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Capitalism After the Great Recession 

 

Salim Rashid1
 

 

The old certainties about the financial system have been evaporating since the Great 

recession of 2008 and no consensus has arisen in its place. This talk will argue that we 

should not expect new certainties to arise in the near future. Bottom line, there are many 

problems one can point to, some within the financial sector, some in the economic 

system. But, at bottom, finance is based on Trust. Malaysians have a lot of trust in their 

system, so as long as control is kept, there is much to worry about but little to fear. The 

Great Recession of 2008-9 was the deepest and longest capitalist economic slump since 

the Great Depression 1932-32. Yet, the official strategists of economic policy in all the 

advanced capitalist economics did not see it coming; then denied it was taking place; 

and afterwards were unable to explain why it happened. The vast majority of 

mainstream economist (both the neoclassical or Keynesian wings) failed to forecast it 

too.  
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Systemic Fragility  

The Western financial model has long been known to be ‘fragile by design’ and this 

fragility has been prevented from making itself felt only by an abundance of trust in the 

circles of power and by the political hegemony of the United States. It is true that the 

most publicised sources of disruption are those induced by technology, ‘fintech’, but 

there are deeper causes that lead to the vast uncertainty felt by all participants in the 

global economy today. I will take a stand on several important questions, since the 

issues are important and require clarity.  

Many Potential Discuptors  

Low –cost banks; Atom, Tandem, Starling, The unstable euro , Zero and Negative 

interest rates, Derivatives as icebergs, Technology is often the visible disruptor but we 

have to distinguish between uncertainties about the current institutions of Finance and 

the Financial system overall, This can be illustrated as follows 

 

The FinTech Opportunity by Thomas Philippon NBER Working Paper No. 22476 

August 2016 

This paper assesses the potential impact of FinTech on the finance industry, focusing on 

financial stability and access to services. I document first that financial services remain 

surprisingly expensive, which explains the emergence of new entrants. I then argue that 

the current regulatory approach is subject to significant political economy and 

coordination costs, and therefore unlikely to deliver much structural change. FinTech, 

on the other hand, can bring deep changes but is likely to create significant regulatory 

challenges. 

Why are Finance costs constant? 

Finance has benefited more than other industries from improvements in information 

technologies. But, unlike in retail trade for instance, these improvements have not been 

passed on as lower costs to the end users of financial services. Asset management 

services are still expensive. Equivalently, the annual rate of return of savers is on 

average 2 percentage points below the funding cost of borrowers. Finance could and 

should be much cheaper. In that respect, the puzzle is not that FinTech is happening 

now. The puzzle is why it did not happen earlier. Regulations focus on incumbents---

unlikely to be effective over time. Real changes held back by political economy. It 

causes worry to those in the Financial industry but it does not shake faith in the financial 

system---perhaps the opposite. This is different from the basic doubts nagging those 

well-placed within the system 

 



William White, former head economist of the Bank of International Settlements 

(BIS) and current chairman of the review committee of the OECD (Organization 

for Economic Cooperation and Development. Jan 2016. 

In the interview with Ambrose Evans-Pritchard, he states, "The situation is worse than it 

was in 2007. Our macroeconomic ammunition to fight downturns is essentially all used 

up. Emerging markets were part of the solution after the Lehman crisis. Now they are 

part of the problem, too. Debts have continued to build up over the last eight years and 

they have reached such levels in every part of the world that they have become a potent 

cause for mischief. It will become obvious in the next recession that many of these debts 

will never be serviced or repaid, and this will be uncomfortable for a lot of people who 

think they own assets that are worth something." 

Does Finance Benefit Society?  

Academics’ view of the benefits of finance vastly exceeds societal perception. This 

dissonance is least partly explained by an under-appreciation by academia of how, 

without proper rules, finance can easily degenerate into a rent -seeking activity. I outline 

what finance academics can do, from a research point of view and from an educational 

point of view, to promote good finance and minimize the bad. Text: “57% of readers of 

The Economist (not a particularly unsympathetic crowd) disagree with the statement 

that “financial innovation boosts economic growth.” When asked “Overall, how much, 

if at all, do you think the US financial system benefits or hurts the US economy?”, 48% 

of a representative sample of adult Americans respond that finance hurts the US 

economy, only 34% say that it benefits it” 

 

ECB’s Sintra Forum on “The Future of the International Monetary and Financial 

Architecture” Vítor Constâncio, Philipp Hartmann 

The problem issues—three old, three new. i. Order or disorder in the international 

monetary system, ii. Availability of international safe assets, iii. Low equilibrium 

interest rates, imbalances and growth, iv. External adjustment, international monetary 

policy spillovers and coordination, v. Progress with international regulatory reform, vi. 

Capital markets, stability and growth. 

How shall we understand the Financial Crisis? 

Useful books 

• 1 After The Music Stopped: The Financial Crisis, The Response, And The Work 

Ahead  by Alan S. Blinder 

• 2 Unintended Consequences Why Everything You’ve Been Told About The 

Economy Is Wrong by Edward Conard 

http://www.telegraph.co.uk/finance/financetopics/davos/12108569/World-faces-wave-of-epic-debt-defaults-fears-central-bank-veteran.html


• 3. Crisis Economics A Crash Course In The Future Of Finance by Nouriel 

Roubini and Stephen Mihm  

• 4.The Map And The Territory: Risk, Human Nature, And The Future of 

Forecasting by Alan Greenspan 

• 5.The Shifts And The Shocks: What We’ve Learned-And Have Still To Learn –

From The Financial Crisis by Martin Wolf 

• 6 Fault Lines: by Raghuram Rajan 

Blinder and Rajan are, respectively, best for the US and for a global view 

 

We need a framework to see the economic issues in perspective. Economics relies on 

Law which in turn depends on Politics. Hence, economics cannot be autonomous, but is 

dependent on society. The direction of superiority for all policy is POLITICS-->LAW--

>ECONOMICS. This viewpoint will be illustrated by interpreting the Asian Financial 

crisis of 1998 as a liquidity crisis that was allowed to morph into a solvency crisis for 

political reasons. The crisis then moved on to other parts of the world and left a legacy 

of insecurity in its wake. 

 

The primacy of Trust 

Trust, political and social, is particularly called for because of the nature of money and 

of modern banking. To see how the specifically economic frame is conceptually 

unstable, we have to understand that money embodies that trust which is not reposed in 

social relationships. [Yap]. Deposit banking is designed to be fragile with its timing 

mismatch and contrast between liquidity vs solvency. Hence the Austrian school says 

that a crisis does not cause bankruptcy, it only reveals it. 

Politics as the glue 

Since both money and banking are each reflections of trust, the system will be held 

together only with some non-economic glue. The modern banking system is fragile on 

two counts. First, because a banks assets are of much longer term than its liabilities, 

which are immediate: secondly, because banks loan out a great deal more than they 

have, which is why it is called a system of fractional-reserve banking. Politics and 

Culture are the two social forces that bind societies and allow economic actors to rely on 

coherent outcomes. This is a really large claim and I am glad that I will be speaking 

again so that I can elaborate in more detail.  

Who is to blame? 

Perhaps the most worrying statement coming out of the Financial Crisis is that ‘ 

Everyone did what they should have’.[Rajan]. The best descriptive account is that of 



Alan Blinder who points out ‘7 villains’ ---then examines the working of each villain 

shows how there was a pervasive belief that the system could not go wrong. why?. Faith 

in individualism and the mythical Invisible hand. I will review the collapse of belief 

during the 1930's, painstakingly rebuilt from 1970-2000. The new consensus said that 

only one market price needed control---the Central Bank interest rate. Such an 

individualistic faith supports a political will that sets America apart uniquely. 

The limits of model-based regulation Markus Behn, Rainer Haselmann and 

Vikrant Vig 

In this paper, we investigate how the introduction of sophisticated, model-based capital 

regulation affected the measurement of credit risk by financial institutions. Model-based 

regulation was meant to enhance the stability of the financial sector by making capital 

charges more sensitive to risk. Exploiting the introduction of the model-based approach 

in Germany and the richness of our loan-level data set, we show that (1) internal risk 

estimates employed for regulatory purposes systematically under predict actual default 

rates by 0.5 to 1 percentage points; (2) both default rates and loss rates are higher for 

loans that were originated under the model-based approach, while corresponding risk-

weights are significantly lower; and (3) interest rates are higher for loans originated 

under the model-based approach, suggesting that banks were aware of the higher risk 

associated with these loans and priced them accordingly. Counter to the stated objective 

of the reform, financial institutions have lower capital charges and at the same time 

experience higher loan losses. Further, we document that large banks benefited from the 

reform as they experienced a reduction in capital charges and consequently expanded 

their lending at the expense of smaller banks that did not introduce the model-based 

approach. Overall, our results highlight that if the challenges that accompanies complex 

regulation are too high simpler rules may increase the efficacy of financial regulation. 

Asian Crisis 

 

 



 

Asian Crisis II 

 

With hindsight, the entire region shows several characteristics of bubble economies  

since 1993-95.There were four major weaknesses.  First, these economies appear to 

have been losing export competitiveness for some time prior to the crisis. The second 

weakness arose from the rapid inflow of foreign funds First, foreign direct investment 

was increasingly shifting away from export sectors and toward non-tradable sectors. The 

gains from non-tradables were more speculative and they generally earned revenue in 

local currencies.  Second, the financial inflows were shifting away from foreign direct 

investment, which is long-term and hence more stable, towards portfolio investment., 

which can generally be withdrawn at short notice. Third, the efficient use of private debt 

depends greatly on the effectiveness of an economy’s financial intermediation system, 

which in Southeast Asia is concentrated in bank operations. Fourth, governments proved 

less able than they had been in the past to manage the relatively moderate economic 

shocks at the beginning of the crisis. 

Politics Reaches Out  

The economic forces noted by Blinder were galvanised by low interest rates. But, why is 

the interest rate so low? Because Savings from LDC's flow in due to fear after Asian 

crisis of 1998. [Wolf] Politics redux. Why is housing so important to financial system 

and home ownership so sacred? The American social compact to ease the tensions of 

inequality. Two central items of 2008 derive from politics. 

Politics reasserts itself 

Who supports Trump?--white males who see rich corporations supported by 

Government but not middle class housing foreclosure, & who feel that immigration is 

forcing them into 3rd world choices. Securitisation removes the visibility of character. 

The American dream has faded away for many. Brexit has added Nationalism to the 



mix. The technological disruptions can be adapted to, but until Politics stabilises we 

have little hope for global Financial stability---knowing your own people and 

maintaining trust is the most effective financial security for the smaller countries of this 

world. 

Malaysia? 

Quite well placed on my understanding. Zuzana Fungáčová, Iftekhar Hasan and Laurent 

Weill Trust in banks BOFIT 2016 

Country Mean S.D. N 

China  3.05 0.62 1975 

Egypt  2.53 1.02 1510 

Germany  1.96 0.80 2011 

Japan  2.69 0.67 2158 

Malaysia  3.03 0.75 1299 

Singapore  2.91 0.68 1971 

South 

Korea  

2.86 0.74 1197 

USA  2.33 0.74 2177 

 

Social Capital, Trust and Well-being in the Evaluation of Wealth Kirk Hamilton, 

John F. Helliwell, and Michael Woolcock NBER Working Paper No. 22556 August 

2016 

France spends much more per capita on traffic policing than does Norway, while their 

rate of traffic fatalities is twice as high. OECD-wide research linking traffic fatalities 

and social trust (Helliwell and Wang 2011) suggests that the average social trust 

differences between France and Norway are sufficient to account for the much higher 

rate of traffic fatalities in France. 
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