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Economists and financial analysts of the postwar generation have a much
attenuated experience of economic ups and downs. We learned that business cycles would occur every three to seven years, though not regularly;
that they would result in temporary unemployment as high as 8% to 10%;
and that they could be greatly moderated by fiscal and monetary policy.
The experience of the Great Depression was well in the past. Indeed,
economy-wide financial crises were largely ‘history’ in the advanced countries. There have been no systemic worldwide financial crises in the postSecond World War years, although there have been a number of regional
or sectoral problems, such as the East Asian financial crisis, the savings and
loan crisis and the Long-Term Management hedge fund problem, which
were handled with vigorous, focused policy intervention. The fact that
the Federal Reserve was created to backstop the banking system against
repeated liquidity crises in the United States was seldom discussed in
Economics 101, in favour of the Fed’s role in macroeconomic stabilisation.
So it came as a surprise that, after almost 75 years of calm, we again
face a major financial and economic collapse in the US, one that appears
to have spread to the entire world. Financial markets have been in panic,
and markets for basic commodities, including petroleum, have fallen
sharply. The real economy appears to be collapsing in developed and
developing countries alike. Paradoxically, we thought we had learned to
avoid the excesses that lead to crisis, only to find that the very developments that represent the ‘new economy’ and globalisation are a source of
the problem, particularly when deregulation and reducing government
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intervention were considered critical policy ingredients of a vigorous and
innovative economy.
While financial difficulties in the US housing market were apparent as
early as 2005 and the subprime mortgage problem emerged in 2006, the
pivotal event in the financial crisis was undoubtedly the collapse of the
investment bank Lehman Brothers on 15 September 2008. This failure
shattered the unspoken commitment of the US authorities that major
financial institutions were ‘too big to fail’. It was followed by a sharp drop
in stock prices, a freezing of financial markets such as commercial paper,
and an upsurge in the differential between the London Interbank Offered
Rate and the Federal funds interest rates, a measure of financial market
distress. Banks simply would not lend to each other. Lenders sought to
put their cash into treasuries rather than into commercial paper. The business system threatened to come to a standstill. The crisis quickly spread
to other countries all over the world. Only after heroic efforts to pump
liquidity into the system by the US Treasury, the Federal Reserve and
central banks all over the world, did the pressure appear to abate, although
even four months later the banking system remains shaky and reluctant to
lend. Even at this time (February 2009), it would be too much to say that
confidence was restored. And the current data on expectations and real
economic variables – consumer sentiment and spending, quarterly gross
domestic product statistics, investment plans, the ISM survey – suggest
that a severe recession has begun.
How did all this happen? A strong argument can be made that the world
financial crisis of 2008 is a consequence of new financial technologies, new
accounting methods, new international linkages. These developments
have come at a time when governments had returned to an old-fashioned
free market philosophy, one that did not want to recognise the speculative
bubble and impose regulatory controls.

The ‘new’ financial economy
The crisis was not just an issue of ‘greed’, as some politicians would have
us think. In important respects, explanations for the crisis lie in the ‘new
economy’ and in globalisation. For financial markets, this has been a
period of innovation, a ‘new economy’ indeed. Much of the difficulty can
be traced to technological progress, the development of highly technical
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