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Introduction 
 

There is general consensus that the current global financial crisis is 

the most disastrous economic event in American history since the Great 

Depression of the 1930s when GDP contracted by 30%, and 25% of the 

workforce was idled.  The current crisis may not be as devastating but, 

following decades of rapid deregulation, the regulatory framework could no 

longer keep pace with financial innovation.  The result was a degree of 

complexity beyond the capacity of either regulators or corporate managers to 

comprehend.  Moreover, globalization has spread contagion more widely 

abroad than during the Great Depression, especially in the case of the 

European Union, whose financial systems are so extensively intertwined 

with that of the USA.    
 

Through 2010 the US economy appeared to be recovering somewhat, 

but Fed Chairman Ben Bernanke recently reported that the economy has 

stalled.  Some economists fear the possibility of a second recession, while 

others regard the economic situation as grim. President Obama himself 

recently described the unemployment situation as “an emergency”.   This 

Paper offers a critique of the overall American response to the crisis.  Since 

formulation of national economic policy in the USA is shared among the 

President, the House of Representatives and the Senate, it is difficult to 

disentangle economics from politics.  This Paper therefore draws on the 

disciplines of Management, Political Science and Epistemology.   It also 

draws heavily on three earlier essays by the author: The Free Market in the 

Context of Globalization: Myth, Magic or Menace; Ideological Origins of 

the Global Financial Crisis: Lessons for CARICOM, and Economic Strategy 

in a Time of Crisis, an unpublished critique of the Barbadian response to the 

crisis. 

 

The Paper begins with a discussion of the generic characteristics of 

crises and suggests a two pronged strategy for dealing with them: a short-

term plan for minimizing systemic damage to the economy at the onset of 

the crisis; and a long-term plan for minimizing the likelihood of similar 
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recurrences.  Secondly, it addresses four factors which have militated most 

against an effective American response to the Crisis: the weakness of the 

economy at the start of the crisis; resistance to re-regulation from Wall 

Street‟s bailed-out financial institutions; extreme political partisanship, and 

crisis in the discipline of Economics itself; next, drawing on the discipline of 

Epistemology, the Paper undertakes a search for the fundamental causes of 

the Crisis.   The paper concludes with an assessment of the quality of the 

overall US response to the Crisis.  

 
 

1. The Strategy of Crisis                                               

 

Economic crises occur when unpredicted and highly disruptive events lead 

to sharp departures from the normal pattern of economic activity, generating 

widespread uncertainty in the process, and often panic.   They may be 

precipitated by acts of God, e.g. hurricanes, earthquakes, tsunamis, volcanic 

eruptions, floods, droughts or epidemics; or by acts of man, e.g. civil or 

political unrest, war, or massive business failure, such as the financial 

implosion on Wall Street which triggered the crisis under review, the onset 

of which Martin Wolf of the Financial Times described as “…the 

disintegration of the financial system”… without which „no modern 

economy could survive.” 

 

The severe shocks associated with crises usually lead to discontinuities, i.e.  

breaks with the past, so that things may never be the same again.  In these 

circumstances, the theory and rule books that previously informed decision-

making lose their validity.  There is obviously no time at the onset of a crisis 

to formulate a new theory that explains events which were not predicted, 

were not thought possible, whose dynamics are not understood, and whose 

duration is uncertain.  Policy makers must therefore call on their experience, 

intuition and common sense until a state approaching “normality” is re-

established, a new theory is formulated, and new rules are written.  Above 

all decision-makers must be decisive and pragmatic in their response, and 

swift to correct errors that will inevitably be made in uncertain times. 

 

But even as they wrestle with the immediate problems posed by the crisis, 

policy makers must commence preparing for the future, identifying those 

weaknesses in corporate, financial and other economic and social institutions 

that were exposed by the crisis, and setting in train measures to correct them 

in the immediate post-crisis years.   It is instructive that the famous 

Beveridge Report, which provided the blue print for Britain‟s post World 
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War II welfare state, was commissioned in 1942 – long before victory over 

the Axis powers was assured -- and was therefore ready for immediate 

implementation following the defeat of Germany in 1945. 

  

Generally speaking, the US economic directorate, headed at first by 

President Bush, and from 2009 by President Obama, and spearheaded by 

Secretary of the Treasury, Henry Paulson, Timothy Geithner, President of 

the Federal Reserve Bank of New York, and Ben Bernanke, Chairman of 

Federal Reserve System The US Central Bank, moved courageously and 

decisively.  Secretary Paulson    squeezed $750 billion out of Congress to 

bail out those financial institutions that were “too big to fail”.    The Fed 

Chairman, himself a leading scholar of the Great Depression, opened wide 

the spigots of liquidity to help the Wall Street banks recommence lending, 

understanding well the dictum of the late Professor Hyman P. Minsky: 

Whenever the need to make position by selling assets becomes quite 

general, unless there is a large standby market supporter, such as a 

conscientious central bank, asset prices can fall precipitously. 

 

President Obama‟s Keynesian-type stimulus package was well conceived, 

but the $787 billion he was able to get from an un-cooperative Congress was 

only half of what was needed in the circumstances.   Government assistance 

to the virtually bankrupt General Motors and Chrysler corporations proved 

successful, and both companies are now “out of the woods”.    As was to be 

expected, mistakes were made and opportunities missed, but to parody an 

infamous remark by a former US Secretary of Defence, “Stuff happens in 

times of crisis.” 

 

                  
 

2. Economic Weakness at Onset of Crisis 

 

The underlying weakness of the US economy at the onset of the crisis 

economy compounded the difficulties of the national decision-makers as 

they sought to bring the situation under control. President Clinton had 

bequeathed to his successor, President George W. Bush, a legacy of “fiscal 

surpluses “as far as the eye could see”.  In a paper, presented at the Eastern 

Caribbean Institute of Banking and Financial Services, Sept, 2004, I 

expressed “my deep dismay that half-a-dozen American Nobel laureates in 

Economics…could whole heartedly have supported the President‟s fiscal 

measures that refunded one and one-half trillion dollar to tax-payers in 

200/2, with the wealthiest two per cent receiving about 60 per cent, leading  
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to record fiscal and current account trade deficits and a collapsing currency, 

and throwing the economy out of kilter.”  Those irresponsible tax-cuts were 

followed by costly wars in Iraq and Afghanistan, leading to fiscal deficits 

that extended far beyond the horizon. 

 

The Bush tax-cuts violated the Keynesian principle of contra-cyclical 

macroeconomic policy which prescribed that fiscal surpluses should be built 

up during economic upswings and drawn down in recessions to restore   

economic recovery.   The massive tax-cuts effectively removed the fiscal 

policy option from the table so that the full load of economic stabilization 

fell on monetary policy which, as John Maynard Keynes famously observed, 

was like pushing on a string.   As the recession beginning in the early 2000s 

deepened and fear of deflation grew, the US Federal Reserve aggressively 

cut interest rates to as low as one percent, only to stumble into the classic 

Keynesian liquidity trap.   The combination of low rates and easily available 

loans set off a housing bubble, spawning the toxic “sub-prime” mortgage 

loan, and triggering the implosion of the Wall Street financial sector in 2008.  

The incoming President faced a combination of a massive fiscal deficits, 

recessionary economic conditions, and a financial sector teetering on the 

verge of collapse. 

 

But the biggest brake on economic recovery derived from the increasing 

income inequality in the society since the Reagan years, exacerbated by 

Bush‟s massive tax cuts for the rich. With the real wages of middle and 

working class Americans stagnant or declining, and with 14 million 

unemployed, 4 million households foreclosed, millions more having suffered 

sharp reductions in their pensions and retirement funds, and almost half the 

population officially poor, there were simply not sufficient sources of 

Keynesian “effective demand” to restart the economic engine.  

 

3. Push Back from Wall Street  

 

The intent of the massive bailouts of Wall Street financial institutions was to 

restore their capacity to lend to industry and so create jobs and resuscitate 

economic growth.   Instead, Wall Street banks concentrated on rebuilding 

their capital reserves and restoring their pre-crisis outrageous levels of CEO 

and other top management bonuses; very little lending was done.   The 

Obama administration was able to restrain the level of bonuses but had 

neglected to retain enough leverage to ensure that Wall Street operational 

practices were consistent with his administration‟s goals.  To add insult to 

injury, the financial industry used the funds from government sources to 
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mount a massive lobbying campaign against regulatory reform initiatives 

designed to prevent the recurrence of similar financial crises. 

 

 

4. Extreme Political Partisanship 

The degree of political partisanship in the USA during the Obama 

administration has been unrivalled since the American Civil War. Indeed, 

the declared Republican policy is obstruction of any program the President 

puts forward - towards the goal of making him a one-term president.   Rush 

Limbaugh, a popular media spokesman for the Republican Party, goes even 

further: he declares that he wants Obama to fail, as if this would have 

positive implications for the nation as a whole. Lacking control of the House 

of Representatives and short of a two-thirds majority in the Senate, President 

Obama has been unable to push through important elements of this 

economic recovery programme. 

 

        This state of affairs has made the development of a coherent national 

strategy for dealing with the financial crisis most difficult, if not impossible, 

often leading to the pursuit of incompatible goals.   For example, the 

Republicans want both tax-cuts for the wealthy and reduction of the fiscal 

deficit, even though further tax-cuts lead to even higher deficits.  And to 

demonstrate his commitment to reducing the fiscal deficit, the President laid 

off Federal employees, thus dampening the effective aggregate demand 

needed to stimulate economic recovery and lower deficits.  In the absence of 

such an unusually high degree of political partisanship, the US economy 

would be well on its way to recovery. 

 

                    

5. The Crisis of Economics 

 

Whereas a short-run strategy requires resort to ad hoc measures, the 

correction in the post-crisis years of systemic weaknesses exposed by the 

crisis requires an understanding of their fundamental causes.   Unfortunately, 

very few of the country‟s leading economists have so far made a meaningful 

contribution towards the debate on the fundamental causes of the Crisis and 

the reforms needed for minimizing the likelihood of similar events in the 

future.  

 

The reticence of the community of mainstream American economists may 

be attributed to a combination of embarrassment and self-denial because of 

the comprehensive collapse of the Neo-liberal paradigm which they had 
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elaborated and disseminated over the last two or three decades, and had 

given birth to the now discredited “Washington Consensus”.    

 

The Neo-liberal school taught that free financial markets were rational, 

efficient, could process all available information, enabling them to price 

financial assets accurately, and were self-regulating.   By the end of the 

1990s Neo-liberalism had become the dominant economic paradigm, and 

economists of that persuasion soon occupied top positions at leading 

American universities, the World Bank, IMF and IDB, the US Treasury and 

the Federal Reserve System, where Chairman Greenspan and his deputy and 

successor, Ben Bernanke, were committed exponents of free market 

fundamentalism.  

 

The triumph of Neo-liberalism spawned programs of financial de-regulation 

around the world, including the CARICOM Caribbean, climaxing with the 

repeal of the Glass-Stegall Act of 1933 which had separated the roles of 

commercial and investment banks and established the Federal Deposit 

Insurance Corporation.   The repeal Bill was passed by a huge majority of 

both Democrats and Republicans in the Congress, and signed into law by 

President Clinton in 1999.  (Indeed, almost every economist who was 

anybody was a Neo-liberal).  The new Act permitted commercial banks to 

underwrite and trade instruments, such as mortgage-backed securities and 

collateralized obligations, and to establish so-called structured investment 

vehicles (SIVs) that bought those securities, the abuse of which activities 

helped trigger the financial collapse.  This was legislation for which the 

commercial banking industry had been lobbying since the 1980s.     

 

It is debatable whether the current crisis would have occurred in the absence 

of the management paradigm-shift from „stakeholder value‟ to the 

„shareholder value‟, which became the standard fare at business schools in 

the USA and around the world, including the CARICOM Caribbean.  

Professor Michael Jenson of the Harvard Business School, the prophet of 

this paradigm-shift, argued: “Corporations vest control rights in share 

holders because they are the ones that bear business risk and therefore have 

the appropriate incentives to maximize corporate value.”  I had learned in 

the 1960‟s that the responsibility of Management was to redistribute the 

returns of the enterprise in a just manner among all stake-holders, customers, 

supplies, workers, etc., and, of course, shareholders. Jenson saw CEOs as the 

agents of the shareholders, whose primary, if not sole, responsibility was the 

maximization of shareholder value as measured by the stock market.  His 
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challenge of the corporate governance, he concluded, was how share holders 

might exercise control over Management from such a distance. 

 

The solution to this problem, was the alignment of shareholder interests with 

those of CEOs by linking executive pay to stock market performance.  CEOs 

were therefore encouraged to hold company stock, and were paid an 

increasing portion of their compensation in bonus awards of company stock 

and stock options as an incentive to put the interests of shareholders first. 

 

Since the movement in stock price was the measure of shareholder value, 

and since corporate earnings, which drive stock prices, were published 

quarterly, CEOs naturally shifted their concerns towards short 

considerations.  And in their reach for consistently outsized increases in 

profits, the CEOs of revered Wall Street financial institutions chased after 

risky off-balance sheet returns from investments in exotic derivatives and 

hedge funds bets, forgetting that their primary fiduciary responsibility was to 

the depositors.  Professor Jenson has been bitterly disappointed with the 

consequences of the paradigm to which he launched. 

 

Those who have read my work, The Practice of Economic Management: A 

Caribbean Perspective, know that I have been a relentless and severe critic 

of the Neo-liberal school for decades.  Since the policies leading up to the 

catastrophic events of 2008 were so clearly rooted in free market 

fundamentalism, I have argued elsewhere that, in the terminology of Thomas 

Kuhn in his seminal work, The Structure of Scientific Revolutions, the Neo-

liberal paradigm has suffered an unacceptable technical breakdown, 

triggering a devastating crisis, and is therefore a candidate for dislodgement 

or, at least, radical reconstruction.     

 

The fact is that, as explained above, the discontinuities brought about by the 

Crisis have invalidated the economic tools and rules of yesterday; we await a 

new Keynes to lead us out of the darkness in which we now grope.   

Unfortunately too many mainstream economists still cling nostalgically to 

their discredited paradigm.  Notable exceptions are Nobel Laureates, 

Professor Paul Krugman, who has publicly declared the macroeconomic 

models developed by mainstream economists over the last two or three 

decades to be useless, and Professor Joseph Stigtiltz. However, Professor 

Gregory Mankiw of Howard University,  a committed „free-marketeer‟, 

explained in the Sunday Times of May 24
th

 that his freshman Economics 

course “would not be substantially changed  …despite the enormity of recent 

events,  the principles of economics are largely unchanged.”  This year‟s 
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freshman class walked out of the Professor‟s  Economics 100 class, 

protesting that his message was unrelated to reality. 

 

 

The real tragedy is that, in the absence of authentic scholars of Economics,  

a host of over-night economists, aspiring politicos and media talking heads 

have rushed in to fill the vacuum with their magic economic potions, like tax 

cuts for the rich combined with benefit cuts for the poor, a balanced budget 

amendment, return to the gold standard, and most outrageous of all,  the 

abolition of the Federal Reserve System, without whose decisive response to 

the Crisis, the US  economy would have, metaphorically speaking, suffered 

the fate of Hiroshima. 

 

6. The Search for Fundamental Causes. 

 

Timothy Geithner, Secretary of the Treasury, and Laurence Summers, 

President Obama‟s first Chairman of the President‟s Council of Economic 

Advisers, both one time strong supporters of deregulation, summed up the 

causes of the crisis in a joint statement this way: 

The financial system failed to perform its function as a reducer and 

distributer of risk.   Instead, it magnified risks, precipitating an 

economic contraction that has hurt businesses and families around 

the world …The current financial crisis had many causes.   It had its 

roots in the global imbalance in saving and consumption, in the 

widespread use of poorly understood financial instruments, in 

shortsightedness and excessive leverage at financial institutions.   

But it was also the product of basic failures in financial supervision 

and regulation.   

 

There is little in their concise assessment to disagree with – except that it is 

difficult to see why the frugal savers in the emergent economies should be 

blamed for the errors of US economic policy makers and the reckless risk-

taking of the Wall Street elite.  However, Summers and Geithner raise so 

many issues that we are left with no idea as to which ones are fundamental.   

The numerous books written about the crisis are even more overwhelming, 

including the voluminous work, This Time is Different, by Carmen Reinhart 

and Kenneth S. Rogoff, that covers the waterfront of all the financial crises 

that have occurred since writing was invented.   There is also the Report of 

the Financial Crisis Commission, created to “examine the causes of the 

current financial and economic crisis in the United States”, and which runs 

for 450 pages not including notes and appendices.   Again the Commission 
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enumerates so many causes that we are left as much in the dark as we were 

before.  The search for fundamental causes requires resort to the discipline 

of epistemology, i.e. the study of the nature and grounds of knowledge, a 

discipline to which economists have paid far too little attention. 

 

The late polymath, Professor Kenneth Boulding, observed: 

It is a very fundamental principle that knowledge is always gained 

by the orderly loss of information, that is, by condensing and 

abstracting and indexing the great buzzing confusion that comes 

from the world around us into a form which we can appreciate and 

comprehend.”  

The late Swedish Nobel Laureate, Professor Gunnar Myrdal, is even more 

explicit:  

Theory is necessary not only to organize the findings of research 

so that they make sense but, more basically, to determine what 

questions are to be asked…. Theory, therefore, must always be a 

priori to the empirical observations of the facts.  Facts come to 

mean something only as ascertained and organized in the frame of 

a theory.   Questions must be asked before answers can be obtained 

and, in order to make sense, the questions must be part of a 

logically coordinated attempt to understand social reality as a 

whole.   A non-theoretical approach is, in strict logic, unthinkable.  

 

Taking a cue from Myrdal, I have selected two questions, the answers to 

which provide a hypothesis in the search for the fundamental causes of the 

crisis.  This approach is consistent with Occam‟s Law, a principle that 

recommends selecting from competing hypotheses, the one that makes the 

fewest new assumptions. 

 

1. Why is it that a country, whose regulatory provisions had produced a 

high degree of financial stability for five decades following recovery 

from the Great Depression, slip into the “Great Contraction” 

beginning in 2008? 

 

2. Why did a financial system considered the most advanced and secure 

during four decades suddenly implode and threaten total collapse, and 

suddenly morph into reckless and high risk behavior. 

In probably the most famous quotation of any economist, John Maynard, 

Keynes famously wrote: 
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“The ideas of economists and political philosophers, both when they are 

right and when they are wrong, are more powerful than is commonly 

understood.  Indeed the world is ruled by little else”.  Keynes was saying 

that paradigms have consequences. 

 

My thesis is that the paradigm shift achieved by the Neo-liberal school, and 

that utilised by Professor Jenson were mutually reinforcing, and proceeded 

from the late 1980‟s in a parallel course, converging in 2008 to trigger the 

global financial Crisis.  The first paradigm created the environment of lax 

regulation; the second created the moral hazard leading to a culture of 

managerial greed and reckless risk-taking. 

 

Conclusion 

 

The broad conclusion of the Paper is that the American economy has 

woefully underperformed. The Obama Administration has been unable to 

mount a coherent and clearly thought out strategy for dealing with the 

Financial Crisis.  It must be conceded, however, that no incoming American 

President since Franklin Roosevelt has been dealt a worse hand than Barack 

Obama.  There is no doubt that economic recovery in the USA would have 

been far advanced had the historical average degree of cooperation between 

the two political parties been in operation.  This is primarily because of the 

obstructionism of the Republican Party, and partly the result of the 

President‟s tendency to accept deals that compromise the effectiveness of his 

proposed programs. 

 

Perhaps his greatest misfortune was that almost every mainstream 

economist, Republican or Democrat, in the pool of his eligible advisors, was 

either a believer in the discredited free market doctrine or had, since the 

1980s, actively supported financial deregulation leading up to the crisis.   

Moreover, a few of them hold in high regard the work of John Maynard 

Keynes, the greatest economist since Adam Smith and the  leading exponent 

of the economics of depression.   It was he who invented concepts like 

“effective demand”, the lack of which weighs the US economy down today, 

and the “liquidity trap”, in which it is now mired, and from which monetary 

policy alone will not suffice;  only an aggressive program of government 

expenditure to stimulate effective demand and create employment can do the 

job – by means of fiscal deficits if necessary.  They have also disregarded 

the work of  the late Hyman Minsky who, for more than a decade had 

warned of the inherent instability of the capitalist system – the only 
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proposition on which Keynes agreed with Karl Marx.  In his work, “Can It 

Happen Again”, Minsky warned that in the absence of robust financial 

regulation, we could see another great depression; he strenuously opposed 

the Repeal of  Glass-Steagall.  

 

The President‟s greatest error was to allow the Republicans to shift the 

narrative of the debate from “jobs, jobs, jobs”, to that of deficit reduction, 

while simultaneously agreeing to the extension of the Bush tax-cuts that 

increased the deficit even further.   More recently, the President has shifted 

his emphasis back to “jobs, jobs, jobs”, and is insisting that the one per cent 

of rich taxpayers who own 60 percent of the national wealth pay taxes 

commensurate with their wealth.    

 

Another misstep was to focus on the recovery of the Wall Street banks and 

to neglect the travail of households whose homes were “under water” or 

foreclosed. He has recently stepped up his programmes to assist foreclosed 

homeowners.  

 

But the most critical problem facing the nation is the rising level of poverty 

in what was formerly the richest country in the world.   Impoverished 

citizens cannot generate the effective demands needed for exit from the 

current recession and the restoration of economic growth. Americans have 

yet to understand that the capitalist system works best when everybody is 

well-off – not only the very rich. 

 

 

 

 

 

 
 

 


