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Great Crises of Capitalism – What are the lessons? * 

PD Jonson (AKA Henry Thornton) 

From Adam Smith’s invisible hand to Keynes’ and Minsky’s economies in crisis to 
Friedman’s monetary theory of inflation and beyond, we provide our view of how it all 
works. Complexity is unavoidable with billions of participants, trillions of markets and 
uncountable numbers of transactions every day but one conclusion is clear – economies are 
prone to periods of boom and bust. 

Adam Smith wrote of the role of the invisible hand (1) in coordinating through market forces 
the myriad decisions of businessmen and women, governments and households - who in their 
economic activities may be consumers, welfare recipients, workers or entrepreneurs.  Like 
the invisible particles (or strings) of modern physics, the forces connecting them are hidden 
and will be understood only after careful experiment, observation and theorising.  We need to 
accept that economics is more complicated because individual participants may respond after 
rational or even irrational thought, unlike (presumably) the particles (or strings) of modern 
physics. 

Put simply, economics is a social science. In reality, many of the assumptions of economic 
theory are not met except in the broadest sense. So we must advance with some caution. 

Any adequate portrayal of the modern economy must recognise demand and supply in a 
myriad of markets both within countries for non-traded goods and services (a vanishing set) 
and between countries, which ultimately means globally.  Expectations of the players are 
important but hard to understand or allow for, and confidence of key participants is vital but 
difficult to influence except negatively. 

There are differences in the speed with which markets clear.  The global markets for oil and 
gold are two fast clearing markets.  (But oil near US$150 per barrel in 2007 was an odd 
equilibrium, well above any sensible long-term price.) Labour markets in nations where trade 
unions are still powerful or provision of information are still imperfect or where people are 
deeply conservative in holding on to previous norms in pay demands are slow to reach a 
sustainable equilibrium. 

It is the assumption about market clearing that most clearly divides economists interested in 
macroeconomic theory, policy or modelling.  Neo-classical economists deny any market fails 
to clear but consider assumptions of imperfect information or mistaken expectations to justify 
lagged adjustment.  But there is a school of economics – based on simple facts - that asserts 
that economies develop irrational financial instability, with runaway asset and credit inflation 
followed by  reaction that leaves many resources unemployed or underemployed. 

Manifestly, when a modern nation, like the USA, can have a third of its workforce 
unemployed or underemployed, as it was during the Great Depression of the 1930s, and up to 
a quarter during other great crises of capitalism, there is some imperfection that prevents 
labour markets from clearing. It was John Maynard Keynes in his General Theory of 

Employment, Interest and Money, written during the Great Depression, who grappled most 
significantly with this question. He said: ‘The outstanding faults of the economic society in 
which we live are its failure to provide for full employment and its arbitrary and inequitable 
distribution of wealth and incomes’. (2)   
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Keynes concluded it was a shortage of ‘aggregate demand’ that was the prime cause of 
depression. ‘Aggregate demand’ is made up of the whole myriad of demand components 
recognised in simple ‘Keynesian’ models – demand for consumption goods by domestic 
households, for investment goods by domestic businesses, for exports by foreigners, demand 
for resources by governments, demand for labour by governments and businesses (some of 
which may need to be met from abroad in the open economy case), etc, etc.  There are many 
classes of goods and services in each category, and aggregation (necessary in models) is 
fraught with conceptual difficulties. 

The supply side is just as various. Consumption goods are mostly produced by domestic or 
overseas businesses; machinery and other capital goods are produced by different firms here 
and abroad; and labour is supplied by households.  The technical conditions of supply are 
heavily influenced (in the longer term) by ‘technical progress’, itself influenced by spending 
(by governments or businesses) on research and development (R&D) and the availability of 
certain types of specialised humans called entrepreneurs.  Easier to produce but equally 
necessary are supplies of appropriately trained engineers, geologists, accountants, venture 
capitalists and even economists. 

Post-Keynesian economists, notably Hyman Minsky (3), have grappled with the dynamics of 
boom and bust, including the role of central banks and governments attempting to stabilise 
what he sees as an inherently unstable economy.  My (possibly simplified) understanding of 
Minsky’s emphasises two key points.  Rather than reaching ‘equilibrium’(as classical 
economics assumes) we should think instead of periods of ‘tranquillity’ during which the 
seeds of the next mania are sown.  Gradually either conventional financiers (‘banks’) loosen 
their standards for granting credit or investors find new (less reliable) sources of finance.  
Increased demand for assets is fuelled by increased supplies of credit until, in some cases at 
least, asset booms turn to bubbles that are followed by quite sudden reversals.  Once asset 
values have plunged, many investors will be left with debts well in excess of the new, 
depressed, asset values and bankruptcy of both investors and their financiers is likely. 

Modern governments try, mostly unsuccessfully, to limit booms and clean up afterwards. 
Higher interest rates imposed by central banks have typically been regarded as inappropriate 
because of the uncertainty about whether or not the central bank is dealing with a ‘boom’ or a 
‘bubble’. There is in fact a quasi-religious aspect to this debate.  From the point of view of a 
rational central banker, leaning into a situation of sharply rising asset prices makes sense 
whether or not it is dealing with either a strong boom or a bubble. ‘Asset inflation’ is a far 
more neutral description, though less colourful. 

‘Leaning into’ an asset inflation should include issuing warnings, like the US Fed in the late 
1920s, raising interest rates under official control and  perhaps also imposing higher reserve 
ratios on lending institutions, or tightening rules limiting lending on margin.  The trouble is, 
when investors are at their most enthusiastic, warnings may be ignored and higher interest 
rates may fail to stem the enthusiasm. And innovative financiers and even more innovative 
investors are likely to evade any type of braking device.  

Reduced or extra spending by governments (or changes to rates of tax) will help to stabilise 
goods and labour markets. If there is risk of failure of financiers, at least those regarded as 
‘too big to fail’, governments typically also seek to organise rescue packages involving 
forgiveness of debts, or injections of capital, ideally in return for equity in the struggling 
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financiers. Bailout whether of investors or bankers creates ‘moral hazard’ and is likely to lead 
to greater over-lending and overspending on assets during the next boom. 

A nation’s tax policies by influencing incentives will influence supply and demand in every 
market to an extent not well understood.  I recall a graph from the talk of an American 
economist that strongly suggested that it was only when the US capital gains tax was reduced 
to 20 % that the US venture capital industry really took off.   

We all know that correlation does not imply causation, but there is plenty of anecdotal 
evidence that reducing the top rate of income tax well below 50 % will encourage the supply 
of effort by certain highly skilled humans.  The logic behind this view is attributed to Arthur 
Laffer who observed during a restaurant meal that when the tax rate is above 50 % it will 
make sense to put more effort into evading or avoiding tax than into earning more money. 
Perhaps the chief impact is on such people’s country of residence, because the most 
productive people are highly mobile internationally and likely to resent paying relatively 
large shares of their incomes to feed those they see as unproductive public officials or welfare 
recipients. 

Overshadowing all of this is the fact that the state of confidence plays an enormous role in 
modern economies – the influence that Keynes called ‘animal spirits’ and which seems also 
to be a key part of Minsky’s work.  Even when I was a student of economics almost 50 years 
ago at Melbourne University, our teachers recognised that ‘expansionary’ policy actions that 
reduced the confidence of households and business would tend to be self-defeating. 

Writing as he did at a time of great depression, Keynes did no more than provide a 
speculative chapter on inflation. His comments were entirely sensible, focussing on the effect 
of fully employed resources on the rate of inflation. His analysis of inflation was in the great 
Humean tradition that there are ‘100 canals’ for adjustment that we do not understand. But 
one fact stands out - that as an economy approaches full employment it will tend to generate 
inflation rather than additional output. 

Milton Friedman popularised a very simple one good, one asset (money) model of a closed 
economy.  This can be summarised in the famous ‘quantity theory’ equation relating the 
supply of money, its ‘velocity of circulation’ (how often each unit of money is turned over), 
the price of the single good and  its quantity.  This equation is best understood as a statement 
of long-term equilibrium. Allowing for variations in velocity of circulation and in the 
production of the single good during the adjustment process, the statements immediately 
above  hold in the long run when velocity and production have returned to their assumed 
steady state levels (or rates of growth). (4) 

The philosopher David Hume in his only essay on economics wrote of the adjustment process 
in a way I found entirely convincing.  I wrote in 1976: ‘Hume stressed the tendency for the 
balance of payments to equalise “somehow” the supply of money with the demand for 
money. Hume was agnostic about the possibility of understanding in detail the “hundred 
canals” whereby excess money flowed out of small open economies but was not agnostic that 
this would occur. An analogy can be drawn with the proposition that, in a Friedmanite closed 
economy, doubling the money stock will, eventually and approximately, double the price 
level’. (5) 
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In the twentieth century, giant econometric models were built capturing the allegedly stable 
relationships between the four variables in the quantity theory equation, often using many 
other variables believed (with some statistical justification) to be influenced by and 
influencing in turn the four fundamental variables.  This was the attempt to identify Hume’s 
“hundred canals” and must at best be described as less than fully convincing, though 
econometric models have been used with some success in predicting future economic 
developments and analysing potential policy changes. 

Of course it has been recognised that the price and quantity of a single good are not meant to 
represent single things but rather are weighted average of many prices and their associated 
products and services.  So long as special factors do not impact on individual prices or 
products, the one-good, one-asset model may be used in ‘first approximation’ mode.  
Economic dynamics can be introduced as ad hoc lags or with the assumption that money is a 
‘buffer stock’. The buffer stock formulation was the contribution of two Canadian graduate 
students in the late 1950s. (6) 

The analysis of open economies took time to sort out, and until this occurred there was more 
heat than light. As an undergraduate I studied Australia’s ‘monetary history’, inspired by the 
monumental work  of Friedman and Schwartz.  I worked out that for the small open economy 
that was Australia, money was ‘demand determined’ and the price level was determined by 
global prices – fumbling my way toward  what became the standard  case of an open 
economy with fixed exchange rate.   

In the 1970s, this author and a colleague, Henryk Kierzkowski, both graduate students at the 
London School of Economics, applied the Archibald and Lipsey analysis to the standard 
model of trade with two goods – one traded and the other non-traded – and money as a single 
asset. With a fixed exchange rate, excess money first created a current account deficit and 
gave a temporary stimulus to economic activity.  Eventually, however, the current account 
deficit eliminated the excess money or if, during the adjustment process the currency was 
devalued, the economy could end up with a higher price level in proportion to the 
devaluation. (7)     

In this (still highly simplified) model, consumption is defined as equal to income minus a 
proportion of the gap between the demand for money and real money balances.  This gap we 
called called ‘monetary disequilibrium’ and in dynamic models whose parameters were  
estimated with British and Australian data this construct helped explain adjustment of 
consumption and domestic prices – the latter effect only becoming relevant in the flexible 
exchange rate regime after the final abandonment of the gold standard. Again, in this case, 
the equilibrium outcomes did not stretch the basic approach of the one good one asset model, 
or rather its open economy, fixed exchange rate version, though it did generate a lot more 
heat than light as the debate developed in academic and central banking circles. 

This author has tried to find simple ways to introduce a non-monetary asset into this model so 
as to capture the essential ideas of Minsky, but as the work of Minsky’s followers shows, the 
mathematics quickly becomes very complicated.  The essential role of asset and credit booms 
and busts in the modern economy shows the importance of pursuing this line of inquiry. 

In the late 1990s and early 2000s, a major change to the structure of global capitalism began 
to be important.  The emerging economic superstates of China and India began to influence 
the western nations by their provision of cheap goods.  This requires an obvious application 
of a two-good, one asset (money) model.   In the world of ‘dominant China’, expanding the 
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global money supply might not raise the prices of manufactured goods charged by China at 
all, or the relevant adjustment might take many years.  With manufactured prices fixed, 
presumably the prices of other goods would be the main item to adjust, meaning goods not 
imported from China.  In inflationary countries other than China, non-traded goods would 
experience inflation until a new equilibrium was established. 

If we introduce a second asset, call it ‘bonds’, or ‘shares’, or ‘non-monetary capital’, its price 
will also rise in a world where the manufacturing goods price is fixed and money expands.  
Now we have the possibility of non-monetary asset inflation.  In a world of loose monetary 
policy there will be both asset and non-traded product inflation.  Following Minsky, it is 
necessary to recognise that periods of ‘tranquillity’ will be followed by periods of financier 
created money, prolonging asset booms and in some cases creating asset bubbles that are 
followed either by government bailout or recession leading in some cases to depression. 

In the real world there are many countries, almost all producing their own money, many, 
many products and assets other than money for each country, and there are degrees of 
flexibility between the currencies of each nation. If the money supply of the dominant 
economy (still that of the USA) whose money serves as a global currency is expanded this 
will make the prices of non-money assets and non-traded good rise. Ultimately, of course, 
China’s manufacturing prices need to rise also, or China’s currency has to rise, but at a time 
of great structural development of China this development may take years if not decades. 

Whether, with manufacturing prices fixed, non-traded goods inflation or non-money asset 
inflation rises more in response to increasing US money is an empirical matter.  Suppose, 
however, that the USA suffers a domestic recession so that non-traded goods inflation is low 
or zero.  Then rising money supply may only increase non-money asset prices. 

When analysts write of global ‘imbalances’ they are usually writing about an incomplete 
adjustment in which one country or group of countries have an external deficit (or a falling 
exchange rate), and another country has an external surplus (or a rising exchange rate) with 
incomplete price adjustment.  The great modern example has the USA and other developed 
economies in deficit and China and similar nations in surplus. 

Ignore line 

If, to take a different case, goods inflation is slow to adjust to monetary contraction, the same 
approach predicts asset deflation.  When the British Chancellor of the Exchequer, Winston 
Churchill, returned the UK to the gold standard at the 1925 overvalued pre-World-War-I 
value, Britain became an entrenched deficit nation with domestic prices (including wage 
costs) too high to allow full employment.  Asset prices, goods prices and wages all fell while 
unemployment rose. 

My point is that, if prices of a great many goods and services are held down by structural 
change or by effects of recession or depression, asset inflation will take the place of product 
inflation in response to expansion of money.   This is part of the story of the global economy 
in the two thousands.  Since China did not allow its exchange rate to float upwards, 
eventually it began to suffer goods inflation and global asset inflation lost some of its 
strength, and became for a time severe asset deflation.  Then The US Fed stepped in and 
restored monetary expansion. 
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Explanations based on the occurrence of inflation when an economy was  ‘approaching full 
employment’ was a model with some persistence, a name – the ‘Phillips curve’ – and a 
degree of empirical support from statistical analysis .  In the troubled 1970s, however, 
inflation rocketed up in parallel with unemployment, in contrast with the standard approach 
that predicted that rising unemployment would end inflation.  

Two explanations were offered by economists for the ‘stagflation’ of the 1970s.  The first 
was that the oil price shock directly impacted on consumers’ and business budgets and 
reduced aggregate demand - hence rising unemployment with rising inflation.  The other was 
that consumers and businesses came to expect inflation and the generally expected rate of 
inflation got built into a whole range of prices and wages.  In this approach the (poorly 
understood but powerful) direct costs of inflation stunted output and thus employment.  Both 
explanations probably reflected some aspects of reality, but I am aware of  no fully 
convincing attempts to differentiate between the theories. 

Milton Friedman famously said ‘Inflation is always and everywhere a monetary 
phenomenon’.  He also championed the notion of a ‘natural’ (equilibrium) level of 
unemployment, equivalent to the assumption of fixed levels of product (or constant growth of 
product) in equilibrium. As I have argued, Friedman’s view includes a simple long-term 
relationship between the amount of money in an economy and the price level, or between 
money growth and the rate of inflation.  Strictly speaking, this is a requirement for 
equilibrium (or, ‘tranquillity’) in a range of economic models, with a high degree of empirical 
verification.  

‘Money’ is defined in different ways at different times – Cowrie shells in certain Pacific 
Island communities, gold coins in ancient Rome and in many nations in the nineteenth 
century,  bank  notes and bank deposits (or electronic marks in computer files) in the modern 
world.  For most of history, ‘money’ was defined as some rare and valuable commodity – 
hence the ‘gold standard’.  When the gold standard proved too confining  purchasing power 
was guaranteed by powerful central banks or governments – a twentieth century approach 
that has allowed hyperinflation in some nations, endemic but moderate inflation in other 
nations and, in recent decades with goods and services inflations contained by new economy 
developments,  massive asset inflation.  

Refinements of the simple ‘monetary’ analysis of the gold standard are needed to cope with 
John Law’s invention – credit money created by banks. In the days of the gold standard a 
surplus nation gained gold and a deficit country lost gold and central banks reduced or raised 
interest rates to hasten adjustment in both countries.   As we saw in Chapter 6, in the 
nineteenth century, the Bank of England following the rules of the gold standard went with an 
economy of regular fluctuations but no destabilising, long-drawn out booms and busts. A 
country that ran out of gold was unable to pay for imports, which resulted in high interest 
rates and powerful downward adjustment of living standards.  (Within a gold standard nation, 
individual banks would run out of money, and would reduce loans and raise their lending 
rates well before they ran out of gold). 

The gold standard was finally abandoned by the Nixon government in the United States in 
1971.  This was regarded as allowing easier adjustment than the tighter domestic policies (to 
reduce inflation) that would have been required if the gold standard were to be maintained.  
Hard money economists saw this as abandoning a useful ‘anchor’ for inflation, and 
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encouraging widespread resort to inflationary finance.  The results, analysed in Chapter 9 of 
Great Crises of Capitalism, showed that this was no fanciful theory. 

In strict logic, of course, rigidly controlled printing of paper money might be a better anchor 
than gold, whose supply was subject to the vagaries of supply and non-monetary uses – for 
jewellery and dentistry, for example.  The trouble is that most governments suffer the same 
temptation as the French Regent in John Law’s time – if printing paper money overcomes 
shortages of gold and encourages trade, printing even more must be better, right?  Wrong, of 
course, printing too much money produces inflation.  Inflation is legalised theft and has many 
insidious negative effects on business and households. (8) 

So how can people prevent governments from robbing them by inflation?  People must insist 
that limits be put on growth of the money supply. There have been unsuccessful attempts to 
impose a relevant constitutional amendment in the USA. The latest attempt involves giving 
independent central banks a mandate to contain inflation.  This has worked for some nations, 
including Australia, when buttressed by downward ‘new economy’ pressure on goods and 
services inflation. The US Fed has, however, chosen to provide additional stimulus twice in 
the past decade – once under Chairman Greenspan when official rediscount rates fell almost 
to zero in the wake of the crash of the internet boom and again under Chairman Bernanke 
during the Global Financial Crisis. 

Banks are like miniature countries under the gold standard.  Prudence requires them to keep 
sufficient reserves – gold in times past, paper money or access to a borrowing facility in 
modern times.  Kindleberger's classic book on Manias, Panics and Crashes discusses the 
financial crises of several centuries. (9)  Like Minsky, Kindleberger emphasises a tendency in 
periods of optimism for credit to expand to meet the demands of trade, especially trade in 
assets.  When optimism turns to euphoria, credit can become very flexible indeed, even 
including the invention of new forms of credit such a bills of exchange in the nineteenth 
century, borrowing from the central bank by commercial banks to fund share purchases in the 
1920s or 'subprime loans' in the early 2000s. 

The vast global asset inflation of the late twentieth century went with a great expansion of 
bank credit as ratios of bank loans (credit) to reserves were progressively eased, usually in the 
name of ‘financial deregulation’.  Now there are reforms proposed that require central banks 
and financial sector regulators to ‘lean into the wind’ of euphoria. This requires central banks 
to raise interest rates in a boom and ‘prudential regulators’ to increase reserve ratios and 
implement other forms of what the economist James Tobin called ‘sand in the gears of 
finance’ to destroy  or moderate an asset bubble.  Whether this approach will work is 
uncertain.  What seems more certain is that central banks and 'prudential regulators' like the 
US Federal Reserve Board, The Bank of England, Australia’s Reserve Bank and Australia’s 
Prudential Regulatory Agency have in future booms to do their best to reduce euphoria and to 
be seen to be doing their best. 

It is a principle of modern management that organisations, like individuals who wish to keep 
their jobs, must be seen to be doing their best, even if what believed to be for the best varies 
over the decades. In his book about the great asset bubble of the 1920s, JK Galbraith makes 
the point that the US Fed did not want to be blamed for stopping the boom. ‘Action to break 
up a boom must always be weighed against the chance that it will cause unemployment at a 
politically inopportune moment’.  And ‘the immediate death not only has the disadvantage of 
being immediate but of identifying the executioner’. (10) 
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Clearly we are in a period of renewed policy activism.  Banks will be more cautious for a 
decade or two, and regulators more diligent. Governments will be making changes to the 
rules governing financial market participants. But the lesson of history is that there will be 
future periods of asset boom fuelled by euphoric investors and imprudent financiers.  This 
has important implications for individuals or families that wish to build wealth and protect it. 

In considering asset markets, money, whether gold or paper or electronic marks in great 
computers, is clearly needed in a modern economy and society. It serves as a store of value, a 
buffer for some of life’s contingencies and allows great economic efficiencies. Niall 
Ferguson’s 2008 book The Ascent of Money contains an afterword on ‘The descent of 
money’.  Ferguson makes the case that economies that combine all the financial and 
institutional innovations, including banks, bond markets, stock markets, insurance and 
property owning democracy have performed better than those with none of these or an 
incomplete set.  (11) 

Yet the road of a fully monetised economy is not a smooth one.  Instead there are frequent 
roller coaster rides of ‘ups and downs, bubbles and busts, manias and panics, shocks and 
crashes’. (12) A good economic history, such as Kindleberger’s epic, reads like a description 
of a day at a modern theme park, to continue the analogy, with many exciting rides on offer, 
some too scary for anyone but adolescent males. And gun traders in modern investment 
banks or hedge funds look and act like adolescent males in most aspects of their lives, or so it 
often seems to any reasonably mature observer. 

Despite systematic attempts to build and protect wealth, the irregular but frequent ‘ups and 
downs’ of economic activity and markets mean one’s financial life is full of uncertainty in a 
deep sense that distinguishes it from risk. Accurate prediction is literally impossible, as any 
account of the effect of the wars of the capitalist era makes abundantly clear. Yet there are 
examples where clear headed and ruthless financiers profited by financing both sides of 
major wars, and there is Lord Rothschild’s reputed dictum that ‘the time to buy is when the 
blood is running in the streets’.   

There are also plenty of examples of people who profit from playing the markets is a 
similarly ruthless and dispassionate manner.  One general belief of equity investors is that 
equity markets tend to predict economic fluctuations – with share price corrections predicting 
more recessions than ever eventuate.  Bond dealers know from long experience that inflation, 
or fear of inflation, will raise interest rates and reduce the values of bond portfolios.  
Currency traders know that inflation in one country if not halted will lead to severe falls in 
that country’s exchange rate, but if that country’s central bank is ‘responsible’ inflation will 
normally lead to higher interest rates in that country and a stronger currency. Thus people 
who are able correctly to analyse the course of economic fluctuations may be able to make 
money from investing in the dazzling modern arrays of financial instruments.   

A warning is appropriate at this point, as some of the best economists, as judged by common 
consent or the award of Nobel Prizes, were able to lose great fortunes by badly misreading 
choppy markets.  Keynes lost a great fortune and then recovered a great fortune, reportedly 
using borrowed money to get started again.  Many investors lost a lot of money in 1987 by 
failing to predict the crash, while others protected their ‘long equity’ position early and only 
just hung on until the crash occurred. This writer’s experience includes falling for an old trick 
of assuming that Australia’s central bank would do what analysis said it ought to do.   



9 

 

 Economists are quite good at predicting long-run outcomes but especially bad at correctly 
predicting the timing of events, especially it seems the timing of events in financial markets.  
The Nobel Prize winning economists who created the Long Term Credit Management 
(LTCM) hedge fund made fortunes for a time then lost the lot when financial conditions 
appeared that were apparently impossible for their models to predict.  This was partly 
because these bright but naive men used a short run of history in developing their models, the 
sort of silly mistake that this book is dedicated to discouraging. 

Those of us who lived through the Global Financial Crisis of 2007-08, and in particular the 
global financial freeze of 2008 have been privileged to have been involved in one of the great 
crises of capitalism. Broadly ‘Keynesian’ policies of great fiscal expansion and zero official 
rates of interest were implemented with enthusiasm. Whether these policies will succeed in 
limiting the damage is uncertain at the time of writing this book. There are plausible concerns 
about the possibility of sovereign debt defaults, further bank failures, a ‘lost decade’ like that 
in Japan in the 1990s (extending well into the 2000s) and extreme market volatility doing 
great damage to the financial wealth of a generation. 

The father of fractal geometry, Benoit Mandelbrot, in 2004 wrote with Richard Hudson a 
book called The (mis)Behaviour of Markets. (13) Mandelbrot points out that asset markets do 
not move in classically random patterns (assumed in much of the economics and finance 
literature) but rather in ‘great vaulting leaps’ (to use Galbraith’s description). Mandelbrot 
agrees with those he calls ‘orthodox economists’ that stock prices are ‘probably’ not usefully 
predictable. He argues that his approach can protect wealth but not enhance it. 

Exciting and promising this work is, I must beg to differ. Movements in great vaulting leaps 
lead stock prices closer to or more often away from sustainable levels. Provided an investor is 
highly disciplined on decisions to buy or sell, there is wealth to be created by active 
management of asset portfolios. 

It seems to me that this is the implied position of most economic historians. History strongly 
supports the proposition that major financial crises are followed by major fiscal crises says 
Niall Ferguson in a 2009 article ‘An Empire at Risk’. (14) ‘On average,’ write Carmen 
Reinhart and Kenneth Rogoff in their book, This Time Is Different, ‘government debt rises by 
86 percent during the three years following a banking crisis’ (15).  Financial crises create 
debt explosions, usually producing either a debt default (when the debt is in a foreign 
currency), or a bout of high inflation. The history of all the great European empires is replete 
with such episodes. Indeed, concludes Ferguson, serial default and high inflation have tended 
to be the surest symptom of imperial decline. 

The U.S. is unlikely to default on its debt, meaning the choice it is facing is serious fiscal 
consolidation or the Fed printing money—buying newly minted Treasury bonds in exchange 
for even more newly minted greenbacks—followed by the familiar story of rising prices and 
declining real-debt burdens. It's a scenario many investors around the world fear. That is why 
they have been selling dollars and buying gold.  More recently, global bond rates have been 
rising, more evidence of inflationary expectations. 

Inflation seems to some people – including members of the Federal Reserve Board -  a low 
probability now, with U.S. unemployment close to 10 percent, weak labour unions, huge 
quantities of unused capacity in global manufacturing and people’s expectations of inflation 
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not too unstable, so far as can be judged from survey data. But inflation is often seen as the 
least costly way to escape from excessive debt, so this possibility cannot be ruled out. 

Another possibility is a rise in the ‘real’ (inflation adjusted) interest rate, one definition of 
which is an actual interest rate minus inflation. This can happen in one of three ways: the 
nominal interest rate rises and inflation stays the same; the nominal rate stays the same and 
inflation falls; or—the worst case—the nominal interest rate rises and inflation falls. 

There are a number of past cases (e.g., France in the 1930s, Japan recently) when nominal 
rates have risen even at a time of deflation. Foreign investors might ask for a higher nominal 
return on U.S. Treasuries to compensate them for the weakening dollar. And inflation might 
keep falling, to the surprise of most forecasters. 

Whether rising real interest rates is worse than a burst of inflation depends on the precise 
circumstances. For a heavily indebted government and an even more heavily indebted public, 
rising real interest rates mean an increasingly heavy debt-service burden. The relatively short 
duration (maturity) of most of America’s current debts mean that large debts have to be 
refinanced each year. That means any rise in interest rates would quickly hurt government, 
business and household budgets.  

Even without rising real interest rates, large deficits mean rising debt service payments. There 
is also in the ‘developed’ capitalist nations immense pressure to spend more on health and 
education, and to meet unfunded public service pension payments. Like debt service 
payments these payments are virtually certain to keep rising in the USA, short of some 
Thatcherite revolution. To avoid default, it is typically spending on defence that has to be cut, 
as already assumed in the USA's forward budget estimates. 

‘This is how empires decline’ says Ferguson. It begins with a debt explosion. It ends with an 
inexorable reduction in the resources available for the armed forces. US voters presumably 
realise this and the US leaders have soon to produce a credible plan to restore the federal 
budget to balance over the next five to 10 years.  If it does not there is a real danger that a 
debt crisis will seriously weaken American power. 

There are many precedents, as Ferguson points out. Habsburg Spain defaulted on all or part 
of its debt 14 times between 1557 and 1696 and also succumbed to inflation due to a surfeit 
of New World treasure. Prerevolutionary France was spending 62 percent of royal revenue on 
debt service by 1788. The Ottoman Empire saw interest payments and amortization rise from 
15 percent of the budget in 1860 to 50 percent in 1875. By the interwar years, interest 
payments were consuming 44 percent of the British budget, making it intensely difficult to 
re-arm in the face of a new German threat.  Following World War II the UK had lost most of 
its overseas assets and its time as a great power was over. This is what Ferguson calls ‘the 
fatal arithmetic of imperial decline’. (16)  

Yet even if outcomes damaging to many people come to pass there will be some people who 
are brave enough, or lucky enough to create great wealth for themselves and their families.  It 
has often been said that the economic system is like a biological system or even a geological 
system.  Companies and individuals and families rise and fall, there are innovation (like 
mutations) which bring great success and some changes (or failure to change) that lead to the 
death of whole species.  Evolution in economics is partly directed by entrepreneurs, 
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governments and officials, but these entities suffer similar uncertainties that mean most 
decisions have at best a moderate probability of achieving the intended effect. 

We know economies exhibit fluctuations, including booms and busts, but we are better at 
explaining the fluctuations after the event than we are at predicting outcomes. We are aware 
that the modern world has many global linkages and also many frictions, bringing great 
benefits and great threats. Adam Smith’s invisible hand guides and coordinates the global 
economy in all its glorious complexity and uncertainty but it is its very invisibility that makes 
economic prediction and prescription an imperfect art. 

The twentieth century included the two worst wars and the greatest global depression so far 
experienced.  After a period of strong growth with low inflation the world experienced 
damaging goods and services inflation in the 1970s extending in some nations to the 1980s. 
Again there was a period of lower volatility, known as the ‘Great moderation’. The 1990s and 
2000s have been a time of asset inflation followed by deflation.  If this is evidence of a trend 
to greater economic and geopolitical instability we have cause for great concern, as it is 
difficult to imagine a more tumultuous century that did not put the capitalist philosophy at 
great risk.   

It might be thought that mankind has learned the lessons of the great wars and great 
depression and developed the tools and disciplines necessary to avoid both wars and 
unsustainable booms and busts, but we are entitled to be skeptical.  Indeed, great skepticism 
is probably an essential survival trait. 

The experience covered in Great Crises of Capitalism, and the more detailed studies 
available elsewhere, strongly suggests that wars and unsustainable financial booms followed 
by collapse are part of the human condition.  Wars involve such destruction and misery that 
they can only be regarded as the last resort of any sane leader.  We must however be agnostic 
about whether generally faster communications in a globalised world of necessity leads to 
greater volatility of economic life, and indeed we cannot be certain that economic and market 
volatility is on balance good or bad.  Smart people will, however, be prepared to minimise 
financial losses and create new wealth from inevitable, unavoidable volatility. 
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