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Dear Friends:

Included below are some op-eds and other items in different places including dot-coms

which relate to the Wall Street-Treasury Complex, an idea and phraseology that I developed

in my unpredictably influential 1998 article on “The Capital Myth” in Foreign Affairs, after

the Fast Asian financial crisis.

I also enclose a Chapter on the subject from my 2004 Oxford book, In Defense of

Globalization, where the idea is developed in greater depth. This book has now sold nearly

100,000 copies in English and is in 12 translations: many who write on the financial sector
have seenit. Here, I also talk of how President Eisenhower (Military-Industrial Complex)
and Wright Mills (the Power Elite) and I (the Wall Street-Treasury Complex) are now

occasionally called the Columbia Trio.

I then re-used the idea, along with that of "destructive creation" in the financial sector
(combining fruitfully 2 novel ideas & phraseology: the phrase "destructive creation"” has
now come into extensive use also: e.g. Tom Friedman has used it at some length in his Times
column & so has Gillian Tett in the FT'), in my October 2008 op ed in the FT. I used these
two ideas to explore the causes of the financial crisis and its consequence for some elements
of the financial reform, in ways that went beyond the ambit of the Asian Financial Crisis and
were far more general in its scope. You may enjoy reading the piece and especially the quote

from Keynes which a bibliophile friend of mine, Anant Chandavarkar, directed me to.

All the best,

Jagdish
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The Capital Myth

The Difference between "Trade in Widgets and Dollars

FJagdish Bbagwati

In the aftermath of the Asian financial
crisis, the mainstream view that domi-
nates policy circles, indeed the prevalent
myth, Is that despite the striking evidence
of the inherently crisis-prone nature of
freer capital movements, a world of full
capital mobility continues to be inevitable
and immensely desirable. Instead of
maintaining careful restrictions, we are
told, the only sensible course is to continue
working toward unfettered capital flows;
the favored solution is to turn the IMF
even more firmly into an international
lender of last resort that dispenses bailout
funds to crisis-afflicted countries. The
1MF took an important step in this direction
at its annual meeting in Hong Kong last
September, when the Interim Committee
issued a statement virtually endorsing

an eventual move to capital account
convertibility—which means that you
and I, nationals or foreigners, could take
capital in and out freely, in any volume
and at any time—for iMF members. The
obligations originally listed in 1944 in
the Articles of Agreement, on the other

hand, included only “avoidance of restric-
tions on payments for current transactions”
and did not embrace capital account con-
vertibility as an obligation or even a goal.

This is a seductive idea: freeing up trade
is good, why not also let capital move freely
across borders? But the claims of enormous
benefits from free capital mobility are not
persuasive. Substantial gains have been
asserted, not demonstrated, and most of
the payoff can be obtained by direct equity
investment. And even a richer IMF with
attendant changes in its methods of opera-
tion will probably not rule out crises or re-
duce their costs significantly. The myth to
the contrary has been created by what one
might christen the Wall Street~Treasury
complex, following in the footsteps of
President Eisenhower, who had warned
of the military-industrial complex.

CAPITAL MOBILITY IDEOLOGY

Until the Asian crisis sensitized the public
to the reality that capital movements
could repeatedly generate crises, many
assumed that free capital mobility among
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all nations was exactly like free trade in
their goods and services, a mutual-gain
phenomenon. Hence restricted capital
mobility, just like protectionism, was seen
to be harmful to economic performance in
each country, whether rich or poor. That
the gains might be problematic because of
the cost of crises was not considered.

However, the Asian crisis cannot be
separated from the excessive borrowings
of foreign short-term capital as Asian
economies loosened up their capital
account controls and enabled their banks
and firms to borrow abroad. In 1996, total
private capital inflows to Indonesia,
Malaysia, South Korea, Thailand, and
the Philippines were $93 billion, up from
$41 billion in 1994. In 1997, that suddenly
changed to an outflow of $12 billion. Hence
it has become apparent that crises attendant
on capital mobility cannot be ignored.

Although it is conceded that this
downside exists, many claim that it can
be ameliorated, if not eliminated, and that
free capital mobility’s immense advantages
can be enjoyed by all. Conservatives would
do this by letting the markets rip, untended
by the 1mM¥, which could then be sidelined
or even disbanded. Liberals would do it
instead by turning the IMF into the world's
lender of last resort, dispensing funds dur-
ing crises with several sorts of conditions,
and overseeing, buttressing, and managing
the world of free capital mobility.

To understand why neither of these
modifications is enough, it is necessary
to understand why the original version of
the myth, which has steadily propelled
the 1MF into its complacent and dangerous
moves toward the goal of capital account
convertibility, was just that. True, econ-
omists properly say that there is a corre-
spondence between free trade in goods

[8]

and services and free capital mobility:
interfering with either will produce
efficiency losses. But only an untutored
economist will argue that, therefore, free
trade in widgets and life insurance policies
1s the same as free capital mobility. Capital
flows are characterized, as the economic
historian Charles Kindleberger of the
Massachusetts Institute of Technology
has famously noted, by panics and manias.
Each time a crisis related to capital
inflows hits a country, it typically goes
through the wringer. The debt crisis of
the 1980s cost South America a decade of
growth. The Mexicans, who were vastly
overexposed through short-term inflows,
were devastated in 1994. The Asian
economies of Thailand, Indonesia, and
South Korea, all heavily burdened with
short-term debt, went into a tailspin nearly
a year ago, drastically lowering their growth
rates. Sure enough, serious economic
downturns and crises can arise even when
governments are not particularly vulnerable
due to short-term borrowing: macroeco-
nomic mismanagement in Japan has re-
strained its growth rate for nearly seven
years now, and Japan is still a net lender of
capital. But it is a non sequitur to suggest,
as the defenders of free capital mobility do,
that this possibility somehow negates the
fact that short-term borrowings under free
capital mobility will be, and have been, a
source of considerable economic difficulty.

DOWNSIZING GAINS

When a crisis hits, the downside of free
capital mobility arises. To ensure that capi-
tal returns, the country must do everything
it can to restore the confidence of those
who have taken their money out. This typi-
cally means raising interest rates, as the IMF
has required of Indonesia. Across Asia this
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has decimated firms with large amounts of
debt. It also means having to sell domestic
assets, which are greatly undervalued be-
cause of the credit crunch, in a fire sale to
foreign buyers with better access to funds.
(Economists have usually advised the exact
opposite in such depressed circumstances:
restricting foreign access to a country’s as-
sets when its credit, but not that of others,
has dried up.) Thus, Thailand and South
Korea have been forced to further open
their capital markets, even though the
short-term capital inflow played a princi-
pal role in their troubles in the first place.
Besides suffering these economic set-
backs, these countries have lost the political
independence to run their economic
policies as they deem fit. That their inde-
pendence is lost not directly to foreign
nations but to an IMF increasingly extend-
ing its agenda, at the behest of the U.S.
Congress, to invade domestic policies on

FOREIGN AFFAIRS - May/June 1998

ARCHIVE PHOTOS

Crisis on line one: Filipino traders react as Manila’s stock market tumbles, October 28, 1997

matters of social policy—as with the 1994
Sanders-Frank Amendment, which seeks
to attach labor standards conditions to
any increase in bailout funds—is small
consolation indeed.

Thus, any nation contemplating the
embrace of free capital mobility must
reckon with these costs and also consider
the probability of running into a crisis.
The gains from economic efficiency that
would flow from free capital mobility, in
a hypothetical crisis-free world, must be
set against this loss if a wise decision 1s
to be made.

None of the proponents of free capital
mobility have estimated the size of the
gains they expect to materialize, even
leaving out the losses from crises that can
ensue. For free trade, numerous studies
have measured the costs of protection.
The overwhelming majority of trade
economists judge the gains from free
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trade to be significant, coming down
somewhere between Paul Krugman's view
that they are too small to be taken seriously
and Jeftrey Sachs’ view that they are huge
and cannot be ignored. But all we have
from the proponents of capital mobility is
banner-waving, such as that of Bradford
De Long, the Berkeley economist and for-
mer deputy assistant secretary for economic
policy in the Clinton administration:

So now we have all the benefits of free
flows of international capital. These
benefits are mammoth: the ability to
borrow abroad kept the Reagan deficits
from crushing U.S. growth like an egg,
and the ability to borrow from abroad

has enabled successful emerging market
economies to double or triple the speed at
which their productivity levels and living
standards converge to the industrial core.

And of Roger C. Altman, the invest-
ment banker, who served in the Treasury
Department under Presidents Clinton
and Carter:

The worldwide elimination of barriers
to trade and capital . . . have created the
global financial marketplace, which
informed observers hailed for bringing
private capital to the developing
world, encouraging economic growth
and democracy.!

These assertions assume that free
capital mobility is enormously beneficial
while simultaneously failing to evaluate
its crisis-prone downside. But even a
cursory glance at history suggests that
these gains may be negligible. After all,
China and Japan, different in politics and

sociology as well as historical experience,

have registered remarkable growth rates
without capital account convertibility.
Western Europe’s return to prosperity
was also achieved without capital account
convertibility. Except for Switzerland,
capital account liberalization was pretty
slow at the outset and did not gain strength
until the late 1980s, and some European
countries, among them Portugal and
Ireland, did not implement it until the
early 19go0s.

Besides, even if one believes that
capital flows are greatly productive, there
is still an important difference between
embracing free portfolio capital mobility
and having a policy of attracting direct
equity investment. Maybe the amount of
direct foreign investment that a country
attracts will be reduced somewhat by not
having freedom of portfolio capital flows,
but there is little evidence for this assertion.
Even then such a loss would be a small
fraction of the gains from having a
pro—foreign investment strategy.

A WALL STREET-TREASURY COMPLEX

That brings us to the myth that crises
under capital account convertibility can
be eliminated. We have, of course, heard
this assertion before as each crisis has
been confronted, and then we have been
hit by yet another one. Like cats, crises
have many lives, and macroeconomists,
never a tribe that enjoyed a great reputa-
tion for getting things right or for
agreeing among themselves, have been
kept busy adding to the taxonomy of
crises and their explanations. None of
the solutions currently propounded can

Bradford De Long, “What’s Wrong with Qur Bloody Economies?” January u, 1998, from
his World Wide Web page, http://econié1.berkeley.edu/; Roger C. Altman, “The Nuke of the
90's,” The New York Times Magazine, March 1, 1998, p. 34.

[10]

FOREIGN AFFAIRS  Volume 77 No.3

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



The Capital Myth

really rid the system of free capital
mobility of instability.

Thus, while no one can disagree with
Secretary of the Treasury Robert Rubin’s
contention that reform of banking systems
around the world will help, few should
agree with him that it will eliminate the
crises that unregulated capital flows inher-
ently generate. Nor can the abolition of the
imF and its lender of last resort bailouts be
the magic bullet: there were crises before
the writer Walter Bagehot invented this
function for domestic central banks in the
nineteenth century. Nor can making the
imF more powerful kill the crises or give it
the nonexistent macroeconomic wisdom to
manage them at least cost when they arise.

In short, when we penetrate the fog
of implausible assertions that surrounds
the case for free capital mobility, we realize
that the idea and the ideology of free
trade and its benefits—and this extends
to the continuing liberalization of trade
in goods and financial and other services
at the World Trade Organization—nhave,
in effect, been hijacked by the proponents
of capital mobility. They have been used
to bamboozle us into celebrating the new
world of trillions of dollars moving about
daily in a borderless world, creating gigan-
tic economic gains, rewarding virtue and
punishing profligacy. The pretty face
presented to us is, in fact, a mask that
hides the warts and wrinkles underneath.

The question, then, is why the world
has nonetheless been moving in this direc-
tion. The answer, as always, reflects ideol-
ogy and interests—that is, lobbies. The
ideology is clearly that of markets. The
steady move away from central planning,
overregulation, and general overreach in
state intervention toward letting markets
function has now reached across many

FOREIGN AFFAIRS - May/June 1998

sectors and countries. This is indeed all to
the good and promises worldwide pros-
perity. But this wave has also lulled many
economists and policymakers into com-
placency about the pitfalls that certain
markets inherently pose even when they
were understood in the classroom. Free
capital mobility is just one example of this
unwarranted attitude. Indeed, Stanley
Fischer, the deputy managing director of
the 1MF, admitted in a February appearance
on the Charlie Rose show on PBS that he
had underestimated the probability of such
crises arising in a world of capital mobility.
But interests have also played a central
role. Wall Street’s financial firms have obvi-
ous self-interest in a world of free capital
mobility since it only enlarges the arena in
which to make money. It is not surprising,
therefore, that Wall Street has put its pow-
erful oar into the turbulent waters of Wash-
ington political lobbying to steer in this
direction. Thus, when testifying before the
Senate Foreign Relations Committee on
South Asia in March 199, right after the
Mexican peso crisis, I was witness to the
grilling of Undersecretary of Commerce
Jeffrey E. Garten on why India’s financial
system was not fully open to U.S. firms.
To his credit, Garten said that this was not
exactly a propitious time for the United
States to pressure India in this direction.
Then again, Wall Street has exceptional
clout with Washington for the simple
reason that there is, in the sense of a power

elite 4 [a C. Wnight Mills, a definite pet-

working ol like-minded luminaries
Street, the Treasury Department, the
State Department, the 1 t
World Bank most prominent among
them. Secretary Rubin comes from Wall
Street; Altman went from Wall Street to
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the Treasury and back; Nicholas Brady,
President Bush's Secretary of the Treasury, = &

is back in finance as weﬁx;y Ernest Stern, i Forelgn Aﬁalr S
who has served as acting president of the
World Bank, is now managing director ASSOCiate Edlt()r
of ].P. Morgan; James Wolfensohn, an
investment banker, is now president of
the World Bank. One could go on.

This powerful network, which may
aptly, if loosely, be called the Wall
Street—Treasury complex, is unable to look
much beyond the interest of Wall Street,
which it equates with the good of the
world. Thus the IMF has been relentlessly
propelled toward embracing the goal of
capital account convertibility. The Mexican
bailout of 1994 was presented as necessary,
which was true. But so too was the flip
side, that the Wall Street investors had
to be bailed out as well, which was not.
Surely other policy instruments, such as
a surcharge, could have been deployed
simultaneously to punish Wall Street for
its mistakes. Even in the current Asian
crisis, particularly in South Korea, U.S.
banks could all have been forced to the
bargaining table, absorbing far larger
losses than they did, but they were cush-
ioned by the 1MF acting virtually as a
lender of first, rather than last, resort.

And despite the evidence of the inher-

Foreign Affairs is looking for an Associate
Editor. The ideal candidate would
have exemplary writing skills, editing
experience, and some background in
international affairs.

An associate editor participates in all
editorial phases of the magazine:
prospecting for authors, reviewing
manuscripts, editing copy, and prepar-
ing the layout with desktop publishing
equipment. Some familiarity with
QuarkXPress software is preferable,
but not required.

Applications will be accepted through-
out the summer. Requirements: résumé,
five writing samples, and three letters

ent Tisks of free capital Hows, the Wall of recommendation.
Street-Treasury complex 1s currenﬂy pro- Address package to:
packag

eeding on the self-serving assumption that
the 1deal world 1s indeed one of free capital
flows, with the 1MF and its bajlouts at the MANAGING EDITOR
apex 1n a role that guarantees its survival FOREIGN AFFAIRS
and enhances its status. But the weight of 58 EAST 68TH STREET
evidence and the force of logic point in the NEW “{ORK‘ Ny 10021
opposite direction, toward restraints on TEL'. 212.434.9502
capital flows. It is time to shift the burden FAX: 2128611849
of proof from those who oppose to those

who favor liberated capital &
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We need to guard against destructive creation
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It seems clear that the current financial crisis, terrifying though it is in its dimensions, will not be allowed to turn
into the Great Crash of 2008. However, the larger lessons of the crisis, and its commonalities with previous
calamities, must still be learnt if a new financial architecture is to be designed that can reduce the prospect of
something similar happening again.

We can be optimistic about the effective handling of this crisis based on several factors. The Great Crash of 1929
has taught everyone lessons in what to do and, more importantly, in what not to do. Monetary policy is being
loosened, not tightened: we can thank Milton Friedman's influential analyses for that. Fiscal palicy will be
expansionary, not deflationary: we all live in the age of John Maynard Keynes, whose fiscal prescriptions were
unavailable in 1929 and grew out of the mistaken doctrines and policies of that time. The Smoot-Hawley tariff of
1930, which led to “competitive” increases in protectionism by all, accentuated the Crash. No one is willing to
repeat that error.

Neither Ben Bernanke, the Federal Reserve chairman, nor Hank Paulson, the Treasury secretary — nor for that
matter, President George W. Bush, who must take ultimate responsibility — wants to go down in history as another
President Herbert Hoover, who presided over the Great Crash.

Besides, the ideology of the US is a lack of ideology. Where Nicolas Sarkozy, the French president, could not
resist being photographed reading Marx's Das Kapital and announcing the death of “capitalism”, the Americans
settled down to fix the problem. They will do everything required to stem the crisis: for evidence of this, witness the
shift of the $700bn (€515bn, £401bn) bail-out fund from buying toxic assets to recapitalising banks.

When the dust has settled, we must ask the question: why did this crisis occur? There are specifics that are not
applicable everywhere. The crisis was, for example, kicked off by highly leveraged lending for uncreditworthy
mortgages by the quasi-governmentalFreddie Mac and Fannie Mae. But the problems became huge because
“policy innovations” had been racing ahead of comprehension. The securitisation of mortgages was an innovation
that led unwittingly to what Wall Street calls “betting the company”. Credit-default swaps allowed!G to bring in
huge returns but at high risk if things went wrong, which they did.

The Long Term Capital Management crisis had a similar problem. At its heart were derivatives that no one quite
understood. The Asian financial crisis was a result of a different innovation: the spread of capital account
convertibility to economies that had registered miraculous growth for three decades, based on trade, but which
were felled by their shift to financial convertibility. The downside had not been anticipated.

In each case, the assumption was that financial innovation was like non-financial innovation. When the personal
computer was invented, the economy profited without upheaval. The typewriter became obsolete — an example of
what Joseph Schumpeter famously called “creative destruction”. But with financial innovation, the downside can
be lethal — it is “destructive creation”. We have to work hard at defining the downside scenarios.

The failure to think about the downside results from what | cail the “"Wall Street—Treasu? Com%lex"' Robert Rubin
went from Goldman Sachs to the 1reasury and back to Citigroup. Hank Paulson went from Goldman Sachs to the
Treasury and will doubtiess return aiso to Wall Street. This network shares the optimistic scenarios that Wall
Street spins. Mr Rubin was in charge of the Treasury during the Asian financial crisis, whereas Mr Pauison was
among the five major investment banking chief executives who persuaded the Securities and Exchange

Commission not to extend prudential reserve requirements to their companies.

We therefore need a truly independent commission of experts to look closely at each financial innovation and
work out its potential downside. Keynes once wrote that the inevitable never happens, it is always the unexpected.
This commission would be charged with trying to narrow the range of the unexpected. We do not have to be
blindsided by downsides just because we lazily surrender to the euphoria of the Complex.

The writer, a university professor at Columbia University and senior fellow at the Council on Foreign Relations, is
the author of In Defense of Globalization (Oxford), reissued in 2007 with an afterword
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The role of culture in Economics is often overlooked because culture is often
cited as a roadblock to thinking about the role of economics in explaining economic
phenomena.

Thus, when [ was young, lack of development was occasionally ascribed to the
cultural values that attached a low value to economic success. So, the economists turned
around to saying and in fact demonstrating in different contexts that there will always be
some response to economic opportunity; and that culture defines only the degree and
speed of response. As the British saying goes: every man has his price (only the price
varies with culture). In fact, some of the early work in development economics was
addressed to showing that peasants, who were supposed to be unresponsive to market
incentives, were in fact not so.

[ must also add that economists found some of the cultural explanations difficult
to accept. They seemed to go in all directions. Thus, Confucianism was long supposed to
be a drag on development. After the success of East Asia, it was supposed to be
conducive to development! A cartoon which I once saw captures well the way
economists tend to see cultural explanations: A manager dressed like a Shinto priest is
telling his staff: the Protestant ethic does not cut it any more; we are turning to Shinto”.

Some economists carry this skepticism of cultural factors too far and therefore
miss important ways in which one may explain economic phenomena. Thus, in my book,

In Defense of Globalization, I consider the impact of globalization on child labour in the

poor countries. I argue that, from a cultural perspective, we can distinguish between
wicked and virtuous parents. When incomes improve because of globalization (as

happened in Vietnam when trade restrictions were removed and peasants earned about a



third more for their rice), the wicked parents will say: ah, we can now earn more from
rice so we will take one child away from school and out her to work instead, whereas the
virtuous parents will say: we are doing better economically now, so we will take one
child away from work and put her in school instead. In Vietnam, and many other studies,
parents turn out to be virtuous: maybe, cultural and biological factors explain why parents
make virtuous choices. But economists would like to add that economic factors explain
the virtuous outcomes as well. How? Because numerous studies show that there are high,
private returns to a family from primary education. But poor peasants face “imperfect
credit markets”, i.e. they cannot borrow money to finance the education, because they do
not have collateral. So, if incomes improve, this credit constraint is removed and peasants
will then make virtuous choices.

Cultural differences also underlie some key conflicts today between countries.
Thus, the general attitude to technical change in genetically-modified foods in the United
States is that it solves problems whereas in European culture, it is often that it creates
problems. The notion that GM foods are “Frankenstein” foods goes well in Europe; it is
generally considered laughable in the United States. And I reproduce a cartoon from The
New Yorker where the customer tells the waiter in a restaurant: This broccoli does not
taste good; it should be modified genetically for better taste.” I say in my Globalization
book that the United States is after all a nation where artificially enhanced women (with
their endowments amplified by Silicon transplants) are chased by artificially aroused men
(on Viagra). [At the cultural level, I might also add that it is odd that sex remains central
to relationships even in old age in the United States, in contrast to other cultures. We had

a charming Polish secretary who called up her mother in Warsaw. The mother asked her:



Darling, what is this thing called Viagra? So, the daughter explained. The mother, aghast
and alarmed, said: Good God, don’t tell your father about it!” This story also illustrates a
point that many economists make: that culture is not immutable but will often adapt to
economic and technical change. The Polish mother obviously thought that her husband
would snap out of his Polish-style sexual retirement once Viagra was available.]

So we have had disputes over hormone-fed beef and over GM foods between the
United States and Europe. Comparable disputes have arisen over culture and
globalization. Americans generally do not see that other nations see that their culture may
be undermined by economic globalization. So, the European Union, Canada and others
have wanted to impose restrictions such as requiring a minimum proportion of indigenous
TV programs. The United States tends to see these as simple protectionism. But it fails to
realize that the United States is unique in not seeing why other countries see a need to be
supportive of actions to preserve their cultures in the face of globalizing influences. The
uniqueness of the US in this regard comes from the fact that, being a nation of
immigrants, its experience has been to “import” and assimilate, without feeling
threatened, several cultures, much as you can buy a hundred varieties of cheese in the
New York stores or see Japanese sushi, central European pastrami and Indian tandoori
chicken being sold, Hare Krishnas dancing on Telegraph Avenue outside the University
of California at Berkeley. At the same time, on the export side, United States is at the
frontier: exporting “low culture” like Coke, McDonalds and pop music, and “high
culture” such as ideas on children’s rights and women’s rights. Of course, protecting your
own culture still leaves open the issue as to how best to do it. If you want your own

cinema to survive and flourish, having quotas on showing of foreign films is, to begin



with, not feasible since people can always buy DVDs. Again, it is surely better to
subsidize your own cinema than to restrict the entry of foreign cinema: better to have
Renoir compete with Spielberg than to protect Renoir from competition.

The current financial crisis also illustrates well the role of culture in explaining
why there has been such a visceral objection to the bailouts that are essential to saving the
financial system from collapse. Let me make just two points. First, many people in the
United States have been upset by the sight of CEOs cashing in their stock options and
getting out of failing firms with large sums of money while the workers lose their jobs
and their own stock options (which are frequently the way bonuses were paid in good
years) collapse in value. It is not the large sums of money that the CEOs get, and the
“inequality” that his implies, that seem to be truly upsetting about this phenomenon. The
reaction rather is that what is happening is “unethical”. Unlike school children in Asia,
Western children are brought up on the notion that, when a ship is sinking, the captain
should be on the deck and should go down with the ship while the passengers get away in
lifeboats. What the CEOs were doing, on the other hand, was to get out in the lifeboats
while the workers were going down with the firm! It really affected people’s sense of
what ethical behaviour ought to be.

In consequence, the efforts at a bailout by Hank Paulson (Secretary of the
Treasury) and Ben Bernanke (Fed Chairman), and the Bush administration, to sell a
bailout to the American public, and hence to the US Congress, have encountered strong
opposition. Perhaps it might have helped to explain the need for a bailout by using an
analogy. Imagine you are in a situation of triage in a lifeboat. One person has to be

thrown overboard. If you throw out the sturdy fellow in an expensive suit, you would lose



his ability to help you row the boat and take you to a possible rescue. So, you will want to
throw the physically less endowed fellow dressed in tatters overboard instead. It seems
unfair to save the fellow who is better off; but the triage situation justifies this. So does
the bailout of the big banks.

In the end, the pragmatic nature of the Americans is the best guarantor that we
will manage to get out of this crisis. When the crisis happened, the French President
Sarkozy was in a newspaper, reading Marx’s Das Kapital. My reaction was to ridicule
him: Surely every decent Frenchman had read Marx, Proust and Voltaire at school. How
come Sarkozy had received such bad education that he had to wait until he became the
French President to read Marx? By contrast, the Americans got down to fixing the
problem. The American ideology is lack of ideology. They remind me of Sir Geoffrey
Crowther’s reply when, as editor of the magazine The Economist, he was asked: what is

the magazine’s philosophy: We are in the extreme center!
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Viewpoint: Jagdish Bhagwati
Lessons from the Current Crisis

INTRODUCTION

Please provide introductory bio.

The current crisis—or perhaps two crises,
one financial or Wall Street, the other
macreeconomic or Main Street, both are
intertwined—has caused not only panic, but
also much anguished thought about its
implications for capitalism and globaliza-
tion. Clear thinking is necessary to prevent
both of these principles being undermined
in the populist reaction that seems to have
emerged.

Market Fundamentalism

The financier George Soros and the
economist Joseph Stiglitz, in particular,
have gone around saying that the crisis has
put an end to “market fundamentalism,”
and that it represents for capitalism and
globalization what the collapse of the Berlin
Wall did for communism. Both arguments
must be rejected.

The post-war shift to more reliance on
markets, greater integration of national
economies into the world economy (which
we call globalization), and shift away from
knee-jerk expansion of public-sector enter-
prises into activities beyond utilities that
are “natural monopolies” was a shift from
“anti-market fundamentalism” towards a
niore pragmatic center. It was not, as these
critics claim, a shift from pragmatism to
“market fundamentalism.”

Besides, the analogy with the collapse of
the Berlin Wall is laughable. The Wall’s col-
lapse signified the epitaph of a failed
communism, which had landed its sup-
porters in authoritarianism and economic
wilderness. The current crisis follows
instead decades of post-war prosperity,
ushered in by the shift to the pragmatic
center and away from anti-market funda-
mentalism. It also follows a steady shift of
more of the world’s nations to democracy,
with economic and political liberalization
often reinforcing each other.

Globalization and Financial
innovation

Again, we must avoid the fallacy of aggrega-
tion. Globalization, in the shape of freer
trade and multinational investments, has
been generally a force for good and eco-
nomic prosperity. But it has also advanced,
rather than harmed, social agendas such as
gender equality and reduction of child

labor, as demonstrated in my 2004 book,
In Defense of Globalization. But. as every
sophisticated economist knows, the finan-
cial sector offers asymmetries vis-a-vis
international trade and, while it provides
credit, which is the lifeblood of capitalist
(or indeed any) systems, it can also lead to
huge downsides and requires monitoring
and informed regulation.

In relation to freeing capital flows and
capital account convertibility that led to the
East Asian financial crisis in the 1980s,
I illustrate this asymmetry by using a
couple of analogies.

Regarding trade, if [ exchanged some of
my toothbrushes for some of your tooth-
paste, and we both remembered to brush
our teeth, we would both have white teeth
and the probability of our teeth being
knocked out in the process would be pretty
shim.

However, the analogy for free capital
flows is different. It is like fire, which
enables me to turn veal into delicious
“wiener schnitzel,” but it can also burn
down my house. The downside is huge, as
we discovered at the time of the East Asian
crisis.

This insight applies to financial innov-
ation, which underlies recent crises, includ-
ing the one we are in right now, perfectly.
The long-term capital management crisis
was precipitated by the financial innov-
ation of derivatives which few understood.
The innovation, and its downside when
things got rough, had gone beyond
comprehension by most, including the
regulators. Currently, we have had similarly
dangerous financial innovations like the
credit default swaps and securitized mort-
gages. 1 am afraid few people realized the
downside potential of these instruments.
Yes, there were some warning voices. But
they did not belong to what I have called
the Wall Street—Treasury Complex: players
who go back and forth, like Treasury Sec-
retary Robert Rubin, between the Treasury
and Wall Street (in his case, he went from
Goldman Sachs to the Treasury and back to
Citigroup). This Complex shared the
euphoria about the financial innovations.
So, they took us right into what turned into
the bonfire.

The point we need to learn is that non-

financial and financial innovations have

important  differences.  Nonfinancial
innovations (such as the innovation of the
personal computer) raise the issue of what
Schumpeter called “creative destruction”
(i.e. smoothing into obsolescence the type-
writer). With financial innovations, the
problem is that there is a potential down-
side which can turn it into a “destructive
creation.” Therefore, we need a high-level
“Standing Committee of Experts” whose
job would be to look hard at the potential
downside of whatever is the latest innov-
ation being created by Wall Street.

Again, an analogy helps. The United
States, under the Cheney-Rumsfeld lead-
ership, went to war against Iraq based on
the assumption that the war would last six
weeks. They did not have a scenario where
it would last six years, which it has! They
had not worked out the downside scen-
arios, and the cost of that omission, as with
the current financial crisis, has turned out
to be enormous. We may not be able to
figure out the downside with prescience;
after all, Keynes once said, with character-
istically brilliant exaggeration: “The inevit-
able never happens. It is always the
unexpected.” The task of the “Standing
Committee of Experts” which I have pro-
posed would be to reduce the unexpected
whenever possible.

Financial Regulation

We therefore need to fix the financial
sector and the problems that affect it. In
this vein, let me also say that the US Con-
gress was remiss in encouraging home
ownership through its quasi-governmental
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agencies Freddie Mac and Fannie Mae, in
effect regardless of adequate collateral,
with many mortgages being given to people
who could not possibly have qualified
under normal commercial criteria. These
agencies also “bribed” congressmen from
both political parties with political con-
tributions into effectively providing lax
oversight. And again the big investment
banks, such as Goldman Sachs, pressured
the Securities and Exchange Commission
into exempting them from the prudential
reserve requirements, leading to gross
over-leveraging. In turn, politicians like
Senator Schumer of New York supported
such irresponsible actions by arguing that,
if New York imposed prudential require-
ments on the investment banks, the busi-
ness would go to London, suggesting that
the new financial architecture must seek
some basic coordination of regulations so
we do not get a dangerous “race to the
bottom.”

Free Trade, Not Protectionism

The current crisis has also made the critics
of free trade more confident. But trade did
not cause the crisis, and protectionism will
not cure it. The East Asians were smart
enough to know that premature capital
account convertibility {i.e. freeing of capital
flows which is the “financial sector”)
caused the crash from their remarkable
growth for nearly three decades, which was
attributable to outward orientation in
trade. So, after the crisis, they refused to
throw the trade baby out with the financial
bath water. Surely, we are not going to be

less smart than they were. So, the G2o has
been right to urge that protectionism must
be kept at bay.

On the other hand, the US has failed to
provide the lead in holding the line on pro-
tecHonism, with the Congress working with
the Buy America provisions in its Stimulus
Bill. President Sarkozy, in keeping with the
French skepticism over free trade, has even
gone so far as to suggest that French firms
should return to France from Eastern
Europe. Apart from that, many leaders face
demands to fire legal and illegal workers
first, and to hire them last. So, the pro-
tectionism and anti-foreigner discrimin-
ation is showing incipient signs of breaking
out, in trade, in foreign investment, in
immigration, and labor markets. Only
determined leadership will hold the line;
and only time will tell whether it will be
forthcoming in the way it should.

Morality in the Financial Sector
One final word is necessary. Many popu-
lists have concluded that the current crisis
shows that markets are incompatible with
morality. This is, of course, an old debate,
ever since Adam Smith’s time. Let me make
just two observations.

First, markets affect our morality less
than morality affects how we behave when

» MORE INFO
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we work in these markets. Our morality
comes from our family, school, church, and
even from literature, such as the great
Russian novels which explore the ethical
dilemmas of its characters. In turn, this
affects how we conduct ourselves in the
marketplace. Thus, we observe different
types of capitalism: the Scandinavian ver-
sion reflects egalitarianism, for example. In
the same industry, again, we find some
practicing corporate social responsibility,
whereas others do not. It is therefore
nothing short of vulgar quasi-Marxism to
claim that where and how we work affects
our morals.

Second, the corruption that we have seen
in the financial sector should to be put
down not to greed (which suggests
compulsive pursuit of self-interest to the
exclusion of other virtues and vices) but
often to the mere fact that the financial
sector offers such enormous returns to
skullduggery that, given the same pro-
pensity to cheat, the actual cheating is far
greater than it would be without such
returns. The greater the temptation, the
greater the likelihood that you will succumb
to it. So, you observe that, in agriculture,
the display of “greed” is less than in the
manufacturing sector, and it is the worst in
the financial sector.

Bhagwati, Jagdish. In Defense of Globalization. Revised paperback ed. New York: Oxford

University Press, 2008.
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