2012, 30).

Th e International Order After the Bretton Woods Demise

A discussion of the international order should consider countries’ asym-
metries (colonialism in terms of Rosa Luxemburg, imperialism according to Lenin, 
or central-periphery countries according to Furtado) in which the leading inter-
national country is able to determine the pace of accumulation, and more impor-
tantly, the social and economic organization of less-developed economies, and 
in return, are able to distribute world surplus, appropriating for themselves the 
biggest share.

De Cecco (2012, 30) argues that hegemonic countries are big economies with 
profound domestic structural distortions that can induce worldwide disruptions, 
and their main distinction is their power to issue international money that oper-
ates on the basis of current account surpluses or defi cits.

As in the 1980 external debt crisis, international liquidity provisions were 
issued through fi nancial securities that circulated in asymmetric money markets, 
giving way to unprecedented international liquidity growth. Th e United States (as 
the hegemonic country) became the aggregate-demand worldwide growth engine 
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(consumer of last resort) and the provider of international liquidity, unleashing 
signifi cant imbalances in current and fi nancial accounts.

Th is international arrangement modifi ed the world surplus distribution, cre-
ating new winners and losers. De Cecco (2012, 30) describes the international 
order as follows:

“If the country that issues international means of payment is al-
lowed to enjoy ‘exorbitant privileges’ that is, if it can preempt the 
world output, structurally coming fi rst in the pecking order, with 
everybody else dividing among themselves what is left the issuer of 
the world currency can run defi cits as big as it fi nds fi t to, and the 
rest of the world will just have to run as big a surplus, its resources 
being preempted by the center country.”

A central argument of this discussion is that the hegemonic country ob-
tains ‘exorbitant privileges’ on the basis of international money issuance that has “a 
higher return on its external assets than that on its external liabilities” (Gourinchas 
et al. cited in: De Cecco 2012). Th us, the United States appropriates the main bulk 
of international surplus through the fi nancial channel, which means that fi nancial 
gains are seized through fi nancial assets denominated in dollars, which circulate 
throughout the international fi nancial market. Th e European industrial countries 
that are providers of US commodities continue in the pecking order in terms of 
surplus appropriation. Th ey specialize in the production of capital goods and the 
know–how of the manufacturing industry. Developing net export countries with 
current account surpluses come in third place, with low wages as their compara-
tive advantage. Last on the list are developing economies that have strong export 
sectors with export surpluses in raw materials, without achieving overall current 
account surplus, and therefore international capital is required to close their fi -
nancial account gap and equilibrate their balance of payment. Th rough this chan-
nel they need to part with additional surplus, and this further reduces the wage 
share in income and increases income inequality in their economies. Th is is the 
case of the Latin American region that has been unable to attain current account 
surpluses over time in spite of the increasing positive terms of trade during the last 
decade (as we shall see in the following section).
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Performance of Latin American Countries in the 
Financialized and Neo-Mercantilist Era 

Two of the main peculiarities of Latin American economies are that their 
external sector developed during the colonial period and that the capitalist mode 
of production was adopted through international trade (Kregel 2002). Th e raw 
material export enclave sector, although completely separated from the indige-
nous internal production sector, was the means for adopting capitalist social and 
economic relations, which did not spread to the entire economy (the indigenous 
sector remained backward). In these economies the industrialization process was 
rather late and developed as an unintended consequence of the interwar period of 
the 20th century, which cut off  the region from supplies of international goods and 
from international fi nancial fl ows, due to the collapse of the external commodity 
market as well as international fi nance.

Another important antecedent of the Latin American industrialization proc-
ess, particularly “industrialization by import substitution”, is that it did not begin 
through specialization of particular sectors. Also, the United States (the region’s 
hegemonic country) did not develop a complementary relation with the region’s 
economies. US domination over Latin America was constructed on the basis of 
weak US import demand coeffi  cients resulting from reduced economic comple-
mentarity between the dominant (central) and peripheral economies.

In addition, the US economy developed on the basis of broad industrial 
processes that did not require foreign goods and services. Amsden (2001) em-
phasizes that the United States exploited the same commodities as some other 
countries in the region (e.g., petrol), and therefore, contrary to the experience 
of East Asian economies, the import substitution industrialization (ISI) process 
in Latin America industrialized the entire manufacturing sector, with unlimited 
protection barriers for fi nal goods, and not discriminating among diff erent agents 
(actually favoring the entry of multinationals, e.g., the car industry in Mexico). 
(Amsden 2001) Another missing feature in Latin America’s industrialization proc-
ess was technological development and technological adaptation to the region’s 
specifi cation. Government industrial policies throughout the region fi nanced capi-
tal and intermediate goods imports in order to reduce production costs, instead 
of developing the capital goods sector. Finally, national agreements regarding the 
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sector that should act as the economic engine of growth were not achieved in the 
industrialization processes in the diff erent countries.

All these conditions impeded a process of industrialization that would 
destroy the backward archaic production sectors, developing what Fajnzylber 
(1998) referred to as “truncated industrialization.” Specifi cally, they were unable 
to strengthen their export sector or follow a “beggar thy neighbor” strategy as the 
East Asian developing countries did, which converted them into what we have de-
nominated “successful” developing economies. Hence, Latin American economies 
underwent the process of deregulation and globalization, and most importantly, 
the fi nancialization and neo-mercantilism changes in a context of extremely weak 
manufacturing export sectors and a feeble capital market, which maintained their 
dependence on external capital infl ows to balance their structural current account 
defi cit position.

Structure of Latin American Economies in the Financialized, 
Neo-Mercantilist Period

Th e Latin American GDP structure leaves no doubts as to the transforma-
tion that took place in the region during that period. Th e export share of the 
GDP boomed during the last twenty years. In the early 1990s exports represented 
around 15% of GDP spending. In the fi rst years of the fi rst decade of this cen-
tury, they jumped to 20% of the GDP, and by the middle of the decade, to 25% 
of the GDP. However, the region did not achieve a long-lasting, permanent net 
trade surplus. Only between 2002 and 2007 was there a net export surplus. Strik-
ingly enough, neither the export boom nor the net export trade surplus expanded 
gross fi xed capital formation. Th us, the Latin American region was character-
ized by a rather peculiar production structure during the neo-mercantilist period 
(Figure 1).

Our analysis of the growth strategies of Latin American economies is based 
on six countries (Argentina, Brazil, Chile, Colombia, Mexico and Peru) that re-
semble the region’s heterogeneity as well as its similarities. We argue that these 
economies are representative since they account for more than 80% of the GDP 
total spending as well as 80% of each one of the GDP components (Figure 2). An 
important characteristic of this group of economies is that it includes big countries 
(Brazil and Mexico), medium-sized economies (Argentina, Chile and Colombia) 
and small ones (Peru).
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Figure 1: Main GDP components of Latin America
GKF: Gross Capital Formation; X: Exports, M: Imports
Source: Author’ calculation based on Economic Commission for Latin America and the 
Caribbean (CEPAL), Databases and Statistical Publications. Available at: http://estadisti-
cas.cepal.org/cepalstat/

Figute 2: Countries GDP participation in terms of total Latin american GDP spending.
GKF: Gross Capital Formation, X: Exports, M: Imports
Source: Author’ calculation based on Economic Commission for Latin America and the 
Caribbean (CEPAL), Databases and Statistical Publications. Available at: http://estadisti-
cas.cepal.org/cepalstat/
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We can observe diff erences when we look at the growth strategies of all the 
economies (Table 1). Although the export share of the GDP increased in each 
country, this occurred at diff erent rates. Chile led this process, achieving an aver-
age export share of nearly 35% of the GDP, particularly in the neo-mercantilist 
period (when the export share represented 38% of the GDP). Mexico was in a 
distant second place, with an average share of 26% in terms of the GDP, increasing 
to 28% during the neo-mercantilist era. Peru came in third place, with an average 
share of 21%, which rose to 24% in the fi rst decade of this century. Argentina and 
Colombia had an average export share around 15% of the GDP, with a marked up-
ward trend in the fi rst decade of this century. Brazil had the smallest export share 
among the six economies.

Table 1: Countries growth strategy
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Argentina Chile
1990-12 4,3 63,8 19,6 16,3 1,9 5,1 62,0 22,1 34,8 3,7
1990-99 4,6 69,2 18,3 9,3 -1,2 6,6 66,1 23,8 26,3 -0,7
2000-08 4,2 62,5 19,4 21,2 4,6 4,2 60,7 20,8 38,3 6,2
2000-12 4,5 60,1 20,6 21,1 3,9 4,1 60,7 21,6 37,6 5,1

Brazil Mexico 
1990-12 2,9 61,6 17,8 11,3 0,0 2,7 67,3 21,7 26,3 -1,5
1990-99 2,3 63,8 17,2 7,9 -0,7 3,1 67,9 20,9 21,4 -1,6
2000-08 3,6 60,6 17,1 13,8 1,5 2,3 67,2 21,9 26,5 -1,7
2000-12 3,3 60,8 18,0 12,7 0,3 2,2 67,1 21,9 28,0 -1,5

Colombia Peru 
1990-12 3,5 66,5 21,6 15,7 -2,9 5,0 65,8 22,8 21,9 1,5
1990-99 2,6 72,2 22,4 11,8 -5,1 4,2 72,6 21,3 13,3 -3,8
2000-08 4,4 66,6 19,8 16,7 -2,6 6,8 66,2 20,4 23,4 3,1
2000-12 4,3 64,4 21,4 21,4 -2,1 5,8 63,5 23,3 24,7 3,2

Source: Author’ calculation based on Economic Commission for Latin America and the 
Caribbean (CEPAL), Databases and Statistical Publications. Available at: http://estadisti-
cas.cepal.org/cepalstat/
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Th e results in terms of net exports are ambiguous. In the 1990s all the coun-
tries experienced balance trade net defi cits, which turned into surpluses in the 
following decade, except in the cases of Mexico and Colombia. Th erefore, the size 
of the export sector does not guarantee external trade balances.

Secondly, gross fi xed investment spending remained stable but rather low. 
On average it did not surpass 20% of their GDPs, hence investment spending was 
not an important element in the last twenty years or in the neo-mercantilist period. 
Only Brazil and Colombia had more dynamic accumulation strategies in relation 
to export activities, while Mexico and defi nitely Chile had more dynamic export 
sectors. Th irdly, the consumption share of the GDP (total and private) did not lead 
economic growth, with the private consumption share of the GDP diminishing 
during the neo-mercantilist period. 

On the basis of the varying performance of GDP activities, two export mod-
els can be identifi ed: at one extreme are the economies with the export coeffi  cients 
above the investment shares of the GDP (Chile and Mexico), and at the other ex-
treme we have Brazil and Colombia whose investment shares are above exports. 
Th e remarkable aspect of these growth models is that neither guarantees a trade 
balance surplus, since Mexico (dominated by an export share of the GDP) and 
Colombia (with stronger investment coeffi  cients) have shown long-lasting trade 
defi cits.

What happened in the export sectors? 

Because of the importance of export sectors, we will discuss their composi-
tion in order to understand the reasons that a trade surplus was not achieved or 
at least why income leakages from domestic demand in the international market 
were not neutralized in a long-lasting relation. 

Th e fi rst element to take note of is that raw materials and manufacturing 
based on raw materials showed an extremely dominant surplus position in the 
trade balances of the diff erent countries. It is also important to notice that all the 
economies experienced net surpluses in these sectors, well above their total net 
trade balances. Th is means that raw materials and export manufacturing based 
on raw materials neutralize the net defi cits in other sectors (Table 2). Th is was 
particularly the case for Chile in the fi rst decade of this century, with raw material 
coeffi  cients close to 20% of the GDP, and 7% of the GDP in the case of Argentina 
and Peru (Table 2). 
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Table 2. Trade balance with respect to GDP: Raw material and industrial clas-
sifi ed by technological intensities
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Argentina Colombia 
X-M 3,25 3,35 -0,06 6,73 5,96 -0,59 -0,15 -1,23 -0,44 -0,31
RM&Mrw 6,71 4,46 1,80 11,11 6,46 4,70 3,98 3,98 5,22 5,72
Industrial 
G&s -3,46 -1,11 -3,71 -4,38 -4,62 -5,29 -4,13 -5,21 -5,66 -6,04

Low Tech -0,11 0,52 -0,24 -0,18 -0,36 0,02 -0,03 0,15 0,15 -0,05
Medium Tech -2,00 -1,06 -2,20 -2,34 -2,40 -3,44 -3,06 -3,45 -3,42 -3,65
High Tech -2,31 -0,58 -1,25 -1,91 -2,00 -2,07 -1,01 -1,93 -2,73 -2,79

Brazil  Mexico 
X-M 2,12 4,37 0,66 -0,34 2,03 0,12 3,81 -1,28 -1,05 -0,87
RM&Mrw 2,23 2,11 1,08 3,12 3,25 1,54 5,31 0,62 0,11 0,10
Industrial 
G&s -0,11 2,26 -0,42 -0,69 -1,22 -1,42 -1,50 -1,39 -1,16 -0,96

Low Tech 0,69 1,48 0,58 0,52 0,32 -0,72 -0,08 -0,85 -0,93 -0,99
Medium Tech -0,87 0,79 -1,09 -1,31 -1,65 -0,40 -0,76 -0,66 -0,29 0,02
High Tech -0,83 -0,37 -0,84 -1,04 -1,08 -0,05 -0,63 0,06 0,34 0,20

Chile  Peru  
X-M 4,28 5,56 0,47 6,86 6,72 0,72 1,23 -2,04 2,52 2,73
RM&Mrw 15,12 14,76 12,29 17,74 17,69 5,20 4,63 3,24 6,68 7,16
Industrial 
G&s -10,84 -11,45 -11,83 -10,89 -10,97 -4,48 -3,40 -5,28 -2,88 -4,43

Low Tech -2,34 -1,70 -2,28 -2,73 -2,75 -0,14 0,42 -0,14 -0,24 -0,48
Medium Tech -6,89 -6,26 -7,79 -6,38 -6,50 -4,52 -2,88 -5,05 -5,11 -5,56
High Tech -2,34 -1,59 -2,41 -2,71 -2,72 -1,31 -0,95 -1,57 -2,02 -2,10

Source: Autor´ calculation based on Grouped by technology intensiveness, Uniform Clas-
sifi cation for International Trade (CUCI), 2nd Review. Available at:  http://interwp.cepal.
org/badecel/basededatos.asp

Th e reasons for these astonishing results are the increasing terms of trade 
experienced by Latin America throughout the fi rst decade of this century (Figure 
3) that rocketed these sectors’ activities and increased exports, resembling the 
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neo-mercantilism period up to the “primary export” model of the fi rst decade of 
the 20th century.

Figure 3:  Terms of trade price relation of godds and services. Index 2005=100
Source: Author’ calculation based on Author’ calculation based on Economic Commission 
for Latin America and the Caribbean (CEPAL), Databases and Statistical Publications.
Available at: http://estadisticas.cepal.org/cepalstat/. Consulted: May 7th,  2014

Th e industrial net export sectors, excluding manufactured goods based on 
raw materials, remained at a defi cit. From the end of the 1990s, and specifi cally 
in the neo-mercantilist era (the fi rst decade of this century), there were profound 
defi cits in industrial goods net exports in all the countries analyzed. Th is was es-
pecially the case for Chile with negative average coeffi  cients of net exports, around 
11% of the GDP, followed by Colombia, Argentina and Peru, and to a lesser extent, 
Mexico (Table 2). Hence, the expected boom in industrial activity from East Asian 
countries did not take place in Latin America, or at least it was not evident in the 
external trade balance. 

Our analysis based on net external exports by technological intensities is 
extremely revealing (Table 2). Th e most profound net export defi cit occurred in 
exporting industries based on medium technology, refl ecting the neoliberal des-
industrialization process. Specifi cally, the more dynamic industries of the “indus-
trialization import substitution” model were the ones that contributed more to the 
negative results in trade balances in the fi rst decade of this century.
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Th e only exceptions were Brazil and Mexico, which had net export surpluses 
in their medium and high technological sectors, respectively. Specifi cally, Brazil 
experienced a milder regression in the des-industrialization process of the neolib-
eral era. Th e Mexican experience was more bewildering since it seemed to follow 
the East Asian countries’ growth strategy, with the peculiarity that the investment 
coeffi  cient did not grow, causing an extremely vicious growth model in which the 
export industry was highly dependent on imports, resulting in what is referred to 
as “maquila” production, with extremely low added value, and with low worker 
remuneration as its primary advantage.

 Considering the above arguments, it can be argued that the production 
model based on a globalized market, with no direct government economic inter-
vention or industrial policies and with important transnational corporation par-
ticipation in economic activity, did not induce “successful” experiences in the Latin 
American region during the neo-mercantilist era.

Capital Infl ows to Latin America and Financial Market 
Transformation

Th e commercial openness and the process of fi nancial liberalization of capi-
talist economies modifi ed the volume and composition of foreign capital infl ows. 
Th e increased export volumes that reached important net export surplus positions 
in some of the region’s economies were not enough to reach long term and signifi -
cant current account surpluses. Between 2002 and 2007 alone, the Latin American 
current account was at a surplus, barely surpassing 1% of the region’s GDP, and 
consequently, the overall results of increased export activities, when net factor 
payments are considered, are rather gloomy (Figure 4).

Th e other notorious feature was the presence of external surplus in the Bal-
ance of Payments Accounts in terms of GPD; which between 2002 and 2006 sur-
passed the current account coeffi  cient in terms of the GDP. Th is was extremely 
costly, since fi nancial reserves remained idle to assure stable (and to overvalue) 
exchange rates to external investors.

Our analysis of the Balance of Payments composition in the diff erent coun-
tries shows that during the fi rst decade of this century, Argentina and Chile were 
the only economies that achieved a surplus in their current accounts (2.2% and 
0.6% in terms of their GDP, respectively) (Figure 5a). Secondly, almost all the coun-
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tries accrued an important amount of reserves from the 1990s onwards, which 
meant foreign direct and portfolio investment sterilization practices, as stated 
above, to prevent exchange rate movements and to reassure foreign investors’ con-
fi dence; and thereby maximize fi nancial instrument returns, and in this way, fortify 
fi nancial market expansion. Th is was clearly the case for Chile, Brazil, Colombia, 
Argentina and Mexico (Figure 5a).

Th e most important components in fi nancial accounts are foreign direct and 
portfolio investments, with unnoticeable volumes of fi nancial fl ows in the form of 
derivatives and options. “Other investments” that includes bank credits, shifted 
to a second distant position, and therefore external fl ow composition modifi ed 
radically in comparison to the regulated periods, in which the “industrialization 
import substitution” model dominated, and public credits were the countries’ ex-
ternal capital infl ows (Figure 5b).

Figure 4: Latin American Balance of Payment composition in terms  of GDP
Source: Author’ calculation based on Banlace of Payments, International Monetary Fund, 
CD-Room, January 2014. Used series: Historical data (1980-2005), Economic Concept 
View (2005-2012). For derivatives (2005-2012): Financial derivatives (other than reserves) 
and employee stock options : Net acquisition of fi nancial assets.
Latin America´s GDP,  Wold Bank. Available at:  http://data.worldbank.org/country/ZJ. 
Th e next countries are considered as a part of Latin America: Argentina, Belize, Bolivia, 
Brasil, Colombia, Costa Rica, Cuba (no hay datos de balanza de pagos), Dominica, Do-
minican Republic, Ecuador, El Salvador, Grenada, Guatemala, Guyana, Haití, Honduras, 
Jamaica, Mexico, Nicaragua, Panamá, Paraguay, Perú, St. Luica, St. Vincent and the Gren-
adines, Suriname, Venezuela (RB).
Series interpretation: Current & Capital Account, positive = surplus;  Financial Account, 
positive = defi cit; Reserves, positive = decrease.
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Th e peculiar element is that important volumes of international private 
capital infl ows in the form of foreign direct and portfolio investment fl ows did 
not manage to modify drastically the bank-based structure of Latin American 
countries.

Th e size of fi nancial markets in Latin American countries in terms of the 
GDP did not increase as expected, or at least it never came close to the US fi -
nancial market size (Figure 6). In Latin America, the Chilean fi nancial market 

Figure 5a: Balance of Payment by net components in terms of GDP, by countries 
Source: Author’s calculation

Source: Author’ calculation based on Banlace of Payments, International Monetary Fund, 
CD-Room, January 2014. Used series: Historical data (1980-2005), Economic Concept 
View (2005-2012). For derivatives (2005-2012): Financial derivatives (other than reserves) 
and employee stock options : Net acquisition of fi nancial assets.
Latin America´s GDP,  Wold Bank. Available at:  http://data.worldbank.org/country/ZJ.
Series interpretation: Current & Capital Account, positive = surplus;  Financial Account, 
positive = defi cit; Reserves, positive = decrease.
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increased the most, particularly the banking sector, followed by Brazil. A third 
group of countries with more limited fi nancial markets is composed of Mexico and 
Argentina, followed by Colombia and Peru (Figure 6).

Not surprisingly, the bank sector continued to represent the biggest share of 
the fi nancial market in all Latin American countries analyzed, even though fi nan-
cialization undermined its importance. In this context, it is not astonishing that 
Chilean banking markets grew above those in the United States (in relation to its 
GDP) (Figure 6).

Figure 5b. Net Financial Accounts by components in terms of GDP, by counties
Source: Author’ calculation based on Banlace of Payments, International Monetary Fund, 
CD-Room, January 2014. Used series: Historical data (1980-2005), Economic Concept 
View (2005-2012). For derivatives (2005-2012): Financial derivatives (other than reserves) 
and employee stock options : Net acquisition of fi nancial assets.
Latin America´s GDP,  Wold Bank. Available at:  http://data.worldbank.org/country/ZJ.
Series interpretation: Current & Capital Account, positive = surplus;  Financial Account, 
positive = defi cit; Reserves, positive = decrease.
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In the bond market the situation was completely diff erent. In spite of the 
higher foreign portfolio investment volumes, the bond market size in terms of the 
GDP did not grow signifi cantly (especially if compared with the US bond market 
size). Brazil’s bond market size was the biggest, followed by Chile and Mexico. A 
second group of countries consisted of Colombia and Peru (Figure 6). Th e reason 
for that is that the private bond markets did not develop signifi cantly (Stallings 
and Studart 2006).

Finally, the capital market remained relatively shallow and small (Figure 6). 
Th is was due to the relatively low capital market turnover in terms of the GDP 
(Figure 7) and the low number of corporations operating in Latin American stock 
markets and their rather infrequent operations (Levy 2013). Hence, the dominant 
fi nancial investors’ strategies did not do away with shares and fi nancial instru-
ments. Instead, they were maintained in order to control the big corporations.

Taking into account the volume and composition of external capital infl ows 
and the way that fi nancial markets have taken shape in Latin America, and par-
ticularly considering low capital market turn-over and fi nancial instrument price 
volatility, the next question is how the “fi nancial channel” became fortifi ed, and 
specifi cally how developed countries appropriated the surpluses of developing 
countries.

Th e answer is straight forward: Latin American fi nancial markets off ered in-
creased fi nancial margins to attract external private capital infl ows. More specifi -

Figure 6: Financial market size and its main markets in terms of GDP, by countries
Source: Author’s calculation based on International Financial Statistics, FMI (CDRoom, 
Jan 2014) & BIS Quarterly Review.
Latin America´s GDP,  Wold Bank. Available at:  http://data.worldbank.org/country/ZJ.
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cally, bond returns were signifi cantly higher than those of developed economies. 
One way of measuring these margins is through the Emerging Bonds Market In-
dex (EMBI).4 Between 1998 and 2003 the EMBI depicts signifi cant higher returns 

4  EMBI measures the diff erential returns of emerging countries bonds in relation to US 
treasury bonds, in terms of basic points. J.P. Morgan elaborates this index and portfolio 
debt portfolio returns.

Figure 7: Capital market turnover in relation to GDP, by countries
Source: Author calculations in terms of World Development Indicators, World DataBank. 
Available at:  http://databank.worldbank.org/data/home.aspx

Figure 8: Bond index of Emerging countries (EMBI), return diff erential in relation 
to US Treasury bonds

(Argentina EMBI is measured in the right axis)
Source: Author calculation based on information Central Reserve Bank of Peru, with data 
of Bloomberg & Reuters. Available at: http://www.bcrp.gob.pe/
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from Latin American bonds (Figure 8). Argentina, after the 2001 crisis, heads the 
list, followed by Brazil’s EMBI index. Colombia and Peru also experienced higher 
fi nancial margins, to lesser extents, with Mexico and Chile not being greatly aff ect-
ed. From 2007 on there is downward movement, explained by the US Quantitative 
Easing monetary policy, which reduced their interest rates to levels near zero. In 
spite of that, the diff erential rates remained very high. For instance Argentina’s 
bond returns (Figure 8, right axis) were 10 points higher than US bonds. Colom-
bia, Brazil, Chile and Mexico average around 4 points higher than for US bonds.

Income Distribution in Latin American Countries During 
Financialization and Neo-Mercantilism 

Despite profound structural changes in fi nancial sectors, the countries’ eco-
nomic openness to international competition, and the economic impulse of ex-
ports, wages did not increase. If we look at the countries’ average wages in real 
terms, its evolution has not been very encouraging during the last decades.

If 1980 is considered the starting point (just before the Latin American ex-
ternal debt crisis, the wage index shows a downward slope in all of the countries 
analyzed. In the 1990s wages remained low with no signifi cant change, with the ex-
ception of Mexico, which in the beginning of the 1990s, due to exchange rate over-
valuation, experienced relatively small increases in average wages, in real terms, 
wiped off  after the 1994 fi nancial crisis. Th e neo-mercantilist period coincided 
with important increases in workers’ wages in Chile and Argentina that, however, 
seems to be more related to political changes. Specifi cally, after Argentina’s crisis 
in 2000, with Kirchner coming into offi  ce, wages began to increase. Chile also ex-
perienced an upward wage index trend that surpassed the level attained in 1980,5 
which is more related to policies on raising minimum wages in the 1990s, when the 
country returned to democracy. Mexico and Colombia experienced a mild upward 
trend, while the Brazilian wage index remained relatively stagnant and Peru’s index 
continued to fall during the 1990s. Th erefore, the increased terms of trade experi-
enced in the region during that period was not shared with workers’ wages.

If we look at income distribution in Latin American countries in terms 
of deciles, we fi nd a more complex situation (Table 3). On average the highest 
10% of the population (upper decile), appropriates more than 40% of each coun-

5  Th e starting point of 1980 does not enable a comparison with high wages for Chile, since 
its economy was undergoing a deep economic recession in 1980.
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try’s income, with a relatively lower fi gure for Peru (although this country’s data 
only covers between 2001 and 2012). Th e average upper decile seems to remain 
relatively stable with small downward movements. In Brazil it decreased from 
47% in 2007 to 46% in 2012; in Colombia from 42% in 2007 to 40% in 2012; in 
Mexico, from 40% in 2008 to 38% in 2012; and in Argentina from 43% in 2006 
to 36% in 2012. We can group Brazil, Chile and Colombia together as the econ-
omies with higher income stratus appropriation (between 1990 and 2012, the 
last decile, or the wealthiest 10% of the population, possessed around 50% of 
total income).

At the other extreme, Brazil also comes out as the most unequal country in 
terms of income distribution. Th e 1st decile possesses less than 1% of total income, 
and the fi rst three deciles, 5% of total income. Th e 4th, 5th and 6th deciles possess 
25% of total income. Argentina, Chile and Colombia are next in line in terms of 
the most unequal countries measured by the income appropriated by the poorest 
sector of the economy (Table 3).

Finally, if the Gini coeffi  cient is taken into account, the results are not drasti-
cally modifi ed (Figure 10). Argentina seems to have slightly reverted its unequal 
conditions, since the Gini coeffi  cient on average went down from 0.45−0.50 to 
0.36 (closer to zero being more equal); in Peru it went from 0.56 in 1998 to 0.46 
in 2012; and in Brazil, some improvement can be observed, according to the Gini 
coeffi  cient, with the lowest position reached in 2012, indicating a relatively high 

Figure 9: Real Average annual wage, Index 2010=100
(Peru is measured in the right axis)
Source: Author’ calculation based on Economic Commission for Latin America and the 
Caribbean (CEPAL), Databases and Statistical Publications. Available at: http://estadisti-
cas.cepal.org/cepalstat/
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Table 4: Cuadro 4. Income distributon by decile, Latin America
Percentage of total national income
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Argentina
Average 1,1 2,3 3,2 6,7 4,3 5,3 6,7 8,5 24,8 11,1 15,9 41,4
1990 1,6 2,6 3,6 7,8 4,6 5,6 7,0 8,8 26,0 11,2 15,6 39,4
1994 1,4 2,4 3,4 7,2 4,4 5,4 6,8 8,4 25,0 11,2 16,2 40,2
2000 1,0 2,2 3,0 6,2 4,0 5,2 6,4 8,4 24,0 11,0 16,0 42,8
2006 0,8 2,0 3,0 5,8 4,0 5,2 6,6 8,4 24,2 11,0 15,8 43,2
2012 1,4 2,8 3,8 8,0 5,0 6,2 7,4 9,4 28,0 11,8 16,0 36,2

Brasil
Average 0,8 1,8 2,6 5,2 3,4 4,4 5,6 7,3 20,7 9,9 15,3 48,9
1990 0,8 1,6 2,4 4,8 3,2 4,2 5,4 7,2 20,0 10,2 16,4 48,6
1995 0,8 1,6 2,4 4,8 3,2 4,2 5,4 7,0 19,8 9,8 15,8 49,8
2001 0,6 1,6 2,2 4,4 3,0 4,0 5,2 6,8 19,0 9,6 15,2 51,8
2007 0,8 2,0 2,8 5,6 3,6 4,6 6,0 7,6 21,8 10,2 15,2 47,0
2012 1,0 2,2 3,0 6,2 4,0 5,0 6,2 7,8 23,0 10,0 14,6 45,8

Chile
Average 1,3 2,4 3,3 7,0 4,1 5,1 6,2 7,9 23,3 10,4 15,5 43,8
1989 1,2 2,4 3,2 6,8 4,0 5,0 6,2 8,0 23,2 10,4 15,8 43,8
1994 1,2 2,4 3,2 6,8 4,0 5,0 6,2 7,8 23,0 10,4 15,6 44,0
2000 1,2 2,2 3,0 6,4 4,0 4,8 6,0 7,6 22,4 10,0 15,4 45,6
2007 1,4 2,6 3,4 7,4 4,4 5,4 6,6 8,2 24,6 10,8 15,6 41,6
2011 1,6 2,8 3,6 8,0 4,4 5,4 6,4 8,0 24,2 10,4 15,4 42,0

Colombia
Average 1,2 2,3 3,2 6,7 4,1 5,1 6,4 8,1 23,8 10,7 15,6 43,2
1991 1,6 2,8 3,8 8,2 4,8 5,8 7,0 8,8 26,4 11,4 16,0 38,0
1994 0,8 2,0 2,8 5,6 3,6 4,6 6,0 7,6 21,8 10,2 15,0 47,2
1999 1,0 2,2 3,0 6,2 3,8 4,8 6,2 7,8 22,6 10,2 15,4 45,6
2008 1,0 2,2 3,2 6,4 4,2 5,2 6,6 8,4 24,4 11,0 16,0 42,4
2012 1,4 2,6 3,4 7,4 4,4 5,6 6,8 8,6 25,4 11,2 15,8 40,2

México
Average 1,9 2,9 3,8 8,6 4,6 5,6 6,8 8,4 25,3 10,8 15,3 40,1
1989 1,6 2,6 3,4 7,6 4,2 5,2 6,4 7,8 23,6 10,0 14,6 44,0
1994 1,8 2,8 3,6 8,2 4,4 5,4 6,4 8,0 24,2 10,6 15,6 41,6
2000 2,0 3,0 3,8 8,8 4,6 5,6 6,6 8,4 25,2 10,8 15,6 39,8
2008 2,0 3,0 3,8 8,8 4,8 5,8 6,8 8,4 25,8 10,8 14,8 39,8
2012 2,0 3,2 4,0 9,2 5,0 6,0 7,2 8,6 26,8 11,0 15,4 37,8

Perú
Average 2,0 3,4 4,4 9,7 5,3 6,4 7,6 9,2 28,5 11,4 15,4 35,1
2001 1,6 3,0 4,0 8,6 5,0 6,0 7,2 8,8 27,0 11,2 15,2 38,0
2007 2,0 3,4 4,4 9,8 5,2 6,4 7,6 9,2 28,4 11,6 15,4 34,8
2012 2,2 3,8 4,8 10,8 5,8 7,0 8,2 9,6 30,6 11,8 15,4 31,4

Source:  Author’ calculation based on  Economic Commission for Latin America and the 
Caribbean (CEPAL), Databases and Statistical Publications. Income distributon by decile, 
by geographical areas. Percentage of total national income. Available at: http://estadisticas.
cepal.org/cepalstat/
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Final Remarks

Th e profound inequalities in current social and production organization may 
be traced back to the years when economic regulation prevailed, together with 
direct intervention by governments, and expanded fi scal and monetary policies, 
the main objective of which was to create full employment economic conditions. 
Th eir origins may be found in the promotion of external trade surpluses (and defi -
cits) with no mechanism for preventing exchange rate misalignments. Th e growth 
strategy used by Germany and Italy in Europe and Japan along with the East Asian 
countries induced profound and growing imbalances that undermined the work-
ings of stable and robust economies. Th e limitless power of the US issuance of 
international liquidity led to a growing international fi nancial market, in which 
worldwide surplus was subject to distributional forces, which fortifi ed modern 
rentiers that managed to raise their appropriation of total returns. Its counterpart 
force has been to reduce workers’ income and mobilize the greatest proportion of 
surpluses to reach industrial countries, and wealthy social classes.

Figure 10: Gini coeffi  cient
Source: Author’ calculation based on Inter-American Development Bank. Available at: 
http://www.iadb.org/en

value of inequality (over 0.50), with the same applying to Colombia. Mexico and 
Chile seem to have remained highly unequal during this period.
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In this context it is important to understand the globalization forces that 
became dominant in the 1990s and the increasing importance of exports (neo-
mercantilism) that accompanied policies aimed at controlling prices in the real 
sector and sparking infl ation in the fi nancial market.

A major issue not given enough importance in economic theory and policy 
consists of the imbalances established on the basis of growing international debts, 
whose main objective is the control of international markets and the mobilization 
of surplus to the stronger political economies, forcing defi cit countries (that do 
not have the “privilege” of issuing international units of account) to bear the larg-
est portion of adjustment costs. Th e 2008 US crisis, which spread to all developed 
economies, particularly European Monetary Union countries, has shown the lim-
its of this growth strategy, and raw material export countries will also be aff ected 
by deep economic recessions, once the terms of trade cease to increase, limiting 
appropriation by central economies. 

Th e major diffi  culties in the 2008 crisis aftermath are slow economic recov-
ery and jobless economic growth (in the United States) and the fact that Euro-
pean economies have not been able to regain economic growth. In addition, once 
developing exporting economies will go through deep economic recession, the 
“hegemon countries” will be unable to sustain the income concentration through 
which their economies are maintained.
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Rezime:
Finansijalizacija u neuspešnim neomerkantilističkim 
privredama: Priliv inostranog kapitala, fi nansijski profi ti i 
dohodovna nejednakost 

Industrijska kriza u razvijenim ekonomijama tokom sedamdesetih go-
dina prošlog veka je značajno promenila kapitalistički način proizvodnje U 
zemljama u razvoju ISI model zamenjen je globalizovanim, deregulisanim i 
fi nansijalizovanim sistemima u kojima je naglasak stavljen na izvoz dok isto-
vremeno ti sistemi nisu bili u stanju da postignu višak ili ravnotežu tekuć eg 
računa. Stoga je priliv inostranog kapitala bio potreban da bi se stabilizovao 
platni bilans, a to je značilo već i odliv prihoda u obliku fi nansijskog profi ta. Na 
osnovu toga, može se tvrditi da su „neuspešne” privrede, koje su prošle proces 
fi nansijalizacije i neomerkantilizma, doživele ograničen ekonomski rast, i što 
je još važnije, poveć anje u dohodovnoj nejednakosti, dok su paralelno razvije-
ne ekonomije sve više prisvajale fi nansijske profi te iz zemalja u razvoju. Pored 
izvoza roba i usluga čija su osnova niske nadnice (i sniženi troškovi), fi nansijsko 
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tržište je ojačano kao sredstvo za izvlačenje viška iz zemalja u razvoju u vidu 
fi nansijskog profi ta čime je otvoren „fi nansijski kanal”.

Ključne reči: fi nansijalizacija, neomerkantilizam, inostrani kapital, fi nansijski 
profi t, latinoameričke zemlje, BDP 
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Introduction

 In the past  years, the motorcycle in-
dustry in Vietnam has achieved great success. In the years leading up to 2005, 
the industrial production value of the industry accounted for 3.1% of the total 
industrial production value of the country (Master Plan 2007) and has grown by 
23.9% in 2007 (Vietpartners 2009). Revenue per annum was in between USD 1.2 to 
1.4 billion, of which 10% went to the government. Export value in 2005 was USD 
70 million, 30 times higher than in 2001. Motorcycle production as an assembly 
industry employs about 20,000 workers as well as tens of thousands of workers 
in support industries and related services. Th e industry can now meet domestic 
demand for normal motorcycles with a capacity of up to 125cc. Th e localization 
ratio is more than 70% and some of the motorbike models have become export 
items (Master Plan 2007). By 2006, Vietnam’s motorcycle market reached nearly 
2 million units per year, with an expectation of further expansion in the future 
(Fujita 2008). Th e size of domestic demand is now suffi  cient for major assemblers 
to aggressively introduce new models and for parts suppliers to invest in Vietnam 
(Fujita 2008).

Given the industry’s phenomenal success, it has often been overlooked that 
the industry did not start to develop until the mid 1990s, when the Vietnamese 
government launched an import substitution policy by erecting trade barriers and 
providing incentives for foreign investors. By the late 1990s, major motorcycle 
companies in Vietnam included one Taiwanese transnational corporation (TNC), 
VMEP, and 3 Japanese TNCs (Suzuki, Honda, and Yamaha), as seen in the table 
below. Some Taiwanese and Japanese parts manufacturers followed the lead of the 
motorcycle companies (the lead fi rms) and also invested in Vietnam, producing 
such parts as tires, batteries, electric and plastic parts and breaks. Fujita (2007) 
contends that by the late 1990s, the motorcycle industry was dominated by foreign 
manufacturers that created an oligopolistic market. Foreign motorcycle fi rms were 
able to set high prices that exceeded the high costs of operation, which enabled 
them to enjoy substantial rents (Fujita 2007). 
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Table 1: Major Foreign Motorcycle Firms In Vietnam

Name of Company Year of 
License Ownership Structure

Vietnam Manufacture & 
Export Processing Co., Ltd. 
(VMEP)

1992 Chinfon Group, producer of SYM mo- –
torcycles (Taiwan, 100%)

Vietnam Suzuki Corp. 1995
Suzuki Corp. (Japan, 35%) –
Sojitz (Japan, 35%) –
Vikyno: Southern Agricultural Machin- –
ery Corp. (Vietnam, 30%)

*SuFat Vietnam Corporation 1996 Sufat (Vietnam, 100%) –

Honda Vietnam Co., Ltd. 1996
Honda Motor Co., Ltd. (Japan, 42%), –
Asian Honda Motors (Th ailand, 28%), –
Vietnam Engine & Agricultural Ma- –
chinery Corp. (Vietnam, 30%)

Yamaha Vietnam Co., Ltd 1998
Yamaha Motors (Japan, 46%),  –
Hong Leong Industries (Malaysia, 24%), –
Vietnam Forestry Corporation (30%) –

Lifan Motorcycle Manufac-
turing JV Co. 2002

Chonqing Lifan (China, 70%), Vietnam  –
Import-Export Technology Develop-
ment Co. (30%)

*Kymco Vietnam 2005 Kymco (Taiwan),  –
Hoa Lam (Vietnam) –

*Piaggio Vietnam 2009 Th e Piaggio Group (Italy, 100%) –
Source: Author’s compilation based on Fujita (2008). *Author’s own data.

Th e industry, however, has had various apparent problems. Although Vi-
etnam has regarded the motorcycle industry as a “key industry” since the mid 
1990s, a comprehensive strategy for developing it was not promulgated until 2007. 
From the mid 1990s onwards, individual policy instruments such as (1) import 
protection, (2) incentives for foreign direct investment and (3) product quality 
and safety standards, were employed in an ad hoc and often inconsistent manner 
(Fujita 2007). Foreign investors have noted that frequent policy changes and weak 
enforcement have been serious problems in attracting more FDI (Fujita 2007). In 
2005, the industry entered a new phase; the Vietnamese government, in an eff ort 
to speed up negotiations for the country’s entry into the World Trade Organiza-
tion (WTO), abolished a series of regulations that had previously restricted sales of 
motorcycles and the expansion of production by foreign motorcycle manufactur-
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ers. Th is move signifi cantly boosted domestic sales of motorcycles and stimulated 
a new wave of FDI in the expansion of motorcycle and motorcycle component 
production. It also set the industry on a more market-oriented path of develop-
ment (Fujita 2008).

Despite the industry’s remarkable performance over the past decade, the 
rent seeking relationships between Vietnam and its two major investing countries, 
Japan and China, present a diff erent story which demonstrates that the Vietnamese 
government’s allocation of rents to Japanese investors has been mostly unsuccess-
ful. Because industrial development requires skill training and technological trans-
fer, a major purpose of the Vietnamese government’s policy in attracting FDI from 
abroad was not the FDI itself, but the types of FDI that would enhance learning-
by-doing, and transfers of technology into Vietnam’s infant industry. Otherwise, 
FDI investors might have captured all the benefi cial rents and profi ts from the 
local market without helping Vietnam to industrialize.

Yet, in spite of this intention, the story of Vietnam’s approach towards rents 
has often been contradictory. In the late 1990s, the Vietnamese government used 
tax policy and import controls to create rents for foreign investors, in particular 
Japanese (and some Taiwanese) TNCs, by giving rents such as tax breaks and oth-
er privileges to encourage technological transfer. However, what the Vietnamese 
government achieved was the transfer of production processes to meet the gov-
ernment’s local content requirement; but the location of production in Vietnam 
did not equal the transfer of technology. In addition, Japanese investors asked for 
even tighter control over technological diff usion. Th ey argued that the govern-
ment’s commitment to the protection of property rights would encourage more 
Japanese FDI to Vietnam, and the Vietnamese government obliged. Yet what Vi-
etnam needed was not the construction of a few more factories but the diff usion 
of technology in Vietnam (M. Khan, personal communication, August 5, 2009). 
For the Japanese investors to invest yet control their technology in house not only 
defeated the initial purpose of the rents but also allowed Japanese TNCs to capture 
Vietnamese market shares. Th e Vietnamese government’s rent strategy, therefore, 
has been largely counter-productive.

Th is rent seeking relationship between Japanese investors and Vietnam’s 
government was, however, disturbed by the penetration of Chinese investors into 
Vietnam’s motorbike industry by means of low-cost motorbikes and false claims of 
local content ratio, as well as the government’s failure to enforce import controls 



LIMES+  Vol. XI (2014), No. 3: pp. 177–208

181

of completely knocked down units (CKUs). Th ese three factors together created 
a set of accidental rents to both Chinese and Vietnamese enterprises, which sub-
sequently brought important transformations in technological upgrading for the 
industry. Th e dynamic of this rent seeking relationship will be assessed in greater 
depth in the following chapters.

In the next chapter, this paper will present the theoretical framework of the 
analysis, which includes the market failure of learning by doing and two potential 
growth-enhancing rents in the context of late developing economies. Th is is fol-
lowed by a discussion of the political and institutional conditions in which rent 
allocation can stimulate development. Th e third chapter analyzes the level of tech-
nical learning and technological diff usion by Japanese and Chinese investors by 
examining the failure of Schumpeterian rents and the positive eff ects of accidental 
rents through imports and foreign investment channels. Th e paper concludes with 
the author’s critique of the successes and failures of governance from a rent seek-
ing perspective in Vietnam’s motorcycle industry.

Th eoretical Framework

Market Externalities of Learning By Doing

Developing countries such as Vietnam face many types of market failures 
that constrain growth and development, aff ecting in particular the acquisition and 
development of new technological capabilities (Khan 2009b). Overcoming these 
market failures requires various types of governance and the specifi c mechanisms 
for doing so diff er widely across countries (Khan 2009b). We shall begin this dis-
cussion by examining one of the most important market failures, learning-by-do-
ing, which was fi rst introduced by Kenneth Arrow in 1962.

Th e term learning-by-doing describes the phenomenon that productivity 
with new machines is always initially low, and only gradually improves as a result 
of learning how to use them. Th is means that unless there is some institutional sys-
tem that can both allow this learning to take place, and ensure that resources are 
not wasted if learning fails, investment in high productivity sectors is unlikely to 
happen (Khan 2007). Arrow elaborated on this hypothesis by arguing that workers 
gain new skills and solve work related problems just by performing a job repeat-
edly over time. Th e new learning therefore leads to an increase in productivity at 
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approximately 2% per annum even in the absence of new technology, training or 
innovation (Arrow 1962).

Using Arrow’s argument, developing countries have argued that it takes ex-
tra time for workers to achieve new learning from practice and to increase in-
dustrial productivity. Th ese countries have therefore provided tariff  protection to 
prevent foreign products from competing in their domestic market (Khan 2008) 
and incentives to attract FDI from abroad. Without government subsidies and sup-
port, infant industries have a much smaller chance of success. Nevertheless, Khan 
(2008) contends that, “Th e problem is to work out the best way of delivering the 
subsidy, and resolving any confl icts between diff erent strategies.” Th e discussion 
of rents and rent seeking in political economy seeks to fi nd possible solutions for 
this market failure.

Rents & Rents Seeking in Late Developing Industrialization

Th e allocation of Schumpeterian and learning rents is often argued by some 
political economists to be one of the most important policy instruments for de-
veloping countries to correct inevitable market failures and to move up the value 
chain for economic growth. According to Khan (2000a) rents generally refer to 
“excess incomes, which in simplistic models should not exist in effi  cient markets.” 
In order to catch up technologically, developing countries must make use of vari-
ous rents to enhance economic growth. At the very core of development, Schum-
peterian and learning rents play signifi cant roles in the industrialization process 
of late developing economies.

Schumpeterian Rents
Schumpeterian rents are rents that reward innovation, often in the form of 

tax breaks, subsidies and patent protection. Innovating fi rms have an advantage 
over their competitors when they develop a better product or a new way of mak-
ing an existing product more cheaply, which other entrepreneurs cannot instantly 
copy. Th ey could thus earn a rent. Th is rent is generated because the fi rm has 
either a cost or quality advantage over its competitors, which allows them to earn 
a higher return compared to their next best alternative (Khan 2000a). In cases in 
which innovation can be easily copied, it may be “artifi cially” protected through 
patents. Th is is because in many cases, once an innovation has become a public 
good, it can be rapidly copied and thus discouraged innovators. Th erefore, it may 
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not be desirable to eliminate Schumpeterian rents too quickly because the process 
of innovation takes time, risky and requires eff ort and investment (Khan 2000a).

Th e policy question is whether the length of time over which Schumpet-
erian rents exist is too long or too short. Khan (2000a) contends that government 
protection may be too long if the notional welfare loss for consumers due to slow 
imitation outweighs the benefi t gained from the additional innovation. On the 
other hand, the period is too short if rents disappear so rapidly that the loss of 
future innovations out-weighs the immediate gains to consumer welfare. All gov-
ernment policies can increase or decrease Schumpeterian rents; examples include 
rules that give tax breaks to innovators, competition policies, which prohibit or 
allow restrictive practices by innovators to maintain their profi ts, or patent laws, 
which directly restrict imitation for a certain period. Policies such as these are 
eff ective at determining the length of time for which innovators can earn extra 
profi ts (Khan 2000a).

Schumpeterian rents off ered by the protection of trademark and intellectual 
property rights have to be periodically reviewed because rents can be easily mis-
used to maintain profi ts without innovation, in which case they eff ectively sup-
port monopoly profi ts rather than Schumpeterian rents (Khan 2000a). In some 
instances, patent protection can cause the rate of innovation to decline. Political 
economists have argued that policy should err on the side of promoting competi-
tion, although in theory too much competition can often be as bad as too little 
(Khan 2000a). In the case of Vietnam’s motorcycle industry, as we will discuss 
below, this paper will further assess how sustained protection of Schumpeterian 
rents for Japanese investors did not result in faster rapid technology diff usion than 
market forces did.

Learning Rents
Conceptually, learning rents are often confused with transferred rents and 

Schumpeterian rents although they are clearly distinguishable from them. By defi -
nition, Schumpeterian rents are rents that reward investment, which has already 
been made, and innovation that has already been achieved (Khan & Blankenburg 
2009). Learning rents, on the other hand, are given ex ante and target learning and 
technological progress in a specifi c industry or sector (Khan & Blankenburg 2009). 
Learning rents are also often derived from specifi c growth-enhancing targets, and 
therefore often carry conditions upon achievements within a certain targeted peri-
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od, unlike transferred rents, which have various diversifi ed motivations, which are 
often due to political compromise and settlement (Khan & Blankenburg 2009).

Learning rents can be benefi cial if they create new technological learning 
and progress within targeted industries. However, success often requires the im-
position of suffi  cient conditions and time frames for the rent recipients. If the net 
social benefi ts created outweigh the social cost, learning rents are arguably an 
important industrial policy tool for industrial progress in developing countries. 
On the other hand, learning rents are not always easily implemented, partly due to 
political fragmentation within a country and the State’s consequent inability to dis-
cipline nonperformers. Khan & Blankenburg (2009) argue that for learning rents 
to be suffi  cient growth enhancing rents, the State must provide suffi  cient political 
and institutional compulsion as well as conditions to monitor them eff ectively.

Conditions and Compulsion for Growth Enhancing Rents

What are the necessary political and institutional conditions for sustained 
and rapid improvements in living standards? Th is question goes to the heart of 
many current debates on the role of markets and the State during the economic 
and social transformation that successful developing countries have gone through. 
Most economists agree on a number of broad features that characterize successful 
nations, such as high saving and investment rates, the export of high-value added 
manufactured products and the acquisition of new technology. However, beyond 
these general observations, there is little agreement about what needs to be done 
in the next tier of developing countries that want to follow the example of high-
growth economies. Khan & Blankenburg (2009) assert that having the right politi-
cal and conditions is necessary to generate growth-enhancing rents.

Political Conditions
Between political and institutional conditions necessary for successful im-

plementation of learning rents, political setting plays a signifi cant role. Without 
a stable political system which guarantees a government’s ability to off er and dis-
cipline rents, rents can quickly become transferred rents leading to tremendous 
social cost. Political conditions are defi ned as the organizational power within the 
rent-seeking groups that allows government’s management of rents (Khan 2000b). 
Important conditions for industrial success include “the capacity of the State to 
pragmatically monitor and to make judgment about the performance, and the ca-
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pacity to reallocate the subsidies and assets of non-performers,” (Khan 2000b). In 
other words, not only it is important that the State has the capacity to implement 
rents; it is also crucial to discipline the rent recipients in case targeted learning is 
not acquired. Political capacity additionally implies the state’s ability to overcome 
the non-recipient’s opposition to giving up their rents.

It is worth noting that certain political conditions may lead to the failure 
of rent management and thus hinder economic reform. For example, political 
fragmentation often leads to new social and political alliances. Th e fragmenta-
tion of central political power tends to be detrimental to the creation of growth 
enhancing rents such as learning rents, since a weakened State is less capable of 
managing rents eff ectively. In such cases, “Th e rents intended to create incentives 
for technology acquisition became damaging rents that in some cases were much 
worse in their eff ect than if they had never been created and subsequently became 
growth reducing instead of growth enhancing” (Khan & Blankenburg 2009). Th is 
may be due to the state’s inability to monitor and withdraw subsidies from non-
performers. Khan & Blankenburg (2009) contend that because countries cannot 
avoid making mistakes in choosing the type of rents and its recipients even with 
sophisticated economic calculations, it is, therefore, more important that the state 
can “learn from [its] mistakes and rapidly correct them.” Th is is where the role of 
institutions comes into play.

Institutional Conditions
Institutional settings, interacting with politics, play an important role in 

making rents profi table. Appropriate institutional conditions depend on the tech-
nology that is most suitable for a given country’s comparative advantage (Khan 
2007). In addition, Chang and Cheema (2001) argue that successful institutions 
require that the state must fi rst make extensive use of state-owned enterprises 
(SOEs) and secondly have control over the fi nancial sector. Khan & Blankenburg 
(2009) add that the state must also create intermediate institutions to “facilitate 
information fl ow between the bureaucrats and the corporate sector.”

Chang and Cheema (2001) also contend that the State must acquire control 
over banks and the fi nancial sector, which will in turn “enable them to use their 
infl uence on bank credit decision both as a way of subsidizing learning activities 
and discipline non-performers.” Th e authors also stress the importance of inter-
mediate institutions, which connect the state with the business sector. Th ese inter-
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mediate institutions will, fi rst, devise concrete policy plans once policy principles 
are decided at national level. Secondly, the institutions will possess knowledge of 
various industries and sectors, which will allow them to devise ways to monitor 
members’ compliance. Expressing similar opinions, Khan & Blankenburg (2009) 
point out that these “middle” institutions not only enhance policy enforcement 
and management, but also provide the State with “embeddedness” in a wider social 
context, which helps avoid potential political fragmentation. In the next chapter, 
the Vietnamese government’s eff ort to correct market failures through its rent 
policies as well as the rent seeking relationship in Vietnam’s motorcycle industry 
will be analyzed under this theoretical framework.

Industry Analysis

Overview of Industry Development

Summary of Government Policies From 1995-2005
Th is section provides a chronological summary of the government policies 

from 1995 to 2011. It highlights the swift changes the Vietnamese government’s 
policy agenda had in forcing the development of the local fi rms through participa-
tion of FDI in the Vietnamese market.

– Mid 1990s: Th e Vietnamese government introduced import subsidies 
policies by imposing trade barriers. However it also provided incentives to attract 
FDI to the industry (Fujita 2007).

– 1998: Prohibition of completely built-up units (CPU) and localization re-
quirements were introduced. Th e local content policies set out that assemblers 
have to pay high import tariff s if the local content ratio was low and vice versa 
(Fujita 2007).

– February 2000: New policy was enacted requiring all countries exporting 
motorcycle parts to Vietnam to submit quality certifi cates from their respective 
countries to prevent imports of inferior quality motorcycle parts into Vietnam. 
Th e policy was implemented in response to pressure from Japanese investors and 
quality problems with Chinese/Vietnamese motorcycles (Jalaluddin 2002).

– 2001: Th e government started to implement local content policies; exist-
ing assemblers were expected to maintain at least 60% local parts in their produc-
tion. New policies also introduced new standards for products and assembling 
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fi rms. In addition, the government banned imports of 20 identifi able motorcycle 
parts to protect its domestic industries, arguing that these parts can be localized 
(Jalaluddin 2002).

– September 2002: Th e Vietnamese government introduced further con-
trols on motorcycle parts by imposing import quotas. Th ese policies were an-
nounced without prior notice. Since the allocated quotas were not suffi  cient for 
Honda and Yamaha, they had to suspend production temporarily until additional 
quotas were granted. Th is policy came under strong criticism among FDI investors 
(M. Fujita, personal communication, September 16, 2009).

– 2003: Import quotas were abolished but the Vietnamese government then 
enacted a policy requiring FDI motorcycle manufacturers to operate according to 
the projections in their business plans, which they submitted to the authorities 
when their projects were licensed. Obviously rapid market growth in the early 
2000s was not envisaged in the late 1990s. Th is policy in eff ect constrained various 
Japanese companies from investing in capacity expansion. Th e policy came under 
severe criticism by the Japanese business community and it was fi nally abolished 
in April 2005 as the result of inter-governmental negotiation (M. Fujita, personal 
communication, September 16, 2009).

– January 2003: Th e government decided to abandon local content rules. 
Th is decision was primarily due to its eff ort to gain access to the WTO (Fujita 
2007).

– 2003–2005: Th e government abandoned restrictions on motorcycle reg-
istration, specifi cally a rule, which required that each resident could register only 
one motorcycle. Th e place of registration for the motorcycle had to be the same 
as where the household is registered. Th ere had also been another rule that had 
banned registration of new motorcycles in the inner districts of Hanoi (M. Fujita, 
personal communication, September 16, 2009).

Forecast of Domestic and International Demand
Domestic Forecast
In the Vietnamese government’s Master Plan for the Development of the 

Motorcycle Industry (2007) (the “Master Plan”), it is projected that there will be 
relatively high economic growth from now until 2020 given rising living standards 
and urbanization, as well as upgraded infrastructure. Th e saturation point of mo-
torcycles for the country is expected to be reached between 2015 and 2020. Th e 
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stock demand for motorcycles is estimated at around 24 million in 2010, 31 million 
in 2015 and about 33 million in 2020 (Master Plan 2007).

Table 2: Stock Projection From Th e Motorcycle-To-Household Ratio

2000 2005 2010 2015 2020

Households (million) 12.244 13.176 14.181 15.199 16.233

 Urban 4.037 4.555 5.318 6.120 6.977

 Rural 8.207 8.621 8.863 9.079 9.256

Motorcycles per household 0.52 1.19 1.69 2.00 2.00

 Urban 2.32 3.08 3.34 2.65

 Rural 0.59 0.85 1.10 1.51

Motorcycle stock (million) 6.387 15.670 24.108 30.398 32.465

 Urban 10.562 16.600 20.423 18.511

 Rural 5.108 7.508 9.975 13.954

Source: Th e Master Plan for the Development of the Motorcycle Industry, May 2007.

International Forecast

Although Vietnam’s motorcycle industry started to develop in the early 
1990s, the country is currently the third largest producer in Southeast Asia after 
Indonesia and Th ailand (Fujita 2007). In 2005, following its motorcycle industri-
al development strategy, Vietnam began boosting the export of its motorcycles. 
A report from the Institute for Industrial Policies and Strategies Institute (IPSI) 
showed that in markets such as China, Laos, Cambodia and Africa, where the 
motorcycle industry is underdeveloped and consumer taste is similar to that in 
Vietnam, the demand for low cost motorcycles with an engine displacement of 
less than 175cc is projected to remain high up until 2020 (vibforum.vcci.com.vn/
news, Investment for Motorbike Industry: Is It Necessary?). IPSI also reported that 
developing countries are both the largest consumers and producers in the global 
motorcycle market, with an annual growth rate of 5-6 percent. Th e current global 
output of motorcycles is 43 million units per year, of which Asia accounts for 87 
percent. Th is demonstrates that the motorcycle industry has huge domestic and 
international potential for Vietnam (Master Plan 2007).
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Figure 1: Motorcycle Holdings In Asia, 2000

Source: Th e Master Plan for the Development of the Motorcycle Industry, May 2007 cited 
from Fukuda, Nakamura, and Takeuchi (2004).

Industry Constraints
Other than the challenge of rent allocation, which this paper will discuss 

below, the industry is also facing the problem that the Vietnamese government can 
no longer adopt an import-substitution strategy by protecting and promoting lo-
cal infant industries in the same way as in earlier decades due to its commitments 
to various trade agreements with, for example, the WTO and ASEAN (Mishima 
2005). Th e country has been compelled to join the global economic system and 
to conform to the principles of the market economy at a relatively early stage of 
industrial development. Th e opening of trade barriers with Vietnam’s neighbours 
who have more advanced motorcycle industries has exposed domestic suppliers 
to tremendous challenges as imports of motorcycle parts fl ood the local market 
at lower cost and better quality. Fujita (2007) reports that the opening of trade 
barriers has opened new opportunities for imports of motorcycle parts, especially 
from China; however, it is increasingly becoming a challenge for the Vietnamese 
domestic suppliers.

Stages of Localization Th rough Supporting Industries

Supporting industries play a vital role in the acquisition of technology. 
Mishima (2005) describes fi ve stages of localization as a channel of technological 
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transfer from FDI manufacturers as follows. In the fi rst stage, local enterprises ex-
clusively assemble complete knockdown motorcycles while engines and electrical 
parts are imported. At this stage, a small number of domestic suppliers are used 
for underbody parts such as tires, batteries and harnesses due to high transpor-
tation costs. In the second stage, assemblers switch from imported parts to in-
house production of those parts, which in turn increases the localization ratio. As 
a result, localization rises but the number of part suppliers in a country does not 
increase signifi cantly. However, at this relatively early stage, assemblers begin to 
produce engines internally. Th ey often invite engine and electrical part suppliers 
to come to the country to support the assemblers (Mishima 2005).

In the third stage suppliers of important parts such as engines begin to invest 
in the country voluntarily and independently from the request of the assemblers. 
At this stage, assemblers switch from in-house production to outsourcing of key 
parts such as engines, carburettors, brakes and so on. Knock down imports of 
motorcycles decrease signifi cantly. Mishima (2005) observes that Vietnam remains 
mainly in the second stage while transitioning into the third stage. In the fourth 
stage, virtually all kinds of suppliers, including those of electrical parts, set up 
business in the country. First-tier as well as second-tier suppliers such as metal 
pressing and sheet processing begin to arrive. Th e local subcontracting network 
becomes extensive and local suppliers play a more active part in the manufactur-
ing process. At this stage, the number of suppliers for each component begins to 
increase, which leads to stiff  competition among them. Since these suppliers have 
suffi  cient capacity to met the assemblers’ requirements for quality, cost and de-
livery (QCD), they compete to off er their products at low cost while maintaining 
high QCD standards. In the fi fth and fi nal stage, foreign producers begin to trans-
fer research and development (R&D) to the country. A full-scale export strategy 
from the production base of that country begins to be implemented. Th ailand is 
considered to be experiencing the beginning of the fi fth stage in which, if realized, 
the breadth of its suppliers system will be further strengthened (Mishima 2005).

Accidental Growth Enhancing Rents

In this section this paper will examine the Vietnamese government’s eff orts 
to generate technological catch-up and to allocate learning rents through three 
important phenomena that have decisively changed the dynamic of the motorcycle 
industry in the past decade. First, the transformation of the industry since Chinese 



LIMES+  Vol. XI (2014), No. 3: pp. 177–208

191

motorcycle penetrated the Vietnamese market will be observed. Next, this paper 
will assess the making of learning rents, and the failure of Schumpeterian rents. 
Finally, a review of the eff ects of this transformation – how Vietnamese enterprises 
went from being local assemblers to parts suppliers for foreign lead fi rms – will 
be presented.

Transformation of the Motorcycle Industry
In the mid 1990s, in the course of an eff ort to enhance industrialization and 

by choosing the motorcycle industry as a target industry, the Vietnamese gov-
ernment “launched an import substitution policy by erecting trade barriers and 
providing incentives to attract FDI in the motorcycle industry” (Fujita 2007). At-
tracted by the large and growing market, several foreign motorcycle manufactur-
ers began assembling incomplete knocked down parts of both new and used types 
of motorcycles imported from their countries. Despite high tariff s imposed on for-
eign motorcycles, new and second-hand Japanese brand motorcycles in particular 
continued to be imported to Vietnam. Even in an oligopolistic market, foreign 
motorcycle producers were able to set high prices that exceeded the high costs of 
operation which enabled them to enjoy substantial rents (Fujita 2007).

Given the large potential market in Vietnam and the stockpiles of cheap mo-
torcycles in the Chinese market, private business interests in China and Vietnam 
found an enormous opportunity to make huge profi ts due to the high prices of 
motorcycles in the Vietnamese market. Th e Vietnamese government’s policies al-
lowed Chinese and Vietnamese businesses to exploit these opportunities by (1) im-
plementing local content policies, (2) prohibiting completely built up units and (3) 
maintaining weak enforcement capacity. Th e local content policies stipulated that 
assemblers had to pay high import tariff s if the local content ratio was low and vice 
versa. In addition, prohibition of completely built up units gave rise to imports of 
knocked-down motorcycles, which were later assembled by local fi rms in Vietnam. 
Th e correlation of these three elements, especially the third element, eff ectively 
created accidental rents, which were quickly captured by Chinese and Vietnamese 
enterprises in the late 1990s. As of 2001, 51 local assemblers had emerged to pro-
vide services for Chinese motorcycle imports (Fujita 2007).

Th e impact of imports of Chinese motorcycles was enormous. Th ey reduced 
the price of motorcycles from 28 million dongs to around 10 million dongs in 2000 
and further down from 8 to 6.3 million dongs in 2001 (Fujita 2007). As a result, 
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by 2001, Chinese motorcycles had captured over 70% of this signifi cantly enlarged 
market. Fujita (2007) refers to this phenomenon as the “China shock.” By 2001, 
Vietnam had come to the end of the fi rst stage of localization as described by 
Mishima (2005) by assembling knock-down vehicles from abroad and entered into 
the second stage, in which more parts began to be produced in-house by foreign 
investors. In addition, technological transfer was still relatively limited and largely 
consisted of assembling imported motorcycles and manufacturing basic low value 
added components.

Table 3: Market Share By Assembler

Year 1998 1999 2000 2001 2002 2003 2004 2005
Total sales 
(In thousand) 302 475 1,686 1,983 2,058 1,280 1,437 1,641

Market Share (in per cent)
 Honda* 67.2 63.1 19.4 11.9 19.4 33.3 35.7 36.9
 Chinese & local fi rms  13.5 23.8 75.2 80.5 65.1 37.8 29.6 35.7
 Suzuki 7.2 3.6 1.0 1.4 2.2 4.0 4.9 4.1
 VMEP (SYM) 11.7 4.2 2.3 3.3 7.4 13.6 15.6 7.5
 Scooter CBU 0.4 2.5 1.1 1.7 3.4 3.7 1.0 2.7

Source: Adapted from Ministry of Industry and Trade (2007). *Market share includes sales 
of motorcycles from both Honda Vietnam and imported Honda brand from abroad. 

In Table 3, the market share of Chinese and Vietnamese enterprises are 
grouped together in “local and other” categories.1 According to the data, from 
1999 to 2000, the market share in this group jumped from 23.8% to 75.2%, and 
again to 80.5% in 2001. Th is tripling clearly indicated the eff ect of market penetra-
tion by Chinese imported motorcycles, which transformed the learning processes 
of local assemblers. Note that the market share for this group quickly dropped af-
ter 2001. We will further observe the cause and eff ect of this recapturing of market 
share in the next section.

Th e Vietnamese government’s failure to enforce both the local content policy 
and prohibition of completely built up units in the period 1998–2001 allowed local 
assemblers to claim a false percentage of local content and to capture the benefi ts 
of rents which were not meant for them. Th is phenomenon created important 

1  Th is is due to most Chinese companies refusing to take part in the government survey 
and interviews.
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accidental rents for Chinese and Vietnamese investors. Th ese investors not only 
benefi ted from their increased market share, but also enhanced technology diff u-
sion to local investors. Fujita (2007) commented that if the local content policy had 
been strictly enforced, Chinese manufacturers would not have succeeded in pen-
etrating the Vietnamese market. She added that during the years of the China 
shock, there was virtually no local content in imported Chinese motorcycles, 
which should have caused them to be subject to high import tariff s (Fujita 2007). 
In reality, local assemblers evaded tariff s by claiming false local content ratios with 
the Vietnamese authorities. As a result, Chinese and Vietnamese investors acci-
dentally captured the rents originally meant to stimulate transfer of technology by 
increasing local content mainly due to implementation failures by the Vietnamese 
government.

From Accidental Rents to Learning Rents
Th e China shock subsequently brought about new production chains led by 

newly emergent “local assemblers”, which enhanced the learning capacity for Viet-
namese assemblers and parts suppliers. Th is phenomenon marked Vietnam’s entry 
into the second stage of localization described by Mishima (2005). Unlike Japanese 
assemblers, who produce motorcycles in a closed and integral production chain, in 
the late 1990s, Vietnamese assemblers had been producing copies of slightly modi-
fi ed versions of Japanese base models. Initially, the components of these imitated 
models were mostly general components in the sense that they were not custom-
ized to specifi c models and closely resembled the Chinese modular system. In 
addition, switching of suppliers took place frequently in the Chinese-Vietnamese 
production process, predominantly on the basis of price (Fujita 2007). Since as-
semblers did not demand strict quality and delivery requirements from suppliers, 
exchanges of complex information between assemblers and suppliers did not take 
place. Th is type of production process in a domestic market is often referred to as 
“local Chinese chains”.2 Th e relaxed quality standards of Chinese manufacturers 
(the lead fi rms) allowed imitation and copying to happen across the board as entry 
barriers and requirements were low. In addition to assembling Chinese knocked 
down vehicles, more local fi rms were participating in learning simple technology 

2  Fujita (2007) reported that in many cases, fi rms registered as “assemblers” turned out 
to be traders without production lines. Instead of assembling the parts themselves, they 
subcontracted the assembly to other local fi rms.
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to manufacture components in-house for Chinese lead fi rms. Th e second stage of 
localization was, therefore, realized and began to spread widely to local enterprises 
in the industry.

By 2001, given the drastic increase in market shares, some local assemblers 
had started to produce some parts in-house and to source some parts from Tai-
wanese, Chinese and local suppliers based in Vietnam (Intarakumnerd & Fujita 
2006).3 In-house production of parts was often achieved in collaboration with for-
eign, mainly Chinese fi rms (Intarakumnerd & Fujita 2006). Among fi ve local as-
semblers surveyed by Fujita (2006), three fi rms revealed the sources of their tech-
nology for the production of motorcycles and core components. All three fi rms 
mentioned China, while two of them also listed Korea and Taiwan, respectively, as 
additional sources. Th e local assembler with the largest market share had a joint 
venture with a Chinese fi rm for the mass production of motorcycle parts (Intara-
kumnerd & Fujita 2006).

However, in 2002, the Vietnamese government started to enforce its local 
content policy and Honda introduced its new low-cost motorcycle, the Wave alpha, 
for the fi rst time. By this time, Japanese investors aggressively tried to recapture 
the market. Th e Vietnamese assemblers, who emphasized learning through active 
acquisition of technological capabilities in production, branding and distribution, 
had largely stumbled facing diffi  culties in competing with powerful Japanese lead 
fi rms (Ohara & Sato 2008). Th e few local assemblers that performed well were the 
ones that pursued low prices by relying on Chinese counterparts for the produc-
tion of parts. Th ese assemblers were not active in building either their own brands 
or distribution networks (Ohara & Sato 2008). Nevertheless, there were critical 
improvements in the interdependent relationship between Chinese and local en-
terprises. Fujita’s (2007) fi eld research in 2005 reported that customer-supplier 
relationships between these two groups partially moved away from “on-the-spot” 
market based transactions to a mutual interdependence relationship which was 
mainly based on the knowledge of local assemblers about the Vietnamese market 
and the Chinese suppliers’ capabilities in industrial design and manufacturing.

Th e period of the China shock from the late 1990s until 2002 was particu-
larly instructive for the learning process in the industry. During this time, the rents 
provided to Japanese investors, which are characterized as Schumpeterian rents, 

3  Some local assemblers even achieved a local content ratio of 90% while the average was 
63% in 2003 (Fujita 2007).
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largely failed while accidental rents subsequently led to the emergence of local 
Chinese production chains. Th is period marks the transformation of accidental 
rents into learning rents for Vietnamese enterprises. Because learning is partly 
imitation, Chinese technology, although with low added value and often much 
less sophisticated than Japanese technology, was arguably more appropriate for 
the learning stage of development in Vietnam, given the low skilled and inexperi-
enced workforce and the lack of suffi  cient fi nancial support from the government 
to acquire and transfer technology at lower cost. 

Th ere are two main lessons to be drawn from the transformation of these 
learning rents. First, the apparent market failure in the capital market as well as 
ineff ective skills training4 was partially responsible for the collapse of many newly 
emerged local suppliers who invested in more technological upgrading in their 
production chains. Secondly, the accidental rents during the early developing pe-
riod of the industry had resulted in important learning capacities for domestic 
assemblers who later took part in the procurement chain within the industry. Al-
though this learning period was short, as it only lasted from 1998 to 2002, the 
experience played a key role in the formation and development of local assemblers 
and suppliers. Th e skills and technology transferred by Chinese investors, although 
limited, were essential to the promotion of local industry and allowed some do-
mestic suppliers to later take part in the production chain of Japanese and Taiwan-
ese investors. Th is transformation will be further discussed in the next section.

Th e Failure of Schumpeterian Rents
Before the penetration of Chinese motorcycles into the Vietnamese market, 

Japanese lead fi rms were not under strong pressure to increase local content. In 
the late 1990s, Japanese fi rms sourced parts – mostly from abroad, especially from 
Japan and Th ailand – as incomplete knock down kits as well as from their in-house 
production (Fujita 2007). Accordingly, only a few local suppliers, mostly state-
owned enterprises, were their part suppliers. Although there were numerous local 
fi rms engaged in the production of “aftermarket” or replacement parts, these fi rms 
were largely outside the procurement networks of foreign lead fi rms.5

4  See Khan (2009) “Anti-corruption and Governance Reforms as Economic Growth 
Strategies for Vietnam: Lessons from East Asia” for in depth discussions of Vietnam’s 
market failures in the capital and labour markets.

5  According to Fujita’s (2007) interview, numerous local small-scale fi rms and households 
were engaged in the production of aftermarket parts, including piston, piston rings, 
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What Vietnam struggled with during this period was to achieve technologi-
cal transfer from Japanese investors while providing to them Schumpeterian rents, 
mostly through the protection of intellectual property rights and other subsidies. 
Th e government wanted to encourage high technology investors to invest value 
added FDI in Vietnam together with providing training to Vietnamese workers 
as part of a learning-by-doing process. Th e provision of Schumpeterian rents for 
foreign investors was in eff ect a form of learning rents because it intended to bring 
in skills, training and foreign technology, which would be slowly disseminated to 
Vietnamese workers. However, when the rents were captured and Japanese inves-
tors took over close to 75% market share in 1998 according to the Master Plan 
(2007), little technology diff usion and learning took place.

Th e Japanese investors largely argued that the Vietnamese labour force was 
not competent enough to learn and adapt to their technology. Th ey also pointed 
to unstable market conditions caused by policy failures of the Vietnamese govern-
ment that led to the China shock phenomenon. It is possible, however, that the real 
problem was that Japanese investors did not, in the fi rst place, have a very good 
system for technological transfer to their local suppliers. Th e Japanese investors 
misunderstood that the Schumpeterian rents provided to them through various 
means of protections were, in fact, a form of learning rents intended to fi nance the 
learning-by-doing process. In reality, these rents were not intended to protect the 
rights of Japanese investors, but to give them the subsidies that are necessary for 
in-house training (M. Khan, personal communication, August 10, 2009). Without 
this motive, Japanese investors would not have obtained the substantial rent ben-
efi ts that they received from the mid to late 1990s and from 2002 onward.

Table 4 presents the percentage of local suppliers that participate in the pro-
curement chain for Japanese investors in 2007. As recent as the early 2000s, local 
suppliers played only a minimal role in complex component manufacturing, even 
though the localization ratio was extremely high. For example, Vietnamese as-
semblers only provided 5.4% of engine parts, 9% for electric and 10.7% for body 
parts. Th ey also did not supply any exhaust systems to Japanese lead fi rms. Th e 
table largely qualifi es this author’s argument that, although the localization ratio 

cylinders, gaskets, crankshafts, valves and sprockets. Some of these firms and 
households have been engaged in machinery parts since the central planning period 
(before 1986) and other and entered after the late 1980s as the demand for motorcycle 
parts increased.
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is high in Japanese motorcycles, the diff usion of high technology components re-
mains limited.

Table 4: Part Procurement Structure Of Japanese Motorcycle Assemblers, 2006 
(in percent for each component items)

 In-house 
%

Domestic purchase % Imports %

JP TW VN Other JP TH Indo Mal TW Other

All parts 2.6 28.1 28.4 10.6 4.0 2.3 19.5 2.3 0.7 0.7 1.0

 Engine 6.3 14.3 16.1 5.4 0.0 2.7 47.3 4.5 1.8 0.9 0.9

 Exhaust 0.0 50.0 50.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

 Body 0.8 32.0 44.3 9.0 9.0 0.0 3.3 0.0 0.0 0.8 0.8

 Electric 0.0 75.0 7.1 10.7 3.6 0.0 0.0 3.6 0.0 0.0 0.0

 Other 0.0 15.2 24.2 36.4 0.0 12.1 6.1 3.0 0.0 0.0 3.0

Source: Ministry of Industry and Trade (2007).Abbreviations: JP = Japan, TW = Taiwan, 
VN = Vietnam, TH = Th ailand, Indo = Indonesia, Mal: Malaysia. (Th e MoIT does not 
specify what is meant by ‘Other’.)

Transformation of Japanese Production Chains

In 2002, Japanese fi rms, seeing their market share signifi cantly diminished, 
made serious attempts to recapture the market. Consequently, the Japanese chains 
of production underwent a signifi cant transformation, while the local Chinese 
chains started to take on a clearer shape (Fujita 2007). Th ere are three important 
factors underlying the transformations within the Japanese chains. First, the trans-
formation was due to the government’s local content policy, which was originally 
introduced at the end of 1998 but came into eff ect only at the beginning of 2001. 
Secondly, it was necessary to reduce production costs in order to compete with 
Chinese motorcycles assembled in Vietnam. Lastly, Japanese investors benefi ted 
from an increased volume of production as they recovered market share in an en-
larged market. All of these factors encouraged an increased use of locally sourced 
parts including those of local suppliers. Table 5 below illustrates changes in market 
share from 2001 to 2006 between FDI assemblers and Chinese/Vietnamese assem-
blers6 in greater detail.

6 Chinese assemblers are grouped in the “Local assemblers” group.
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Table 5: Development Of Motorcycle Assembly Production

2001 2002 2003 2004 2005 2006
Newly registered motor-
cycles (in thousands) 2,485.6 1,818.6 1,789.6 2,138.8 2,188.4 2,553.6

 Scooters 22.43 82.17 101.47 180.98 192.32 n.a.
 Manual transmission 2,463.17 1,736.43 1,688.17 1,957.81 1,996.10 n.a.

Market share (by %) 100% 100% 100% 100% 100% 100%

FDI assemblers 12.94% 42.37% 47.59% 51.71% 53.55% 54.53%
 Honda 6.84% 21.02% 23.68% 23.85% 28.63% 31.57%
 Yamaha 0.92% 3.78% 6.77% 9.80% 11.72% 13.74%
 Suzuki 1.04% 2.31% 2.88% 3.59% 3.89% 1.69%
 VMEP 3.18% 13.55% 11.80% 12.02% 7.75% 5.87%
 Other 0.97% 1.71% 2.47% 2.46% 1.56% 1.65%

Local assemblers 87.06% 57.63% 52.41% 48.29% 46.45% 45.47%
 Over 40,000 units/year 
(6 fi rms in 2005) 8.07% 10.20% 12.59% 19.35% 22.42% 27.09%

 20,000-40,000 units/year 
(10 fi rms in 2005) 40.54% 31.10% 30.64% 24.57% 13.43% 7.35%

 10,000-20,000 units/year 
(14 fi rms in 2005) 21.07% 10.03% 9.16% 4.20% 8.83% 5.46%

 Less than 10,000 units/year 
(in 2005) 17.38% 6.29% 0.03% 0.16% 1.77% 5.57%

Source: Retrieved from the Master Plan (2007) compiled from Vietnam’s register data.

Figure 2 below by Nguyen (2006) illustrates the movement of the recapturing 
of market share by foreign investors. Both Honda and Chinese investors experi-
enced drastic fl uctuations from 1999 until the beginning of 2003.

In that same year, Honda launched its fi rst low-cost motorbike model, the 
Wave alpha, which was priced at 10.8 million dongs, nearly one-third of the cost 
of previous models and only slightly more expensive than Chinese motorcycles. 
Figure 3 below explains the success of Wave alpha in comparison with its two most 
popular predecessors, Super Dream and Future. Not only did Wave alpha expand 
Honda’s market, it also allowed Honda to regain a large portion of the market 
share in the motorbike industry as we can see in fi gure 2 above.
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Figure 2: Market Share of Major Foreign Motorcycle Firms in Vietnam
Source: Author’s adaptation from the Ministry of Industry and Trade (2007)

Figure 3: Production Volume By Honda Products Demonstrated 
Source: Nguyen (2006).

In developing the new low-priced model for the Wave alpha, Honda im-
posed substantial cost reduction targets and even announced that it was ready to 
switch suppliers as long as the alternative suppliers fulfi lled the required standards 
and their costs were lower than those of the existing ones, regardless of nationality 
(Fujita 2007). Consequently, the number of local suppliers in the Japanese chains 
increased.
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Th e fi rst tier suppliers initially responded to the Japanese lead fi rm’s pres-
sure for cost reduction by replacing the imported parts with parts produced by 
Japanese second tier suppliers in Vietnam and eventually by replacing the parts 
sourced from the Japanese second-tier suppliers with parts sourced from Taiwan-
ese or local second-tier suppliers (Fujita 2007). In her survey in 2004 and 2005, 
Fujita (2008) interviewed six fi rst-tier suppliers from Japan, Taiwan and Korea. 
Th ese suppliers used a total of 162 second-tier suppliers, at least 106 of which 
were Vietnamese fi rms. Such transformation marked the industry’s entry into the 
third stage of localization in accordance with Mishima’s (2005) framework and 
constituted a signifi cant step in the technological upgrading achieved by local 
suppliers.

Th is analysis has so far asserted that the Schumpeterian rents that the Vi-
etnamese government provided to Japanese and Chinese investors were predom-
inantly unsuccessful and failed to fulfi ll the government’s intention to enhance 
learning opportunities for local enterprises. Nevertheless, the accidental rents 
provided to Chinese and Vietnamese investors as discussed above eventually cre-
ated the China shock that transformed Japanese manufacturing production chains. 
Th e new learning capacity from these rents also created new opportunities for 
Vietnamese suppliers to enter into the production of motorcycle components for 
Japanese and Taiwanese investors. Th e next section will explore the types of tech-
nological upgrading in both the Japanese and Chinese production chains in greater 
detail.

From Local Assemblers to Part Suppliers

Prior to the China shock, there was no clear distinction between a handful 
of local fi rms, which had suffi  cient fi nancial resources and the capabilities neces-
sary to be incorporated into the Japanese and Taiwanese value chains (Fujita 2007). 
Th e China shock inadvertently created a huge demand for standardized motorcy-
cle parts without stringent quality requirements. Th e rising demand for low cost 
suppliers eventually prompted local fi rms previously producing aftermarket parts, 
as well as fi rms engaged in related industries, to enter into the production of mo-
torcycles parts (Fujita 2007). In time, some of these suppliers in the local Chinese 
chains were incorporated into the Japanese chains as fi rst and second tier suppli-
ers. Th is integration into Japanese production chains provided local suppliers ad-
ditional upgrading that enabled mass production of parts in accordance with QCD 
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standards. Th is is due to the Japanese lead fi rms exercising substantial control and 
supervision over their local suppliers (Fujita 2007). Figure 4 below illustrates the 
how local suppliers took more active roles in the procurement chain of Japanese, 
Chinese and Taiwanese investors after the creation of accidental rents, which led 
to new learning capacities.

Figure 4: Th e Transformation Of Value Chains Within Vietnam’s 
Motorcycle Industry

Source: Prepared by Fujita (2007, 15); reproduced with the author’s permission 

Fujita’s (2007) fi eld research in 2004 and 2005 revealed case studies of six lo-
cal suppliers who took part in diff erent levels of procurement with Japanese lead 
fi rms. In the survey, there are two fi rst tier suppliers for Honda Vietnam, both of 
which are state-owned enterprises. Th ese suppliers fi rst started their production 
of motorcycle components in 1998 and 1999, respectively. Like other state-owned 
enterprises, they were originally engaged in the integrated production of a wide 
variety of products in small quantities. Once they had become fi rst tier suppliers, 
they began to specialize in specifi c products and production processes as designat-
ed by Honda. Fujita (2007) also surveyed two second-tier suppliers for Japanese as-
semblers. Th ese companies originally manufactured replacement parts but started 
to supply components for local assemblers around 2000, and subsequently became 
second tier suppliers for Japanese and VMEP assemblers. Th ese second-tier sup-
pliers also came to specialize in specifi c production processes - one in plating and 
the other in die-casting – and both experienced a rapid expansion of production 
in 2005. Th e last two suppliers interviewed by the author were suppliers to local 
assemblers. Unlike the four suppliers mentioned above, these suppliers produced 
wide varieties of components and were engaged in various production processes. 
Th eir sales and production had expanded until 2002. However, at the time of in-
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terview in 2005, both of these suppliers were facing drastic declines. Given the 
changes in the market environment, one of the suppliers invested to improve one 
of its major products, valves, by acquiring technology, equipment and training 
from abroad. Th e other supplier took no substantial action to compensate for the 
loss of sales (Fujita 2007). Th e profi le of six above-mentioned local suppliers is 
featured in the table below.

Table 6: Profi le of Six Local Suppliers

Source: Fujita (2008), reproduced with the author’s permission

By comparison, the fi rm-supplier relationship within the local Chinese 
chains was largely market-based and involved on-the-spot transactions in which 
the suppliers basically produced as they received orders. Th is was because parts 
used by local assemblers were standardized and were based on the same base 
model with modular characteristics. It was also due to the lack of both capabilities 
and resources among the local assemblers to monitor product quality of their part 
suppliers (Fujita 2007). In making orders, local assemblers provided samples with-
out detailed specifi cations or drawings. Th ese assemblers also frequently switched 
suppliers rather than assisting their suppliers at the time in improving the qual-
ity of their products. In the rare cases of assembler-supplier collaboration, they 
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tended to face diffi  culties due to the insuffi  cient capacities of the assemblers to 
assist the suppliers as well as the suppliers themselves (Fujita 2007).

Th e implementation failure of local content policy by the Vietnamese gov-
ernment played a crucial role in the market penetration by Chinese manufacturers, 
which soon established Chinese value chains in Vietnam. While the local Chinese 
assemblers lacked the capacity to monitor and assist the local suppliers, the ad-
ditional mobilization and appropriate modular technology eff ectively nurtured 
small-scale local fi rms at a relatively early stage of development and helped move 
local assemblers to the next level, i.e. producing parts for foreign assemblers. Th is 
was a positive experience and it can be taken to indicate that certain rents, even 
if they are incurred by accident, can eff ectively induce learning and technological 
upgrading in the motorcycle industry.

Th e Success and Failure of Governance and Policy Options 
from a Learning Rent Perspective

Our analysis so far has suggested that the motorcycle industry in Vietnam 
has successfully attracted foreign direct investment from abroad and has achieved 
some important technological upgrading in the past 15 years. When the prohibi-
tion of CPUs and the introduction of the localization requirement as discussed 
above were enacted in 1998, the intention was to provide various rents to local 
enterprises and to FDI investors in order to encourage foreign transfer of tech-
nology by establishing manufacturing lines and employing local suppliers. Th is 
policy, however, created an oligopolistic market for Japanese and some Taiwanese 
producers by keeping market prices extremely high. Given the lack of competi-
tion, foreign investors benefi ted from tremendous rents until Chinese motorcycles 
fl ooded the Vietnamese market.

Not only did the Schumpeterian rents not motivate Japanese manufacturers 
to transfer technology to local suppliers, these manufacturers ended up using for-
eign suppliers for their parts or for manufacturing the components in-house. Th e 
investors claimed that Vietnamese suppliers could not meet the necessary qual-
ity standards. In reality, however, that argument was misleading. Th e rent policy 
was intended to provide additional subsidies to Japanese manufacturers so they 
would provide training to Vietnamese workers through learning-by-doing, as well 
as gradually transferring technology to local suppliers. Th is learning process and 
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transfer of technology largely did not take place until Chinese low-cost motorcy-
cles broke into the Vietnamese market.

In 2001, the Vietnamese government introduced a local content policy and 
new standards on products and motorcycle assembling fi rms. Th e policies ef-
fectively transferred rents to Japanese manufacturers who could easily meet the 
requirements to capture additional subsidies. At the same time, these investors 
continued to demand better mechanisms to protect and enforce their trademark 
and intellectual property rights. After 2002, Japanese manufacturers successfully 
recaptured substantial market shares from Chinese-Vietnamese producers as some 
forward looking local suppliers went out of business due to market competition 
and lack of fi nancial resources.

Th e complex rent seeking activities within the motorcycle industry in the 
past decade suggests that the Vietnamese government was largely unsuccessful 
on various counts. First of all, not only did the government fail to recognize the 
importance and positive eff ects of technological acquisition imparted by Chinese 
technology, it also did not provide local suppliers with the fi nance and technology 
needed to continue upgrading. Moreover, the government mistakenly reallocated 
the rents away from local suppliers by following the demands of powerful groups 
of Japanese and other foreign investors. As a result, Japanese manufacturers began 
to regain market share, which caused the majority of local assemblers and suppli-
ers to go out of business. Only a fraction of local businesses survived and became 
fi rst and second tier parts suppliers for foreign lead fi rms.7 From this analysis of 
the triangular rent seeking relationship between Vietnam, Japan, and China, we 
can reach two important conclusions.

First, in order for rent policy to successfully become growth enhancing, gov-
ernment subsidies must take place with compulsion – a set of conditions such that 
foreign investors know that the requirement for obtaining rents is investment in 
local learning and technology. Th is type of compulsion must come either from the 
government or from market forces. Contrary to the intentions of the Vietnamese 
government, the presence of Schumpeterian rents in the motorcycle industry and 

7  According to Fujita’s (2008) survey, most of these successful suppliers who later became 
fi rst and second tier suppliers are state-owned enterprise. Th is further augmented the 
Vietnamese government’s failure to correct the externalities in learning and credit 
markets.
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other subsidies did not guarantee that the Japanese investors would invest in learn-
ing and transfer of technology to local enterprises.

In reality, the compulsion that existed did not come from the Vietnamese 
government directly, but from the free market, mainly due to the accidental entry 
of Chinese investors. One may ask why this is the case. It could be either that the 
Vietnamese government did not set any conditions, or that the conditions were set 
but that the government lacked the political and institutional capacity to enforce 
them. In addition, in order for Schumpeterian rents to become learning rents, the 
Vietnamese government must be able both to set conditions and to have the ca-
pacity to ‘compel’, which at the very least requires the ability to withdraw the rents 
(M. Khan, personal communication, August 10, 2009). Consequently, Vietnam’s 
institutions and political conditions must be compatible. Th e Vietnamese govern-
ment clearly did not have this capability to the necessary degree.

Secondly, the origin and eff ect of accidental rents in Vietnam’s motorcycle 
industry were particularly instructive for the country’s industrial success. Th e Chi-
nese investors captured the rents created for assemblers who met the domestic 
content requirements because they managed to bribe their way into the system. 
It was an accidental allocation of rents due to the State’s failure to implement its 
localization policy and to avoid corruption.8 Th us, Japanese investors were pres-
sured to localize more of their contents as well as to introduce a low-cost model, 
the Wave alpha, which subsequently transferred more technology and learning 
opportunities to local suppliers.

Th ere are a few potential explanations for the persistent existence of these 
accidental rents from the late 1990s until 2001. Th ey could be due to (1) corrup-
tion, (2) a deliberate policy by the Vietnamese government, (3) political pressure 
from the Chinese government, or (4) pressure from domestic importers who want 
to capture the rents. Th e actual cause is unknown and is a potential area for further 
research, but the eff ect of these accidental rents was particularly signifi cant. In this 
case, it introduced competition to a local market and sped up the transformation 
of production chains of both Japanese and Chinese/Vietnamese investors.

Our research indicates that there has been technological upgrading due to 
the transformation of accidental rents to learning rents. However, this system of 
transformation is problematic as it occurred randomly and the benefi t captured 

8  It is probable that the allocation of rents to Japanese investors could not be enforced by 
the state partially because the state was corrupted.
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is relatively small and short-lived. It is important for the Vietnamese government 
to recognize that technological transfers from Chinese investors; although, appro-
priate for Vietnamese imitation and learning at an early stage, did not add a great 
amount of value. Local suppliers and the government should continue to seek for 
high technology, as it would be far more likely to provide Vietnam with the type of 
sustainable industrial progress necessary for long-term economic growth.

In the long run, the Vietnamese government must make the right policy deci-
sions in relation to rents so that subsidies would enhance learning and technology 
acquisition. Th e government needs institutions and agencies that could (1) moni-
tor performance (2) negotiate with foreign investors on rents and (3) renegotiate 
rent allocation when necessary. Along with the ability to target growth-enhancing 
rents, the Vietnamese government also needs to create appropriate political con-
ditions so that each of these policies can be successfully implemented. Th e failure 
to provide institutional and political compulsion to enforce Schumpeterian rents 
and learning rents is the root of the Vietnamese government’s failures of the past 
decade; it is the focal point where the government of Vietnam should place par-
ticular attention in the future.
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Rezime:
Industrijalizacija i izvlačenje rente na osnovu trojne veze između 
Vijetnama, Japana i Kine u vijetnamskoj industriji motorcikala 

U razmatranju velikog industrijskog uspeha brzorastuć e ekonomije Vi-
jetnama u prethodnih 10 godina, polazi se od pitanja da li je industrijska po-
litika, bazirana na SDI u industriji motorcikala, dovela do uspeha, i ukoliko 
jeste, zašto. Upotrebom analitičkog okvira političke ekonomije u proučavanju 
rente i izvlačenja rente, ocenjuje se odnos izvlačenja rente u trouglu između 
tri države – Vijetnama, Japana i Kine - u vijetnamskoj industriji motorcikala. 
U istraživanju se zaključuje da je politika vijetnamske Vlade u ponudi renti za 
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strane investitore, bila uglavnom neuspešna u kratkom roku; međutim, neke 
nenameravane rente dovele su do značajne tehnološke transformacije u lancu 
proizvodnje između montera i proizvođača.

Ključne reči: Vijetnam, industrijska politika, strane direktne investicije, 
tehnološko usavršavanje, izvlačenje rente, industrija motorcikala
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YOUTH UNEMPLOYMENT 
IN ECONOMIC AND SOCIAL 
CRISIS: Case of Serbia*

Youth unemployment has been an important economic and social issue in 
the last decades but it became of utmost importance during the current 
economic crisis. Youth employment is particularly vulnerable throughout 
Europe (compared to other age cohorts), but in Serbia the data have been 
most unfavorable. Th e reasons can be found in the overall social and 
economic crisis and circumstances of post-socialist transformation in 
Serbia in the last two decades: “the destroyed society”, economic decline 
and current unfavorable economic trends (as a result of economic crisis). 
Furthermore, the long-term discrepancy between the education system 
and the labor market can be seen as one of the most important social 
factors of massive and long-term youth unemployment.

Key words: Serbia, economic crisis, social crisis, youth, unemployment

Introduction

 “Unemployment is generally defined as 
the number of persons who are ready and willing to work who cannot fi nd the job” 
(Janoski et al. 2014, 4). One of the most important topics in sociology and gener-
ally in the social sciences can be “embedded” in this short sentence about one of 
the key social, economic and political problems in contemporary world. Th is topic 
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concerns the individual vs. society or agency vs. structure dilemma in the social 
sciences and sociology in particular [see Giddens and Sutton 2013; Jenks 2000]. 
Th is dilemma stems from the studies of classical sociologists and their interest in 
the relative weight that should be granted to the social structure or human agency. 
“How far are individuals creative actors, actively controlling the conditions of their 
lives? Or is most of what we do the result of general social forces outside individual 
control” (Giddens and Sutton 2013, 86)?

Th is dilemma will be reviewed on the example of youth unemployment in 
a transitional country (or, in more sociological terms, country in post-socialist 
transformation) – Serbia. In other words, the paper analyzes to what extent the 
status of unemployed is a result of individual actions and preferences, and to what 
extent it is a consequence of structural forces – mostly social and economic factors 
in Serbia today. Th e main goal of this paper is to look into the processes of creating 
social biographies of Serbian youth in the sphere of work today and the relative 
impact of structural forces in creating these social biographies.

Th eoretical and Contextual Framework

Th e analysis of social status of youth in post-socialist countries of Eastern 
Europe is especially important for social integration in these rapidly changing so-
cial systems. Generally, social integration is one of the major concerns in sociologi-
cal theories. According to the infl uential social biography approach (Roberts et al. 
1994), structures set the conditions, possibilities and limitations of action. Th ese 
structures (institutions, resources and norms) are enabling but also constraining 
for young people in creating their social biographies, especially in transitional 
societies.

Transition risks force young people to create fl exible strategies for advance-
ment through education, work, and family relations. Neither life span nor transi-
tion paths are fi xed any more in a variety of economical, political and cultural 
changes in post-socialism. Th e notion of fl exibility itself has been at fi rst applied 
to the explanation of the behavior of work force in the labor market. It explains 
non-standard forms of employment such as part-time employment, temporary 
and short-term employment, self-employment, working at home, work on a con-
tract etc., that involve less formal rules and regulations. Late modernity theories 
brought about a connection of fl exibility with risk, uncertainty, individualization 
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and refl exivity. Flexibilization of work represents a foundation for refl exive and 
self-creating biography, individual self-realization and creative uncertainty of free-
dom (Kovacheva 2001, 43).

Th ese processes are well recognized by another infl uential theoretical frame-
work in contemporary sociology – structuration theory, developed by Anthony 
Giddens (1984) (see also Giddens and Sutton 2013). Giddens proposes that people 
actively make and remake social structure during the course of their everyday ac-
tivities. According to structuration theory, “structure” and “action” are necessarily 
interrelated. “Societies, communities and groups have ‘structure’ only insofar as 
people behave in regular and fairly predictable ways. On the other hand, ‘action’ is 
only possible because each individual possesses an enormous amount of socially 
structured knowledge which pre-exists them as individuals” (Giddens and Sutton 
2013, 90).

As for the post-socialist societies (including Serbia), what all young peo-
ple share is the disappearance of relatively well structured and predictable paths 
of life transitions and their fl exibilization. Youth socialization is taking place in 
conditions where institutions, processes and social norms that previously used to 
channel transition into the world of adults now vanished, or they are also in the 
process of substantial transformation. Although, logically speaking, the youth may 
be said to be natural winners of transition (since they are oriented more towards, 
and prepared better for the changes brought about by social transformation), a 
majority of empirical studies showed that young people are still more exposed to 
new and greater risks than new and more favorable chances of social promotion 
(Ilišin 2005, 19).

Accepting key propositions of the social biography and social structuration 
approaches, we aim to present the key structural forces in Serbian society infl u-
encing the continuously high rates of youth unemployment in the last decades. In 
order to do that, we will outline briefl y the socio-economic context of the Serbian 
society since the political changes in 2000.

After the World War Two Serbia (fi rst as a Yugoslav republic and later as an 
independent state) had two social systems and economic regimes: socialist (bu-
reaucratic and self-management from 1945 to 2000) and capitalist (from 2000 till 
today). “In both regimes, the state was a key actor, and the fi nal outcome has been 
a continual accumulation of systematic defi cit and usage off  diff erent mechanisms 
in order to temporary cover or to transfer this defi cit into future at the expense of 
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the forthcoming, not even born generations” (Radonjić and Kokotović 2012, 156). 
Although the post-socialist transformation started in 1989, it had soon become 
blocked by combination of external (civil war, UN sanctions) and internal (the 
authoritarian nature of Slobodan Milošević’s regime) factors. After the political 
changes in 2000 the process of post-socialist transformation was unblocked and 
Serbia entered the period of slow consolidation of capitalist system (based on a 
genuine democratic, parliamentary, multiparty political system).

Youth Unemployment in Serbia After 2000

Generally, labor market situation and employment trends in Serbia have 
since the beginning of transition followed, more or less, the expected patterns of 
post-socialist societies. Already suff ering from structural unemployment, Serbia 
experienced also transformation unemployment. Th is term has been introduced 
to identify more exactly the specifi c features of the unemployment encountered in 
countries in transition. “It can be seen as a special form of structural unemploy-
ment that emerges in connection with transformation and is due to abrupt drops 
in output as well as to the profound upheaval of the overall economic and social 
structure in these countries. Th is form of unemployment therefore takes on far 
greater dimensions than, for example, structural unemployment in industrialized 
countries” (Kausch 2003, 6).

In such circumstances, transition from education to employment in Ser-
bia after 2000 reveals very unfavorable situation for young people. General labor 
market participation rate is low, since only 75% of the population that completed 
education enters the labor market. By comparison, more than 90% of the youth 
after completing education (at all levels) in OECD countries participate in the 
labor market (Arandarenko  2008, 271). According to the offi  cial data of the Na-
tional Employment Agency of the Republic of Serbia, youth unemployment rates 
have constantly been near 50% during the whole past decade. On the other hand, 
activity and employment rates were very low. Because of a diff erent methodology 
adopted in the unemployment survey (i.e. organizing the Labor Force Survey), the 
fi gures have been less dramatic in recent years, but still very high in comparative 
context. For example, in 2011, activity rate of persons aged 15-64 years (contingent 
work) was 58.9% (inactivity rate 41.1%), unemployment rate 22.9% and employ-
ment rate 45.5%. As for the youth from 15 to 24 years old, activity rate was 28.1 
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(inactivity rate 71.9%), unemployment rate 49.9% and employment rate 14.1. Fi-
nally, for young people aged 25-34 activity rate was 77.8%, inactivity rate 22.2%, 
while employment rate was 54.2% with unemployment of 30.3% (Anketa o radnoj 
snazi, april 2011) [Labor Force Survey, April 2011].

Th ese negative trends have continued in the subsequent years. Data from 
the fi rst quarter of 2014 reveal that Serbia is still a country with a very troubled 
labor market situation. Employment rate is 45.8%, far below the EU-27 average 
(64.3%). Unemployment rate, on the other hand, is among the highest in the region 
(25%), and well above the average unemployment rate of the EU countries (10.5%) 
(Arandarenko and Žarković Rakić 2014b, 217). Informal employment rate (share 
of the informally employed in the total number of the employed) is also very high 
– 18.2%. Furthermore, inactivity rate is one of the highest in the region, mostly 
because of the withdrawal of the work force from the labor market (including a 
great deal of youth). 

Unemployment in Serbia is mostly long-term in its character. Youth unem-
ployment in Serbia is very high; more or less double the rate of general unemploy-
ment. Compared to other (older) cohorts, the position of the young people at the 
labor market had worsened in the last years. In comparison to EU-27 countries, 
the biggest diff erence in employment and unemployment rates refers to youth 
in Serbia, confi rming them to be one of the most vulnerable categories in this 
respect.

Methodology and Hypothesis

Th e above-mentioned data on employment will be complemented by the 
fi ndings of the empirical study conducted in 2011 by a group of researchers from 
the Institute of Sociological Research of the Faculty of Philosophy (University of 
Belgrade). Th e study was carried out in 62 Serbian municipalities (without Kos-
ovo and Metohija) on the sample of 1627 respondents. Target population were 
young persons aged 19 to 35 in four cohorts: 19−20, 24−25, 29−30 and 34−35 years 
(Stanojević 2012, 44).

Using the social biography approach (see more in Tomanović 2012), the goal 
of the study was to analyze the process of creating social biographies of young peo-
ple in Serbia in the post-socialist transformation. Th e data presented in this paper 
focus on the creating of social biographies in the sphere of work, particularly of 
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the unemployed youth. Some comparisons will be made to a similar research con-
ducted in 2003 (Mojić  2004). Th e main hypothesis in the study of the unemployed 
youth in Serbia is that their unfavorable position in creating work biographies 
is mostly the product of the structural diffi  culties of the transformation period 
in the Serbian society – mostly of systemic nature (economic and overall social 
situation).

Results and Discussion

Empirical fi ndings from the study strongly supported previous data of the 
long-term youth unemployment in Serbia. Namely, the period of searching for a 
job for our respondents was almost four years. However, clear gender diff erences 
appeared: average time spent in active searching for employment was much higher 
for young women than for men: 52.78 vs. 41.21 months. Th e length of the period of 
unemployment was also strongly related with individual’s skills and competences 
(years of education, additional activities and skills), as well as family resources 
(cultural capital, parents’ education, household average income) – naturally, young 
people without these resources experienced much longer periods of unemploy-
ment. Inactivity rate was also very high – more than third (35%) of these young 
people from the study was not looking for a job at all. Gender diff erences were also 
revealed here: 42.1% female compared to 27.2% male respondents were not active 
at the labor market.

Table 1. Ways of job searching

Ways of job searching %
Does not search for a job 35
Th rough National employment agency 20.9
Th rough student/youth cooperative 3.9
Following ads in the newspapers or on the Internet 15.4
Posting ads in the newspapers or on the Internet 2.1
Relying on friends and/or relatives 19.8
Addressing directly employers 2.2
Some other way 0.7

Having in mind these results and fi ndings from the similar studies, we want-
ed to analyze the scope and eff ects of the state programs (organized by the Na-
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tional Employment Agency) of active measures for improving youth employability. 
Such programs have been attended by just a small minority of respondents – 1.9% 
of them have received training in computers, while other 4.6 percent have been 
engaged in an apprentice employment program for a short period of time. Further-
more, these training programs have seen decrease in the last years because of the 
fi nancial crisis and limited state funds.

In such a situation it is not surprising that young people do not expect help 
in this respect from the state (Table 2). Namely, our research showed that only 1.7 
percent of them would ask state institutions and organizations for fi nancial sup-
port in fi nding employment or starting their own business. On the contrary, young 
people dominantly rely on parents as the key potential source of such fi nancial 
help. Of course, not all young people have parents with suffi  cient resources in that 
regard, since more than one-fourth did not expected such help from anyone. 

Table 2. Th e source of potential fi nancial help in getting a job or starting their 
own business

Source of fi nancial help %
Parents 54.6
Relatives 5.6
Friends 10.5
Partner/spouse 0.8
State institutions 1.7
Someone else 0.8
Nobody 26

As for individual youth resources for employment, besides education, addi-
tional specifi c knowledge and skills are also important (Table 3). Although formal 
education still represents the single most signifi cant factor of the individual labor 
market situation, additional knowledge and skills are becoming also very impor-
tant in that respect. We can see that a majority of youth have driving and computer 
skills, while less than a half of them claim competence in a foreign language.

Table 3. Specifi c knowledge/skill important for employment 

Knowledge/skill Yes Partly No
Driving 66.4 3.2 30.4
Foreign language 45.8 33.6 20.7
Computer skills 59.5 27.1 13.3
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However, the possession of these knowledge and skills are signifi cantly re-
lated with family resources (average household income), as well as family cultural 
and economic capital in general (Table 4). Th e correlation is particularly signifi -
cant between family’s cultural capital and parents’ education, on one side, and 
young people’s foreign language and computer skills, on the other. Th ese “family 
investments” in youth cultural capital and education no doubt considerably im-
prove their chances on the labor market, enabling social reproduction, especially 
for the middle class.

Table 4. Correlation of specifi c knowledge/skill with family resources

 Cultural capital Parents’ education Average household income

Driver’s license .072* .094* .202*
Foreign language .566* .470* .335*
Computer skills .476* .398* .298*

* Correlation on signifi cance level .01

Analyzing youth orientations with regard to factors of the choice of em-
ployment we reach very interesting fi ndings if we compare 2003 and 2011 studies 
(Table 5). While in 2003 the most important factor for young people in choosing 
the job was the amount of salary, in 2011 we observe a signifi cant increase in the 
importance of job stability and regular monthly income. Th ese results are, without 
any doubt, mostly infl uenced by a dramatic increase of the unemployment rate 
and, consequently, a higher preference for certainty (of both job and income). On 
the other hand, having in mind the unfavorable economic and social situation, 
young people are more realistic and without much hope to fi nd a creative job with 
good career prospects.

Table 5. Preferred factors in choosing employment (2003 and 2011 studies)

Please state your fi rst and second 
choice of factor in regard to em-
ployment

2003 2011
First 

choice
Second 
choice I+II First 

choice
Second 
choice I+II

Salary amount 50.7 12.2 62.9 33 13.9 47.8
Job certainty 10.0 13.1 23.1 28.3 18.5 46.8
Creative job 9.4 11.4 20.8 3.4 9.2 12.6
Career prospects 8.9 14.8 23.7 8.7 9.8 18.5
Regular monthly income 3.8 10.0 13.8 11.3 20.7 32
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Please state your fi rst and second 
choice of factor in regard to em-
ployment

2003 2011
First 

choice
Second 
choice I+II First 

choice
Second 
choice I+II

Working with people I like 2.8 11.8 14.6 3.4 9 12.4
Important job (enabling power and 
respect) 2.5 8.5 11.0 3.1 6.4 9.5

Decent work conditions 0.8 6.5 7.3 3.1 8.8 11.9
I would accept any job no matter 
what 2.2 4.0 6.2 1.1 3.6 4.7

Transition from education to work has been considered to be the most im-
portant in the life pathways of young people. If this transition is so diffi  cult (as the 
data presented clearly show), we wanted to fi nd a possible correlation between em-
ployment status and preference for “exit strategy” (Table 6). Th is strategy refers to 
thinking and acting towards emigration from Serbia for a longer period of time. 

Table 6. Preference for “exit strategy” of the unemployed and employed youth 
(2003 and 2011 study)
 Unemployed youth Employed youth

Year of the study 2003 2011 2003 2011
Not thinking or acting towards 
emigration 51.7 43.5 60.4 53.4

Th inking or acting towards 
emigration 48.3 56.5 39.6 46.6

Compared to 2003, in 2011 both observed categories of youth more often 
preferred “exit strategy”, while clear diff erences are revealed between unemployed 
and employed youth in both studies. Namely, in 2003 less than one half of the 
unemployed were thinking or acting towards emigration (48.3%), while this share 
increased signifi cantly in 2011 – 56.5%. Th e respective share for the employed 
youth, on the other hand, was 39.6% in 2003 and 46.6% in 2011. We can see that 
the preference for “exit strategy” in 2011 (compared to 2003) increased to almost 
10% (between unemployed and employed youth). Although various factors can in-
fl uence this preference, employment status seems to be one of the most important 
factors in youth fragmentation in Serbia, in this case regarding the possible “exit 
strategy”. Namely, the popular belief after political changes in 2000 was that all 
youth should be viewed as potential winners of the transformation process. How-
ever, it became clear in the following years that only youth with better education 
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and additional knowledge and skills (also strongly dependent on overall family re-
sources) experienced social promotion. Th erefore, a lack of faith in the legitimacy 
of the social order in Serbia has increased among young people (especially the 
unemployed), resulting in more and more widespread thinking and acting towards 
emigration.

Conclusion

Th e main goal of this study was to examine the infl uence of structural factors 
on youth unemployment in Serbia one decade after the political changes in 2000. 
Th e delay in political and economic transformation, current economic crisis and 
socio-cultural factors showed to be the most important in that respect. Structures 
(institutions, resources and norms) in Serbia today are mostly constraining for 
young people’s life transitions, including their creating of social biographies in 
the sphere of work. Th e absence of developed and enabling system measures in 
improving youth employability is one of the strongest proofs for that.

Th e latest data on employment – from the second quarter of the year 2014 
(see a more detailed account in Arandarenko and Žarković Rakić 2014a) – are 
apparently less unfavorable: the employment rate increased from 48% to 49.3%, 
unemployment rate dropped from 21.6% to 21.2%, while inactivity rate decreased 
from 38.8% to 37.5%. However, these trends can be explained mainly by the raise 
in informal employment and the decline in the number of individuals aged 15 
to 64. Generally, statistical data on the labor market trends, as Arsić (2014, 5) 
states, are still disturbing. “Formal employment is declining, which is in the line 
with the trends in economic activity, but total employment is rising as a result 
of informal economy?” Unfavorable trends in Serbia’s economy continue in 2014, 
with the prognosis of the GDP fall of at least 1%. However, these trends can be 
observed as a long-time period incapability of Serbian authorities to provide fer-
tile macroeconomic environment for sustainable economic growth (Radonjić and 
Kokotović 2012, 155). Th erefore, structural unemployment, followed by constantly 
high youth unemployment rates in the last decades come as no surprise. 

Generally, transition from education to work has become more diffi  cult for 
young people all over Europe. Unfavorable economic and employment trends have 
made these transitions prolonged, more fragmented, diversifi ed and less linear 
(Walther and Plug 2006, 77). Th ese transitions are often called “the yo-yo transi-
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tions”, referring to moving back and forth between education, employment, and 
unemployment. Th e destandardization of youth transitions has replaced secu-
rity and predictability by personal choices and risks. Th is type of individualiza-
tion is forcing young people to make individual decisions and to be individually 
held responsible for them although resources and opportunities remain unequally 
distributed.

“In fact, yo-yo transitions are not necessarily young people’s choice; they 
are frequently imposed on them by such traditional structures of social inequal-
ity as class and education, gender, ethnicity, or region. However, inequality takes 
new forms of disadvantage. For those with restricted economic, cultural, and so-
cial capital, a normal biography still stands for a ‘decent life’. However, a growing 
number of young people have to reorient themselves once they discover that the 
likelihood of realizing a normal life course has decreased and that they do not 
have suffi  cient resources to stand competition. Others who are better equipped 
have higher qualifi cations and families providing them with a safety net. Th ese 
fortunate youngsters can make use of the new opportunities and lead their lives in 
accordance with their individual wishes” (Walther and Plug 2006, 79).

In that respect late modernity theories with an emphasis on self-creating 
biography, individual self-realization and creative uncertainty of freedom (Ko-
vacheva 2001, 43) most defi nitely cannot refer to the situation of youth in Serbia. 
Also, in light of the basic dilemma in structuration theory (Giddens 1984) about 
the interplay of structure and agency, young people in Serbia are mostly restricted 
in their actions in regard to employment because of the highly unfavorable struc-
tures. In fact, one of the most frequent actions of Serbian youth is to withdraw 
from the labor market and to stay for prolonged periods of time in the education 
system. However, with the troubled system of education in Serbia at all levels and 
its signifi cant discrepancy with the needs of the labor market, this “life strategy” is 
less and less likely to reverse the “vicious circle” of youth unemployment.
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Rezime:
Nezaposlenost mladih u ekonomskoj i društvenoj krizi: Slučaj 
Srbije

Nezaposlenost mladih važno je ekonomsko i društveno pitanje posled-
njih decenija, ali je postalo izuzetno važno tokom tekuće ekonomske krize. 
Zaposlenost mladih je posebno ranjiva širom Evrope (u poređenju sa drugim 
starosnim kohortama), ali su ti podaci u Srbiji najnepovoljniji. Razlozi za to 
se mogu pronaći u sveukupnoj društvenoj i ekonomskoj krizi i okolnostima 
postsocijalističke transformacije u Srbiji poslednje dve decenije: „razorenom 
društvu“, ekonomskom padu i današnjim nepovoljnim ekonomskim kretanjima 
(kao posledicama ekonomske krize). Najzad, dugoročna neusaglašenost izme-
đu obrazovnog sistema i tržišta rada može se smatrati jednim od najvažnijih 
društvenih činilaca velike i dugoročne nezaposlenosti mladih.

Ključne reči: Srbija, ekonomska kriza, društvena kriza, mladi, nezaposlenost
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PRELAZU U 21. VEK

Destruction and Reconstitution of Society: Serbia 
in Transition into the 21st Century, 
by Silvano Bolčić, Službeni glasnik, Belgrade, 2013

 Silvano Boli’s book is a successful work 
of synthesis, his life work actually, dedicated to the sociological analysis of the 
state and the processes of social destruction in Yugoslavia and Serbia at the turn 
of the 21st century. Th e theme of the book is clearly scientifi cally and socially 
signifi cant.

Bolčić is one of the leading sociologists in the former Yugoslavia and nowa-
days Serbia. Considering the fi eld (primarily sociology of work and economic so-
ciology) and the quality of his studies, Silvano Bolčić is as prominent in Serbia as 
Veljko Rus in Slovenia and Josip Zupanov in Croatia.

In the Introductory part of his book S. Bolčić made an interesting autobio-
graphical note informing the reader that he was born near Labin (Croatia). His 
father was a Slovene by ethnic origin; his mother was a Croat, born in Istria. He 
also considers himself a “Serb” by his Serbian wife and place of birth of his children 
(Belgrade). Bolčić underlines that, being of such a mixed ethnic fate, “with the dis-
appearance of Yugoslavia disappeared an important part of his identity, too”. Since 
October 2007 he has enjoyed his days as a retired professor of sociology of the 
Department of Sociology of the Faculty of Philosophy in Belgrade. Bolčić’s books 
may also be considered as “autobiographies of others” if one takes into account 
dedications of his books, especially the inscription to his tragically deceased son 
who died in 1992.
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Despite “destructed everyday life” which he lived during the past decades, 
Bolčić succeeded in writing this book and managed to do it sine ira et studio, pro-
fessionally, in accordance with requirements of a good modern sociology.

Th e key concepts, themes and fi ndings of his comprehensive, content-rich 
and complex sociological study will be briefl y addressed.

It is known that causes of destruction of Serbian society and the disintegra-
tion of Yugoslavia might be divided into internal and external. While Bolčić, with 
valid reasons, argues that the causes of the destruction of society were predomi-
nantly of the internal nature (“internal war”), he does not neglect the external in-
fl uences on the processes of destruction (“decay”) of former Yugoslavia and Serbia. 
He ranks causes of destruction by relevance by giving greater weight to internal 
causes and thus joins the prevailing view among Belgrade sociologists of middle 
and older generation. In relation to this issue of causes of destruction he presents 
his view on key social actors and policies that have lead to the destruction of Ser-
bian society. He states: “Although it is not easy to unequivocally prove, most of the 
key circumstances that have generated the destruction of society in Serbia, directly 
or indirectly, by the timing and their character, were a consequence of the de-
scribed events (described in the book, S. V.) in the Serbian Party’s structures dur-
ing the 1980’s, events which at the beginning had manifested as intra-party con-
fl icts, continued later as Serbian ‘antibureaucratic revolution’, or as the ‘happening 
of the people’. Th e key characteristics of these events was the non-institutional 
dethronement of the legal power and also the non-institutional ‘resolving’ of the 
key social problems in the economy, culture, education, spiritual sphere, in foreign 
policy, in the regulation of relations with other ethnicities in Yugoslavia” (p.48). 
From the point of the role of personalities, S. Milosevic was explicit in orientation 
to the non-institutional “resolving” of social problems. Even if there are many who 
“deserve merits” for the dissolution of Yugoslavia, one would not easily question 
that S. Milosevic deserve the fi rst place on the list of “meritorious persons” for the 
destruction of Yugoslavia and Serbia (pp. 48–49).

Th e key concept in the S. Bolčić’s book is the concept of destruction of society 
as a long-term societal process that cannot be reduced to the processes that are 
commonly referred to as the processes of transition or post-socialist transforma-
tion. Societal destruction becomes part of the everyday life, visible in all spheres 
of society, consuming resources and energies of all societal actors but without 
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adequate results; it ruins “nice day and peaceful dreams” of both ordinary citizens 
and of those most powerful individuals in society.

More specifi cally, the destruction of society implies processes of destruction 
of the very foundations of society (destruction of fundamental societal institu-
tions) as a modern civilized community due to the destructive (violent, war-like) 
method of resolving of societal problems accumulated during the previous social-
ist period of development of the Yugoslav society. Th ese also include processes of 
ethnifi cation (in Bolčić’s terms “nationalization”) of all new societies created on 
the ruins of the until yesterday multiethnic Yugoslav society, which despite many 
previous external disapprovals and internal confl icts survived as relatively stable, 
non-chaotic community during the fi ve decades following World War II. Th en, the 
destruction of society refers to the process of rapid and dramatic collapse of the 
quality of everyday life of most citizens of this country. Finally, it is also about the 
process of establishing a dreary everyday life, where most of citizens live with the 
intense fear of losing what they currently have, where for most of them their own 
future and that of their children became cause for the gravest fears.

Th e destruction of society as a complex sociological concept that was not easy 
to operationalize was introduced by S. Bolčić for the fi rst time in 1993 in his paper 
“Sociologija i jugoslovenska svakodnevica pocetkom devedesetih” /“Sociology and 
the Yugoslav everyday life in the nineties”/ and then in his book Tegobe prelaza u 
preduzetnicko drustvo: Sociologija tranzicije u Srbiji pocetkom devedesetih (1994) 
/Th e Hardships of Transition into the Entrepreneurial Society: Sociology of Transi-
tion in Serbia during the Nineties/. Th is concept had an impact on the develop-
ment of the “Belgrade school of sociology”. Mladen Lazić edited the book titled 
Destruction of Society (1994). Karel Turza went further by writing about sociocide 
and S. Vujović about “a town in the shadow of war” and urbicide. S. Bolčić and 
Andjelka Milić edited a voluminous collection of papers (13 authors) titled Srbija 
krajem milenijuma: razaranje drustva, promene i svakodnevni zivot (2002) /Serbia 
at the End of Millennium: Destruction of Society, Changes and Everyday Life/. Ivana 
Spasić mostly dealt with the concepts of everyday life writing a book Sociologije 
svakodnevnog zivota (2004) /Sociologies of Everyday Life/ and saw the destruction 
of Serbian society of the 1990s as a process of chaotization.

We agree with Bolčić that the destruction of society is a fruitful concept 
to deepen and further develop. Th e author points out that in the subtext of his 
sociological analysis is not a catastrophic vision of Serbia as “destroyed society”. 
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It should be recognized, warns Bolčić that under the conditions of social destruc-
tion a society is constantly spending more and getting less. No matter how many 
(times) new politicians are elected, while not substantially calling into question 
the specifi c policies that have generated the destruction of society, there are no 
realistic prospects for social normalization, the normalization of everyday life of 
people in the community, for the true reconstitution of society.

In the concluding section of the book titled “On actors and reconstitution 
of society in Serbia” S. Bolčić writes on social actors and strategic directions of 
future changes in Serbia, on the “engaged sociology” and its role in understanding 
processes of destruction of Serbian society, as well as the essential preconditions 
and opportunities for the reconstitution of society in Serbia.

It would seem that the author’s position regarding the reconstitution of so-
ciety in Serbia is moderately pessimistic or very cautiously optimistic. He esti-
mates that given the situation of two decades of long-term destruction of Serbian 
society a recent successful reconstitution of that society seems not likely. Among 
the reasons is the world economic crisis which began in 2008 and is still ongoing. 
Since destruction of Serbian society also has its roots in the malfunctioning of the 
previous Yugoslav society and in the destroyed Serbian economy in the nineties, 
negative infl uences of this world economic crisis aggravate the reconstitution of a 
modern Serbian society.

Th e fi rst decade of the 21st century in Serbia was spent on pulling out this 
country from wars in the Yugoslav area in which Serbia was heavily, even if not 
nominally involved; on its return to the institutions and organizations of the inter-
national community, from which Serbia was excluded during the nineties; on the 
restoration of its statehood, which was also collapsed in those years; on reactiva-
tion of its own business potentials and obtaining all forms of economic assistance 
and support from abroad, in order to get more people back to work and stop and 
reverse the trend of pauperization. Th is decade also meant deblocking of transi-
tion, based on the new law on privatization and its implementation. Finally, aff airs 
of importance for accession to the EU were initiated.

Bolčić indicates that the daily lives of people in Serbia of the 21st century are 
signifi cantly diff erent from the everyday life of these people in the 1990s. However, 
it is in the experience of not such a small number of people in today’s Serbia that 
the nineties have not yet been completed, as if there were a signifi cant continuity 
with that of the “poor everyday life” in those years, as if those social troubles and 
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dilemmas that marked those years were still on the social agenda. An analyst of 
today’s events in Serbia must, says the author, search for explanations of such ex-
periences of continuity in order to fi gure out essential prerequisites and prospects 
for the near reconstitution of Serbian society.

According to Bolčić, one of the key prerequisites for the reconstitution of 
Serbian society is the necessity of overcoming of the process of “ethnonationaliza-
tion” (Ivan Colovic noted well that in Serbia ‘the happening of demos’ meant trans-
forming of the ‘working people’ into ‘Serbian people’). We consider as appropriate 
Bolčić’s claim that in this historical time the process of “ethnonationalization of 
society” is a non-modern, untenable and therefore very destructive social proc-
ess. In his opinion, the fi rst sign of abandoning of ethnonationalization of Serbian 
society will be a consistent daily reaffi  rmation of the constitutional status of the 
citizen with full rights, to whichever ethnic or social corpus he or she belonged. In 
this respect, he considers “untangling of Kosovo mess condition of all conditions 
for the normalization of the overall social processes in Serbia”.

Bolčić believes that the reconstitution of the economy is unachievable if the 
“sanctity” of private property rights will come “hand in hand” with corruption; it 
takes a diff erent, new ownership transformation, as well as the coexistence of lib-
eral principles of freedom and socialist principles of equality, i.e. of social justice.

In addition, in order to open a process of the true reconstitution of Serbian 
society, it is necessary to create the social conditions for the rapid reduction in 
the number (now almost a million) of unemployed people in Serbia and for the 
renewal of prospects and real job opportunities for members of the society which 
are capable and trained to work, as well as for reducing the “brain drain” and a 
return to Serbia of at least some of them.

For the successful reconstitution of Serbian society it is essential to reconsti-
tute the entire sphere of politics as a domain of people with honorable intentions, 
honest and competent. To make politics a responsible and accountable activity one 
needs permanently active “civil society” as an essential means of social control.

In times of “recuperation” of the economy and all other spheres of life, there 
is a need for overcoming widespread feelings of existential threats and basic inse-
curity, since such a positive change would lead to the regeneration of the “public” 
and its positive contribution to the reconstitution of politics as an honorable and 
responsible social activity. Regrettably, says Bolčić, after more than a decade of 
practicing “new politics” in Serbia, created and implemented by new, allegedly 
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“better persons” in comparison with politicians of the Milosevic’s era, the type 
of politics and modal type of political personality remained essentially untrans-
formed. Th is is why Bolčić advocates also “moral renewal” and new prerequisites 
for social promotion. His vision of the society is “a decent society”, a healthy soci-
ety and a healthy economy of sustainable development.

Th e section of Bolčić’s book titled “Committed sociology and destruction of 
Serbian society” has to be recommended to the young sociologists, of course, not 
only to them, since it elaborates the relations between knowledge and power, sug-
gests the need to be aware of one’s own professional identity, moral integrity and to 
build proper self-consciousness. Bolčić is stressing the need to establish sociology 
as an autonomous science with its proper knowledge and its criteria of self-critics. 
Of course, sociology should also be an applied social science, but a sociologist 
should distinguish his or her role of a scientist from other roles, roles of a consult-
ant, social animator, or an intellectual. Specifi c aspects of these roles are discussed 
in the book with the particular stress on sociology as modern science.

At the end, one could conclude that Bolčić’s book is one of the best socio-
logical studies about the deconstruction and decay of former Yugoslavia, about 
the destruction of Serbian society and preconditions for the reconstitution of that 
society.
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by Ognjen Radonjić and Srdjan Kokotović 
Faculty of Philosophy, Belgrade, 2014

 In this book, Ognjen Radonji and Srdjan 
Kokotović analyze a problem of the growing international economic and fi nan-
cial instability from the perspective of Post-Keynesian economic thought. In line 
with the Post-Keynesians, authors insist on the fact that assumptions of the theo-
retical model predetermine its implications. Since, authors advocate, assumptions 
of the effi  cient markets’ model are not realistic, this implies that its implications 
are not valid, which is a fact repeatedly reiterated in real life last three decades. 
Again, in real life, this fatal fl aw of the theory of effi  cient markets has still been 
predominately ignored by economic literature and policymaking circles. On the 
other hand, Radonjić and Kokotović refuse to follow this ideology. Th ey use theo-
retical insights of two seminal heterodox economists, John Maynard Keynes and 
Hyman Minsky as their main research tool in rejecting effi  cient markets’ mantra 
and explaining the causes of fi nancial crises in emerging markets. I fi rmly believe 
that this study presents an undisputable scientifi c contribution to the current and 
future analyses of the utmost important issue of the stability of the world fi nancial 
system.

In Introduction, the authors acquaint readers with the issues and objec-
tives of the book. Th ey start by asking the question of why boom-bust episodes 
occur regularly in both developed countries and emerging markets and why fi nan-
cial crises in last three decades last longer and become more severe. In order to 
answer these questions, authors emphasize, we need, in the fi rst place, to have a 
realistic theory. Th e second step is to prescribe, on the basis of relevant theoretical 
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insights, economic measures aiming at preventing and ameliorating the negative 
eff ects of eventual fi nancial breakdown.

Broadly speaking, there are two relevant theoretical strands pertaining to 
rationality and stability of fi nancial markets. Th e fi rst theoretical strand is main-
stream fi nancial economics, or as John Kenneth Galbraith named it “the conven-
tional wisdom”. At the moment, mainstream fi nancial theory is predominant; not 
only in academic, but also in political circles as well – a place where crucial eco-
nomic decisions are made.

Detailed analysis of the modern mainstream theory of effi  cient fi nancial 
markets and its theoretical and policy implications are given in the fi rst chapter 
Exegesis of the Conventional Wisdom: Effi  cient Markets, Rational Expectations 
and Exogenously Generated Financial Crises. According to the authors, theory 
of effi  cient fi nancial markets is fi rmly grounded on grossly unrealistic assump-
tions that future will resemble past and that rational decision-makers are capable, 
on average, of forming correct expectations. Equally important, humans, like au-
tomata, are assumed to have formed homogenous expectations and made deci-
sions independently of decisions made by other market participants. As the pro-
ponents of omnipotent free markets see it, the future path of the economic system 
is predetermined and is not dependent on the past or future choices of economic 
agents.Th e direct implication of the effi  cient market hypothesis is that free decen-
tralized markets, if let alone, inherently, i.e. endogenously generate equilibrium. 
In this view, ups and downs (boom-bust episodes) are the consequence of an ex-
ogenous shock (external to market processes) – most frequently inappropriate 
and clumsy public policy interventions. In the open-economy model, fi nancial 
crises can emerge due to a number of factors: inconsistency between the internal 
and external objectives of monetary authorities; a lack of credibility of the central 
bank’s and the government’s commitment to fully defend the foreign exchange 
rate; massive withdrawals from the host country due to irrational behavior on 
the part of lenders; corruption and cronyism, etc. A superior recipe for avoiding 
fi nancial crises is to implement and conduct consistently prescribed market-led 
policies. On the other hand, unless these rules are obeyed and consequently crisis 
erupts, the only way to regain the confi dence of investors, domestic and foreign, 
is to implement measures of economic austerity. Since the outcome of theory is 
determined by the reality of its assumptions, Radonjić and Kokotović conclude 
that invalid assumptions of „the conventional wisdom” lead to invalid theory and 
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therefore policy implications which are not up to the task of solving a vast ar-
ray of problems and growing diffi  culties in the normal functioning of the global 
economy.

Th e second theoretical approach is the one developed by seminal English 
economist John Maynard Keynes and his Post-Keynesian American follower, 
Professor Hyman Minsky. Th eir theory of speculative and inherently unstable 
fi nancial markets is presented in the second chapter Keynes’ U-turn: Endog-
enous Expectations, Speculative Financial Markets and Instability of Investment 
Demand and third chapter Hyman Minsky: Endogenous Instability, Debt and Frag-
ile Finance. Both of them reject economics as a science of abstract and general 
theoretical principles for all ages, applicable to all occasions independently of the 
social context. Keynes and Minsky’s theory of speculative, as opposed to the theo-
ry of perfect self-regulating markets is rooted in realistic assumptions. Realistic as-
sumptions are in the heart of their theoretical explanation of why fi nancial booms 
and busts are the normal state of advanced capitalistic economies, i.e. why fi nan-
cial crises are endogenous and not exogenous to modern capitalist economies. Th e 
kernel of their theory of speculative and unstable fi nancial markets consists of un-
certain future, humans as a complex economic, sociological and psychological 
beings, exaggerated expectations, disappointments and accumulated debts to 
the extent that they cannot be met by the profi ts actually materialized in reality. 
Furthermore, due to the fact that expectations are self-fulfi lling even the solid 
banks and companies are liable to bankruptcy in case tornado of disappointment 
blows through the market.

Th e theoretical implication of Keynes-Minsky theory of speculative and un-
stable fi nance is that if markets are let alone they will not strive to stability, on the 
contrary, to instability. Cure lies in timely changes in fi nancial market’s regulation 
as well as in its strict and continuous supervision. Markets are prone to explosive 
and abrupt ups and downs and the job of regulators is to tame markets and there-
fore make them predictable as much as possible. Th erefore, in the case of increasing 
fi nancial tension, markets should not be let alone. Timely and decisive fi scal (Big 
Government) and monetary (Big Bank) intervention is needed. However, Minsky 
was aware of the fact that government intervention leads to moral hazard, but, 
as the case of current global fi nancial crisis unambiguously shows, socialization 
of costs is a precondition for avoiding the Great Depression-like debt-defl ation 
scenario. In a word, the task of fi nancial regulators is fi nancial crisis prevention 
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and provided they fail, the only possibility left is massive government intervention 
aiming at escaping vicious circle of devastating debt-defl ation episode.

Further on, Radonjić and Kokotović draw on the insights of contempo-
rary Post-Keynesian economic thought in order to expand Minsky’s theoretical 
framework to a developing open-economy case, in which most debt is foreign 
short-term debt set on a roll-over basis and denominated in hard currency. Ac-
cording to this view, displacement or the key event that triggers massive capital 
movements towards developing countries is a Minskyan liquidity expansion in rich 
countries. In other words, movements of capital towards developing countries are 
exogenous, i.e. the actions of developing countries do not infl uence movements 
of international capital. Th ey are rather a result of liquidity changes in the devel-
oped world. On the other hand, a liquidity expansion in the developed world and 
the accompanying capital fl ows into the shallow fi nancial markets of developing 
countries produce positive eff ects only in the short run. In the medium run, unless 
the external borrowing of local market participants is adequately constrained and 
controlled, a disastrous debt-defl ation episode may take place.

In the fourth chapter, Th e Falling Angels: Mexico and the Asian Tigers, the 
authors conduct comprehensive Minskyan analysis of the Mexican (1994) and 
Asian crisis (1997). Here Radonjić and Kokotović conclude that in both cases, 
massive movements of capital towards these markets were exogenously generated 
and that a robust period in the host countries led to over-leveraged units, which 
could not fulfi l overly optimistic profi t expectations. In the end, the simultaneous 
eff ect of endogenous and exogenous shocks within an already fragile environment 
have pushed those systems into fi nancial instability. Not less important, the au-
thors notice, in contrast to the Keynes-Minsky approach, in both cases interna-
tional fi nancial institutions transferred the onus of austerity-led adjustments to the 
crisis-hit countries with devastating consequences.

In the fi fth section, Financial Tumbling in Eastern Europe: From the Ashes of 
Socialism to the Dust of Capitalism, the authors conduct a rigorous factual analy-
sis of the cross-country pre-crisis and post-crisis developments in fundamental 
economic indicators in 13 Eastern European countries plus Turkey in order to 
prove that the current crisis conforms to the Minskyan liquidity model of cri-
sis generation. Th e authors show that by deployment of Asian current account 
surpluses, conducting an overly expansive monetary policy and massive securi-
tization of illiquid assets, the U.S. economy, set in motion a global liquidity cycle 
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at the beginning of the 2000s. In line with a Minskyan liquidity model, liquidity 
expansion in the most developed economy in the world led, in no time, to massive 
capital fl ows towards developing countries. As Keynes and Minsky would expect, 
simultaneously with dynamic economic growth and progressiveness in enforcing 
internationally desired market-led policies, developing Eastern European econo-
mies built up massive vulnerabilities to sudden capital reversion. Unfortunately, 
seemingly unexpectedly, the U.S. fi nancial markets contracted sharply in 2007 and 
the crisis instantaneously spilt over to a large number of developed and develop-
ing countries. However, in this case, massive fallout was avoided thanks to the 
expansion-oriented policy co-ordinated actions of the governments of developed 
nations and international fi nancial institutions. It seems that we have gained some 
very useful lessons learned here from the mistakes made in the past (e.g. Mexico 
and the Asian tigers). Th is is why negative eff ects of the Eastern European fi nancial 
breakdown in 2009 have been mild up to now.

In the sixth section, Cross-Country Analysis of Individual Vulnerabilities to 
the Sudden Liquidity Contraction, the authors detect the macroeconomic and fi -
nancial factors that determined the strength of the impact of fi nancial crisis on 
the local economy. According to the authors, macroeconomic indicators, such 
as the degree of openness of the economy, the degree of credit euroisation, ex-
change rate policy and the level of budget defi cit in the period before the crisis 
did not signifi cantly matter. Financial indicators were crucial in conjunction 
with a selected model of economic development. Countries that accumulated 
excessive debts and at the same time grounded their development on exces-
sive consumption and development of non-tradable sectors experienced more 
dramatic economic contraction and vice versa. Countries that have successfully 
limited the level of indebtedness of households and non-fi nancial sector and 
invested heavily in tradable sectors have relatively painlessly overcame abrupt 
and sharp decline in the infl ow of foreign capital.

Finally, in the seventh section Financial Turmoil Now and Th en: Empirical 
Comparison of the Eastern European and Previous Financial Crises, the authors 
compare the pre-crisis and post-crisis developments in fundamental economic in-
dicators, the accumulation of vulnerabilities and the impact of the current crisis 
with the previous cases (Mexico in 1994, Indonesia, Th ailand, Philippines, Ma-
laysia and South Korea in 1997, Russia in 1998, Brazil in 1999, Ecuador in 1999, 
Turkey in 2000, Argentina in 2001-2002 and Uruguay in 2002). Th e authors fi nd 
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that developing countries in Eastern Europe, though much more vulnerable by 
previous standards, have experienced a milder crisis compared to other developing 
countries which have had suff ered from a sudden termination of capital infl ows 
in the past. Th e reason lies in a large-scale and unprecedented fi nancial assistance 
to Eastern Europe provided by the developed world and international fi nancial 
institutions. 

Th e authors summarize in Conclusion their thoughts and expose recom-
mendations for policymakers in open economies regarding the issue of fi nancial 
crisis prevention, and, in the case of crisis eruption, minimization of its hazardous 
eff ects. Th e main conclusion is that the objective of macroeconomic policy 
should be directing capital towards export-oriented productive sectors and 
strict control and the constrain of: borrowing of domestic economic partici-
pants; raising debts denominated in foreign currencies; and debt maturity (the 
pursuit of long-term borrowing).

To conclude, the manuscript Keynes, Minsky and Financial Crises in 
Emerging Markets by Ognjen Radonjić and Srdjan Kokotović is a book which 
doubtlessly increases our ability to understand such a complex phenomenon 
as fi nancial crisis in developing economies has been. As Professor Marc Lavoie 
rightly claims in his Foreword to this book „Radonjić and Kokotović provide 
their readers with a unique contribution, by explaining (sometimes in painstaking 
details) the evolution of the European emerging countries before and after the glo-
bal fi nancial crisis in light of this Minskyan framework that they have developed.” 
It is therefore with huge pleasure that I recommend it for reading, not only to 
Academia and policymakers, but to all economic laymen interested in their 
future welfare as well.
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