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Financial Crises 

The financial crisis is a recurring phenomenon, yet its various instances have differed greatly in 
nature. Crises have punctuated the history of Western financial systems since the early eighteenth 
century, variously appearing in the guise of stock market crashes, large-scale failures of financial 
enterprises, collapses in the external value of a nation’s currency or some combination of the three. 

This study explores the major patterns of change in the evolution of financial crises as enduring 
phenomena, and analyses the paradoxical position that crises are at once similar to and different from 
each other. Brenda Spotton Visano examines economic, psychological and social elements intrinsic 
to the process of capitalist accumulation and innovation to explain the enduring similarities of crises 
across historical episodes. She also assesses the impact that changing financial and economic 
structures have on determining the specific nature of crises and the differential effect these have in 
focal point, manner and extent of transmission to other, otherwise unrelated, parts of the economy. 

Financial Crises offers a consistent method for interpreting variations in financial crises through 
time and allows for a better overall appreciation for both the transitory fragility and enduring 
flexibility of financial capitalism and the potential vulnerability created by on-going financial 
development. 
Brenda Spotton Visano is Associate Professor of Economics at York University, Canada. 
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Preface 

This book endeavours to explain financial crises. It strives to perceive the evolution of the crisis in 
its major contours as a first step towards a theory that allows explicit account to be taken of realistic 
ingredients. It is an evolutionary study in at least two senses. It examines the historical unfolding of 
events from initial innovation and speculation through to distress and panic. As well, it examines the 
changing nature of these events over time as that nature is influenced by (and influencing) the 
underlying financial structure in which instability occurs. 

In theoretical finance, as in neoclassical economics, institutions and economic structure have 
receded far into the background. This study attempts to rescue the importance of institutions in 
defining the constraints that limit and pattern the behaviour of agents and to demonstrate how this 
behaviour of agents will, in turn, influence institutions. By examining the theoretical and historical 
dimensions of financial instability, this inquiry highlights the interplay between agency and 
institution. 

Manias and crises share with institutions one very fundamental characteristic. Both owe their core 
existence to the presence of true or fundamental uncertainty of the type discussed by Frank Knight 
and others. Were all outcomes measurable and transaction costs negligible, we would observe 
neither institutions – as rules and conventions governing behaviour – nor the extreme market 
dislocations brought on by collective mania and panic. If for only this reason, it is fitting that the 
economic importance of institutions be explored in the context of an examination of extreme 
financial instability. 

At a higher conceptual level, institutions exist in and because of a given structure. The dynamic 
between institutions and structure is an implicit dimension of this inquiry. In its simplest and crudest 
form, this study suggests that there exist thresholds that when crossed proximately cause a crisis. The 
crisis, in turn, initiates a process that can fundamentally alter the structure in which agents operate. 
The behaviour of the actors becomes  
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increasingly aggressive over time; self-interested action is increasingly to the inadvertent detriment 
of the group. Further, the constraints that define the thresholds are themselves subject to agency 
influence in a manner that increases the risk of crisis as time passes. Institutional thresholds are, in 
other words, on a collision course with agents’ behaviour; how these thresholds change over time is, 
then, critical to understanding the intrinsic dynamics of finance capitalism. 

Ultimately, I am guided by the desire to further develop an understanding of financial instability 
that lends itself directly to policy statements and social commentary. One of the longest-standing 
objectives of financial regulation has been to minimise instability. Much of the regulation with 
which we are familiar was originally designed to create the main safeguards against the spread of a 
crisis. Financial systems are, however, changing dramatically because of political and corporate 
restructuring and technological advance. Pressure to remove or at least relax legislation has been and 
continues to be successful in the dismantling much of the regulatory structure that has been in place 
for decades. The arguments are, loosely, that the laws are outdated, now distorting market price 
signals and hindering financial progress. Consequently, full historical appreciation of the current 
relevance of existing regulation is critical, as is the fullest understanding of the theoretical 
underpinnings that inform these decisions. It is hoped that this study will contribute to a deeper and 
more fertile understanding of the phenomenon in a way that moves us closer to this goal. The work 
presented here is in many important ways preliminary. Consequently, the hypotheses contained in 
this book are best considered to be ones that are fluid, tentative and inviting further research. 

The approach taken in this book is the product of a struggle with the discipline in which I was 
trained as much as a struggle with the topic itself. It is fair to say that the majority of economists 
labour under the belief that only the most recent of research represents the most advanced state of 
knowledge. This is of dubious validity in the context of economics. Rarely are students invited by 
their teachers to study the merits of earlier works steeped in neither mathematical equations nor 
statistical analysis. The word ‘data’ is, to the majority of economists, now synonymous with 
quantities, ‘empirical’ means to run regressions on data, and the ‘formal’ model is a mathematical 
one. Contemporary theoretical debates are now motivated more by the nuances of the 
mathematically arcane and statistically idiosyncratic and less by serious policy questions. 

Put differently, economics, as a discipline, is at risk of realising the dangers of ‘over-
specialisation’. The culture is such that, increasingly, it empowers only those willing to adopt 
fashionable approaches, relegating alternative voices to the fringe or worse. The cost to all of us lies 
in the  
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detrimental circumscription of the arena of debate and the severe constraint placed on the potential 
gains from exchanging ideas. History, history of economic thought, social and political thought, and 
the like have all been excised from economics programmes and graduate research; replaced by 
mathematical and statistical techniques applied to only those very narrow questions amenable to 
constrained optimisation, linear regression, game theory and the like. 

Mathematical techniques and economic statistics now fill the economist’s toolbox all but 
exclusively. While necessary and useful instruments for some purposes, like all specialised 
instruments, they offer greatest advantage when employed in concert with a multiplicity of 
complementary tools. Arguably, we have lost sight of the importance of, what Joseph Schumpeter 
called in his History of Economic Analysis, the other two ‘fundamental fields’ of scientific economic 
analysis – economic history (which Schumpeter considered primus inter pares and by which he 
meant analysis of a ‘unique process in historic time’, reflecting ‘“institutional” facts that are not 
purely economic’) and economic sociology (where analysis extends to include social institutions that 
are relevant to economic behaviour such as government, contracts and the like). To the extent that 
specialised tools developed to support each of these four fields are, in some manner, or, at some 
times, working in opposition, we might observe the ‘criss-cross’ progress of which Schumpeter 
speaks. 

In default of any well-specified, realistic dynamic process in historical time, mainstream 
economists have, overall, steadfastly adhered to models of (instantly) equilibrating, a-historical 
systems in atomistic markets comprised of homogeneous agents trading in isolation on costless, 
equally-valued information. That they have little to say about events that are inherently institutional 
and that are fundamentally the result of disequilibrium trades by heterogeneous investors with 
different and differentially-processed information is hardly surprising. Yet when actual financial 
conditions dictate special situations – such as those that define manias and crises – and vice versa, 
and when the level of financial activity determines and is determined by the underlying institutions 
and structures, we must, I contend, choose our abstractions in a manner more sensitive to that 
specificity. 

The approach adopted here falls generally within the institutionalist approach in the sense 
discussed by Geoffrey Hodgson (1998) and Warren Samuels (1995), for example. Use is made of 
historical and comparative material concerning socio-economic institutions and processes for 
deriving stylised facts and theoretical conjectures concerning causal mechanisms. The complexity 
and historical specificity of the approach provide, quite clearly, major deficiencies as testable 
representations. Critical testing of simple causal linkages is impossible. Disequilibrium, path-
dependency,  
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structural shocks and qualitative changes of the type analysed here preclude any ability to confirm or 
refute many of the specific hypotheses. Moreover, as with all historically grounded explanations, the 
evidence is relatively sparse and ambiguous to be compatible with several, potentially contradictory, 
explanations of the mania–crisis phenomenon. The benefits of such an approach lie, nevertheless, in 
the fact that the resulting explanation of financial crises permits a clearer identification of transparent 
roles for credit, technology and institutions in evolving capitalist economies, thus making the 
awkward translation from theoretical model to social commentary easier. Or so I believe. 
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1 
An introduction to the evolution of financial 

fragility 

Financial crises of foremost concern are those financial disruptions that adversely affect the general 
well functioning (or an important part) of the economy. Financial crises may first appear as the 
dramatic collapse in the prices of marketable financial instruments or the insolvency of lending 
establishments and suspension of their credit facilities. The breakdown in financial markets or 
sudden withdrawal of credit can adversely affect on a large scale the day-to-day commercial 
operations of organisations in the non-financial sectors of the economy. In this way, financial crises 
can precede both temporally and causally economic crises in employment, production and trade. At 
the economic level financial crises are systemic disturbances to the financial system that impede the 
system’s ability to allocate financial capital and disrupt the economy’s capacity to function. 
Triggering a loss of economic value, the crisis impairs the economy’s ability to allocate its resources, 
causing severe financial and economic distress. Triggering a loss in confidence, the crisis ushers in a 
state of normlessness, or Durkheimian anomie. Shattered is the feeling of certainty in action, and an 
anxious uncertainty replaces a prior confidence in comprehension. 

Yet rarely are two historical episodes of crises identical. As some have argued, there is no single 
type of crisis.1 Comparative analyses of historical crises typically offer taxonomies of the crises with 
types differentiated variously by sectors (public versus private or corporate arenas), objects of 
speculation or institutional spheres of finance (banks versus financial markets).2 Comparative 
historical analysis has ventured little beyond the taxonomy to examine the manner in which the 
underlying institutional and economic structures may explain the variations. And there remains 
debate surrounding the relative importance of financial development versus financial structure in 
influencing the overall stability of the financial system (see Dolar and Meh, 2002). The challenge 
that remains is to explore a means of understanding the similarities common to all crises in a 
framework that is flexible enough to permit a consistent explanation of historical differences. 
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This study attempts to perceive in its major contours the evolution of the financial crisis as an 
enduring phenomenon that unfolds in historical time and that will transform itself in specific detail 
through time. The extent to which a crisis is the inescapable consequence of the economic and social 
elements intrinsic to the process of capitalist accumulation and innovation explains the enduring 
similarities of the crisis across historical episodes. The influence of the mutating financial and 
economic structures in which the crisis occurs ensures that the historical detail of each crisis will 
differ markedly in focal point, manner and extent of transmission to other, otherwise unrelated, parts 
of the economy. The key to understanding the seemingly paradoxical position that crises are at once 
similar to and different from each other lies in the role institutions play in the operation of the 
finance capitalist system.3 By exploring the essential role of financial institutions in informing and 
transforming the financial crisis, this study attempts to achieve a consistent means of interpreting 
variations in financial crises through time. 

Institutions are variously conceived of as a legal enterprise (such as a bank), a social practice 
(such as market exchange) or a system of rules as forms of constraint ‘that human beings devise to 
shape human interaction’ (North, 1990:4).4 While institutions may be informal as defined by custom 
or formal as defined by law, in this work I am concerned with those formal institutions that define 
the financial structure in capitalist systems and which, in the broader sense, operate to structure 
incentives and guide behaviour. 

That financial crises are, in their essence, an institutional phenomenon demanding explicit location 
in the economic and financial structures in which they occur is not a new idea. Neither is it novel to 
suggest that an analysis of institutions can explain the differential performance of economies through 
time. Insofar as the present study grounds the existence of institutions on the human desire to create 
predictability in the face of uncertainty, permits the social construction of knowledge and 
understanding to define an outcome, examines financial crises as a fundamentally institutional 
phenomenon and explores the influence of institutions on the differential performance of the 
financial economy, the schema it proposes shares many features of extant institutional analyses of 
crises specifically and the relationship between structure of financial institutions and the economy 
more generally. Yet, to date, there is no study that seeks to combine the evolution of financial 
institutions, as a social construct, with the variations in the types of financial crises we can observe 
when looking back through history. 

Whereas economic analyses of institutions and institutional change limit their focus to the rational 
individual who is constrained in ability to access 



Page 5

and process information, the present study permits the intrusion of the social. In permitting the social 
to shape individual understandings and to inform individual actions in a manner consistent with the 
social interaction literature, the path along which both the crisis and the speculation that precedes it 
develop, becomes dependent on both the historical past and the collective understanding of the 
present. 

Whereas studies that examine the relationship between the economy and its structure of financial 
institutions focus on explaining variations in longer-term rates of economic growth and 
development, this study applies the structural–functional analysis of the finance–economy 
relationship to the question of transitory crises. In this way, the present study retains the insights 
offered by extant institutional analyses of crises in a framework that permits the interaction between 
institutions and crises to evolve over time. The flexibility of the structural–functional approach 
permits, in turn, an analysis of crises in both the markets for financial instruments and lending 
institutions and, if successful, begins to bridge a gap that currently exists in the economic literature 
of crises. 

In short, by combining research on social interaction in a capitalist system with a psychological–
economic analysis of institutions and examining the relationship between financial institutions and 
financial crises in an evolving economy, this study brings together well-researched parts into a 
different whole. The hope is that by understanding better the interaction between the crisis and the 
underlying institutional structure in a social context, we might gain a better overall appreciation for 
both the transitory fragility and enduring flexibility of finance capitalism. 

This study proceeds as follows. Following a brief tour of six historical crises occurring at various 
times in three different countries, the opening chapters of Part I explore the foundations of an 
institutional perspective on financial crises. Chapter 3 explores capitalism as a culture that values 
material wealth and focuses on material gain, innovation and accumulation. Chapter 4 explores the 
general nature of uncertainty and information. It examines the process of understanding the 
behaviour and examines the information and guidance available to decide what action to take when 
uncertainty about objective future outcomes prevents a calculus of probabilities from informing any 
cost–benefit analysis of material gain. Chapter 5 considers the rather unsatisfactory nature of 
traditional explanations of financial instability when orthodox explanations are confronted with their 
assumption of knowable future outcomes. 

With the foundations of culture, innovation and behaviour established, and the deficiencies of 
traditional explanation exposed, the next three chapters of Part II explain the three primary 
dimensions of instability that appear common to all historical crises.5 Chapter 6 explores the manner 
in which  
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speculation via financial instruments financed by credit expansion at once facilitates the process of 
adopting the innovation and creates the fragility that foretells a crisis, Chapter 7 examines the role of 
credit in financing a speculation and the particular role of banks and Chapter 8 investigates the 
nature of the distress and the conditions under which distress degenerates into panic. In a world 
where future outcomes are neither known nor knowable, current and future prospects are contingent 
on collective understandings. This environment opens the door to an evolution in speculative 
investment and credit creation that is defined not by objective circumstances, as efficient markets 
theorists and pure monetarists would have it, but by subjective, path dependent developments that 
serves to increase fragility as the episode unfolds. 

The last two chapters provide a sketch of a framework flexible enough to expose the differences in 
crises arising from institutional variations. Chapter 9 relates the nature of the financial crises to both 
the contemporaneous financial structure and the nature of the economic transition spawned by the 
contemporaneous innovations. Chapter 10 explores the use of balance sheet indicators of the 
financial structure and the networks of linkages represented in this framework and considers the 
extent to which the indicators may be reasonable and practicable for portraying and analysing 
historical crises. A concluding chapter offers some reflections and projections. 
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2 
Illustrations of manias, panics and crises 

History does not repeat itself…but it rhymes. 
(commonly attributed to Mark Twain) 

Episodes of financial crises punctuate the history of finance capitalism. Since the early beginnings of 
formal financial systems in the late 1600s, developing nations have periodically experienced 
episodes of fantastic speculative optimism followed by recoil in pessimism and calamity. Of the 
many episodes occurring intermittently throughout the last three centuries, six are briefly described 
later. These are simply six important episodes chosen as illustrations of a single phenomenon that 
varies in considerable detail over time and in an ever-widening global space. 

Early eighteenth-century England 

In the second decade of the 1700s, the English parliament sanctioned a radically innovative plan to 
privatise the government’s burdensome debt. With the March 1720 passage of the Refunding Act, 
Parliament granted the South Sea Company permission to acquire government debt and to finance 
the acquisition by expanding its issue of company shares.1 Easy credit terms (with subscriptions 
available for only a fraction of the market value required on purchase),2 together with the uncertain 
promise of a great experiment never before tried, encouraged the initial speculation by leading 
members of Parliament, themselves encouraged by inducements paid by the South Sea Company to 
these persons of influence. Speedy and substantial price increases fuelled further excitement. A 
‘bubble’ in the prices of the shares of the company holding the monopoly on the conversion ensued. 
A spectacular rise in the share prices of the South Sea Company rose to a peak of 1,050 pounds per 
share in August of 1720,3 from a mere 128 pounds per 100 pound par value share the previous 
January.4 By the end of  
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September, however, share prices had collapsed to around 200 pounds reaching a low point of 124 
pounds in late December. 

The speculation subsided with the enactment of legislation prohibiting the operation of 
unauthorised joint-stock companies.5 It is common to point to the Bubble Act as the beginning of the 
demise of the South Sea Bubble and by the price estimates available, it appears that the rate at which 
prices increased in the remaining time slowed considerably. Initial reactions to the passage of the Act 
started a rush to liquidity, according to Davies (1994), which reached the state of a general panic by 
August. Ashton (1959:119) identifies the issue of writs against unauthorized companies on 18 
August, ‘that brought the frail structure to the ground’. 

With the slowdown and eventual decline in share prices, the debt burden of margined shareholders 
increased significantly. Although the collapse did not wipe out the Company itself, its directors and 
others involved in what was then viewed as general corruption were heavily fined, imprisoned and 
had their estates confiscated to help to compensate the victims of the crash. The principal creditor of 
the Company and major competitor of the Bank of England in the sphere of commercial banking, the 
Sword Blade Bank, failed in September of 1720. The failure of its primary competitor in commercial 
banking, and the diminished capacity of its primary competitor in government banking, secured the 
Bank of England’s central importance in the London financial market. 

While the 1720 financial crisis was remarkable and accounts of it are remarkably vivid, evidence 
suggests that the adverse impact, measured in terms of reported bankruptcies in otherwise unrelated 
activities, was minimal and remained limited to those directly participating in the sphere of public 
finance. Hoppit (1986), through careful analysis of bankruptcy totals, shows that bankruptcies 
‘moved above their trend line only once, in the final quarter of 1720’, affecting the edifice of public 
credit all but exclusively. As these data would not reflect the distress of farmers and landowners, 
who by law could not be dealt with via bankruptcy, Hoppit implies that increased land sales marked 
the distress experienced by the naïve speculator and turns to E.P. Thompson’s (1985 [1977]) account 
in Whigs and Hunters. ‘It was the small speculator, the petty country gentleman or substantial 
farmer, jealous of the gains of his wealthy neighbours, who came late into the game, without 
experience and without London advisers, who was most likely to lose his all’ (as quoted in Hoppit 
1986:48).6 

Early nineteenth-century England 

A century later, the rising democracies of the newly liberated South American countries in need of 
funds found ready suppliers in Britain.  
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The Latin American needs appealed to the new British political idealism and supporting commercial 
strategy that had developed during the profound transformation that marked readjustment to 
peacetime production following the Napoleonic wars. The South American opportunities for mining 
investment offered the principal speculative focus in 1822–1824.7 Technological innovations that 
advanced the steam engine together with the profound social and economic transformation that 
advances in rail transportation stimulated, offered unparalleled investment opportunities in the 
subsequent two decades. Principal increases in stock-exchange dealings came from financing foreign 
loans and new infrastructure development (Morgan and Thomas, 1962). The declining rate of return 
on state debt created ‘the feverish feeling in the minds of the public at large, which prompted almost 
everybody to entertain any proposition for investment, however absurd’ (J.H. Palmer, then Governor 
of the Bank of England, as quoted in Gilbart, 1968 [1882]: 66). 

The 1824–1825 stellar increase in the index of mining share prices reflects the public’s enthusiasm 
for this investment opportunity. In October of 1824, the index first reports a value of 525. From most 
accounts (Tooke, 1838; MacLeod, 1886; Hyndman, 1967 [1908]), it was the promise of quick gain, 
based on initial success and enhanced by a nominal 5 per cent margin requirement, that started a 
mania at the end of 1824. Many, Jenks (1927) claims, were ignorant of the lack of any real potential. 
By January of 1825, the value increased by more than 500 per cent to 3326. The index declined 
slightly in the following two months before falling sharply in April and May. Between July and 
December of 1825, the period of peak commercial distress, the index lost more than half its value. 
By September of 1826, the index returned to it pre-boom level, however mining projects, one after 
another, had been abandoned in the interim. 

The beginning of the end of the South American mining mania arrived when shareholders were 
approached for additional capital instead of being sent dividends; at that point, demand for shares 
slowed and prices stabilised. Speculators, unable to realise a profit before the next instalment came 
due, sold off assets and drove down share prices (Tooke, 1838). A contraction of country-bank credit 
was sparked, reportedly on the news that a Bristol bank had refused to convert its bank notes into 
gold on demand. The pressure on liquidity was exerted on the banks from the heavy loads of 
unusually long-dated bills and other securities (Clapham, 1945), and in mid-September of 1825, 
London bankers ceased lending on South American securities (Pressnel, 1956).8 

The financial distress of this period is marked by the pronounced increase in bank failures across 
England. In the years spanning 1816 to 1824, banks failed at an average annual rate of 2 per cent but 
jumped to  
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more than 10 per cent in the distress period Clapham (1945:90). Initial failures appeared in 
‘demonstrably weak and insignificant’ agricultural banks (Pressnel, 1956). The failure of a major 
London agency bank in December of 1825 began a run in 43 correspondent country banks, which 
spread to other banks in the same towns and finally to banks in nearby towns (Pressnel, 1956). By 
the end of 1825, 73 principal banks, 37 issuing banks and 60 country banks had failed, or nearly one-
quarter of the number existing but one year previous. In addition, nearly half (12) of the 25 bill 
brokers failed in this time. 

Middle nineteenth-century England 

The railroad boom of the 1840s was associated with the amalgamation and consolidation of the main 
trunk system and shared a similar history with the earlier mining mania. Cheap money (with the 
Bank of England’s discount rate consistently below a low market rate) and the promise of higher 
returns in railroad speculation ‘developed in 1845 into an orgy of speculative activity that surpassed 
the excesses of 1824–5’ (Ward-Perkins, 1950:76; see also Boot, 1984).9 

Forty-eight Acts were passed by the House of Commons in 1844, 120 in 1845, 272 in 
1846 and 190 in 1847, the last involving £40 million of new capital issues. In 1848 the 
capital sum dropped to £4 million… Panic occurred in 1847 when further capital calls, 
amounting to £16, 150,000 issued in a single month of January, found many buyers unable 
to pay and forced to dump shares. Initial down payments had seldom been higher than 10 
percent. 

(Kindleberger, 1984:200) 

Prices of railway shares, however, peaked and crashed most noticeably two years earlier in 1845, 
with a 40 per cent rise and fall in share values over 11 months. From December of 1845 onwards, 
there was a steady downward trend that lasted through to the end of 1848 (Ward-Perkins, 1950:93, 
chart 3).10 

Early twentieth-century United States 

In the late 1920s, enthusiastic stock speculation in the rapidly growing communications, automobile, 
transportation, chemical and utilities industries emerged, encouraged by the promise of rising living 
standards based on the new technological advances. The New York Stock Exchange saw an average 
annual increase in the neighbourhood of 21 to 28 per cent in the 
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period 1926–1929 – from a low in 1923 to its peak in the autumn of 1929, the total increase was in 
excess of 330 per cent. New common stock issues rose by almost 660 per cent in half that time, and 
stock prices in the innovating industries increased by more than 200 per cent in three short years. 

The speculation was driven more by recent successes and less, if at all, by future estimates of the 
fundamental earnings potential of a company, which could be seen in both the decline in 
capitalisation rates and the spectacular increase in both the quantity and value of investment trusts – 
an early form of the modern-day mutual fund. From 1921 through to 1926, 139 trusts with a 
portfolio value of $1 billion had been organised. By the fall of 1929, 770 trusts with a portfolio value 
exceeding $7 billion dollars existed (Carosso, 1970). In many cases, the portfolios of the newer trusts 
were not public information, and post-crash investigations revealed a significant degree of inter-trust 
pyramiding of sales. 

Detailed evidence of participants in the speculation suggests that it remained largely limited to 
professional speculators. Only about 11 per cent of the speculators were not customers of member 
firms of the New York Stock Exchange (Carosso, 1970:238–239). Despite the relatively small 
proportion of non-professionals, ‘the striking thing about the stock market speculation of 1929 was 
not the massiveness of the participation. Rather, it was the way it became central to the 
culture’ (Galbraith, 1955:78). 

In early September of 1929, news of a summer slowdown was released. A decline in 
manufacturing production and construction expenditures compounded problems emerging in the 
agricultural sector. The great bull market came to an end on September 3 and ‘never again did the 
market manifest its old confidence. The later peaks were not peaks but brief interruptions of a 
downward trend’ (Galbraith 1955:83). By all accounts of the period, however, there was no warning 
of the extent of the crash or the severity of the depression (see, for example, Galbraith, 1955; 
Carosso, 1970; Temin, 1976). 

The stock market crash in October of 1929 initiated a thirty-month decline in stock prices that 
eventually wiped out 80 per cent of the peak equity value and with it millions of dollars of paper 
wealth. Falling bond prices formed a major source of bank losses (see Friedman and Schwartz, 
1963:355–356). A wave of bank failures hit the nation between November of 1930 and March of 
1933 when the President declared a National Bank holiday to stem the panic. Total bank deposits 
dropped by one-third, the volume of bank credit shrunk to 62 per cent of its 1929 level. Banks, 
struggling to maintain liquidity, sold off their portfolio of securities depressing market values – and 
the market value of remaining bank assets – further (Viner, 1936; Board of Governors of the Federal 
Reserve System, 1943; Friedman and Schwartz, 1963). An early economic recovery in the first few 
months of 1931 was aborted when the failure of the Creditanstalt bank in 
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Austria precipitated an international scramble for liquidity (Kindleberger, 1989). American banks 
found their reserves – already substantially depleted from an internal demand for currency – drained 
further by a rush for gold exports (Einzig, 1932; Friedman and Schwartz, 1963:318).11 By 1932–
1933, more than 40 per cent of the 25,000 banks had failed, manufacturing output had dropped to a 
little more than half of its 1929 level, national income had declined by as much as one-third and one-
quarter to one-third of the labour force was unemployed. 

Late twentieth-century United States 

In the 1980s, technological advance was radically altering the manner in which people 
communicated and managed information. By the early 1990s, the personal computer was fast 
becoming required equipment for businesses and, later on, for households. By 1997, the Internet – as 
a means of accessing a large and ever-increasing amount of information – was familiar to many. 
From 1995 through to 1999, American real gross domestic product (GDP) rose at a rate of 4 per cent 
annually, driven by a total fourfold increase in business investment in computers and related 
equipment. Companies at the heart of the advance as listed on the NASDAQ saw the index of their 
stock prices climb from a low of 600 in 1996 to a peak of more than 5000 in March of 2000. Nine 
months later, the index had dropped to under 2300, wiping out nearly $5 trillion of paper wealth 
before sinking to a low of 800 in the late summer of 2002. By comparison, the Wilshire 5000 Price 
Index – the broadest index of American share prices – declined by 26 per cent over the same period. 

The NASDAQ market crash devastated the ‘new economy’ sector, venture capital dried up, banks 
experienced a sharp rise in loan losses and the rate of business investment declined, turning negative 
a year later. GDP growth dropped from an inflation-adjusted rate of 3.7 per cent in the first half of 
2000 to 0.9 per cent in the second half. Employment slumped with a severe and sustained decline 
occurring in manufacturing. The economy entered a brief but severe recession in March of 2001 that 
ended nine months later, leaving the real GDP growth at a mere 0.3 per cent for that year (Bennett, 
2003). 

Late twentieth-century Thailand 

From the mid-1980s onward, the rapid industrialisation and commercialisation of the Thai economy 
propelled Thailand forward in manner unmatched by that of the European, Japanese or American 
economies at the time. In 1990–1993, Thailand undertook a host of financial reforms designed 
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to encourage foreign lending and portfolio investment. Thai authorities removed restrictions on 
currency convertability, created an offshore banking facility and removed stock market rules 
prohibiting foreign purchases of Thai equity. Japanese and Western financial firms attracted to the 
relatively high rates of returns in Thailand, and repelled by relatively low rates of return at home, 
‘generated a faddish enthusiasm’ for Thailand as an ‘emerging market’ and ‘Asian miracle’. With 
the Thai currency pegged to the US dollar and, more often, loans negotiated in foreign currencies, 
the currency risk of such investment was minimal. The surge in financial inflows headed principally 
for the banks and arrived in the form of short-term bank loans. 

The economy quickly overheated with foreign debt reaching dangerous heights. Capital inflows 
fed inflation, the Thai baht became overvalued, Thai products lost their international competitiveness 
and Thailand’s balance of payments deficit increased to nearly half of its GDP. Over investment in 
domestic infrastructure, heavy upstream industries and real estate generated overcapacity and falling 
returns. By 1995, returns on real estate were falling and the debt default of the property firms 
threatened the solvency of the finance industry. International speculation turned from lending on 
Thai development projects to undercutting the currency (Phongpaichit and Baker, 2000:2–3).12 

Unable to defend the attack, the baht was floated on 2 July 1997. In less than twelve months, the 
currency had lost half its value, wiping out Thai financial equity denominated in foreign currency. 
Net private capital outflows were equivalent to nearly one-fifth of Thailand’s GDP, credit 
contracted, liquidity evaporated, production dropped, unemployment rose and the economy ‘tipped 
into a headlong downward spiral that continued unabated for eighteen months’ (Phongpaichit and 
Baker, 2000:2–3). The crisis hit every sector of the economy, and from the summer of 1997 through 
to the fourth quarter of 1998, real GDP continued its decline to one-fifth of its peak two years earlier. 
The construction industry did not begin to recover until the third quarter of 1999, and the finance 
industry was still contracting by the end of that same year. While all suffered – with the incomes of a 
large number of people dropping below the poverty line – hardest hit were those at the top and 
bottom of the income scale, the poorly educated, and those in the rural northeast (the major source of 
city migrants) (Phongpaichit and Baker, 2000:95). 

Observations 

In each episode, the preceding speculation centered on assets associated with an innovation that had 
some measure of economic and social importance. In most cases the innovation had a technological 
foundation. Advances in  
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steam power led to railway development in England in the 1840s, which radically altered industrial 
growth and population location. Advances in communication and transportation industries in the 
1920s were noticeably affecting the lifestyles of many in the United States, with communication and 
information technologies once again leading advances in the 1990s. Yet not all innovations were 
purely or even primarily technological at their core. Some were financial and had strong political 
overtones. In 1720, following John Law’s experiment in Paris, England’s parliament partnered with 
the South Sea Company to undertake a substantial debt for equity swap – a novel plan to reduce the 
burden of the state debt while, at the same time, introducing the possibility of acquiring wealth by 
means other than patrimony. In 1825, the need for specie and the desire to promote and support new 
notions of ‘democracy’ captivated for a brief time, the imaginations of many. In Thailand in the 
1990s, the opening up of financial markets to international investors encouraged rapid economic and 
social change. 

Four of the six episodes described here proceeded via purchases of share or equity ownership in 
the firms central to the adoption and distribution of the innovation and all episodes saw a significant 
expansion of credit supporting the speculation. Each crisis directly or indirectly recoiled from the 
previous speculation, and each episode involved a crisis of credit. Yet not all the crises were equally 
devastating. While the United States in the 1930s and Thailand in the late 1990s saw deep and 
widespread economic and social hardship, the crises of 1720 and 2000 were more contained and less 
severe. What explains these similarities? What explains the differences? This study explores these 
questions. 
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3 
Capitalism 

A culture of accumulation as the context for innovation 

The purpose of this chapter is to sketch those aspects of capitalism that serve to locate the crisis 
within a set of socio-economic relations that shape and reinforce speculative behaviour. The process 
of innovation and accumulation as the driving force of capitalism, offers the individual the 
opportunity to speculate and defines the focus of his or her speculative activity. The culture of 
capitalism provides an explanation of the dominant values that motivate the speculator. Motivated to 
accumulate and innovate by the promise of material enrichment, the individual becomes part of a 
process that is inherently unstable at its core in the sense that the process of innovation and 
accumulation – in a Schumpeterian manner – drives the fluctuations in the level of business activity 
over time. 

Capitalism and culture 

Financial crises are foremost a capitalist phenomenon, for it is in the capitalist society alone that 
speculating on material advance occurs. Max Weber (1992 [1904]) conceives and articulates 
capitalism as a form of socio-economic organisation consisting of four basic features: the private 
ownership of resources, the pursuit of profit, freedom of interference from others and competition. 
These four basic features interact with a culture that values material wealth to create the capitalist 
imperative of material advance. The private ownership of resources permits the individual accrual of 
material reward. Where monetary values in exchange come to replace the use-value in activity, the 
pursuit of material reward translates into the pursuit of profit. The freedom of interference from 
others – what Isaiah Berlin (1969) identified as negative liberty – promotes the belief that individuals 
develop self-identity (based on individual wealth) independently of others. Freedom from 
interference – essentially the freedom of contract – is the freedom of mobility in employment and the 
freedom of individual consumption choice that promotes a belief of self-determination. Finally, 
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the feature of competition both among consumers and between producers further advances the notion 
that material success is exclusively and rightfully the reward of individual achievement.  

Material success, through the interpretive influence of the Protestant Ethic, is the metric for a 
strong ethical valuation of human effort and moral worth. The logic is simple. Moral people work 
hard and avoid sloth; people who work hard earn more income and accumulate more wealth. In the 
absence of any easier means of establishing and assessing one’s true moral worth, one’s relative 
material wealth serves as the proxy for relative moral worth. As Herbert McCloskey and John Zaller 
(1984) suggest, the Protestant Ethic provides a justification for the unequal distribution of income 
and wealth – knowing that not all are of equal honour morally justifies the disproportionate 
allocation of income and wealth to those more honourable.1 Thus, material wealth has come to be 
identified with such substantive human characteristics as intelligence and industry. As John 
Galbraith (1990:13–14) states: 

In all free-enterprise (once called capitalist) attitudes there is a strong tendency to believe 
that the more money,…of which an individual is possessed or with which he is associated, 
the deeper and more compelling his economic and social perception, the more astute and 
penetrating his mental processes. Money is the measure of capitalist achievement. The 
more money, the greater the achievement and the intelligence that supports it. 

A ‘reverence for the possession of money’, the imputation of substantive value to things monetary, is 
a peculiar inversion of the problem of money as addressed by Georg Simmel a century ago. 
Considering in careful detail the limitations and implications of objectifying relationships and 
converting them into monetary value, Simmel (1990 [1907]: 404) concluded that the ‘money value 
of things does not fully replace what we ourselves possess in them, that they have qualities not 
expressed by money’. The eighteenth-century conversion into money of land owned by the German 
peasant could not fully compensate for the purpose and fulfilment that owning the land itself offered.

To the peasant, the land meant something altogether different from a mere property value; 
for him it meant the possibility of useful activity, a centre of interest, a value that 
determined his life, which he lost as soon as he owned only the money value of his land 
instead of the land itself. 

(Simmel, 1990 [1907]: 399) 

The rendering into a commodity the effort of one’s labour entails the same loss, as Karl Marx (1971 
[1859]) and Simmel have both argued. To impute 
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to money and wealth substantive value is to engage in a process of regaining or recouping this loss of 
life – contents or life purpose – the source of genuine life fulfilment. The substitution of quantifiable 
abstract forms of purchasing power can never fully replace, however, the value one derives from 
qualitative relationships. 

The desire to broadcast one’s worth stems from the innate desire of the individual to belong in the 
social. Confronting and contradicting the privileged ethos of possessive individualism, the desire to 
belong creates a tension that frustrates fulfilment. In open and differentiated societies, status confers 
both a sense of belonging and a sense of individual importance – a manifestation of Simmel’s (1957) 
‘dualistic nature’. The combination of the social and human importance conferred upon monetary 
wealth together with its unequal distribution defines a differentiated society. Where the society is 
more complex such that associations of persons are loose and distant, the communication of one’s 
social status relies on the accepted means of expressing differential status. Simmel, Thorstein Veblen 
(1912) and others maintain that the typical means of communication entail the social display of 
consumption. 

Consumption afforded by one’s income becomes the means by which one communicates one’s 
relative material wealth and, hence, consumption becomes the means through which the individual 
socially validates her or his high moral significance. In the process of communicating individual 
achievement, material consumption becomes both a product of socialisation and the imperative of 
the economic order. Yet the possession and consumption of material goods to satisfy our need for 
social validation in an environment that is characteristically competitive can never fulfil such needs 
as the spiritual and emotional. Perpetually striving to consume more, individuals with unfulfilled 
desires ensure the continuing need to accumulate, and thus ensure the reproduction of the capitalist 
order. As Zygmunt Bauman (1987) states (as quoted in Giddens, 1991:198): 

Individual needs of personal autonomy, self-definition, authentic life or personal 
perfection are all translated into the need to possess, and consume, market-offered goods. 
This translation, however, pertains to the appearance of use value of such goods, rather 
than to the use value itself; as such, it is intrinsically inadequate and ultimately self-
defeating, leading to momentary assuagement of desires and lasting frustration of needs…. 
The gap between human needs and individual desires is produced by market domination; 
this gap is, at the same time, a condition of its reproduction. The market feeds on the 
unhappiness it generates: the fears, anxieties and the sufferings of personal inadequacy it 
induces release the consumer behaviour indispensable to its continuation. 
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The desire to possess goods for consumption as a means of filling the void in self-fulfilment that is 
left by the process of commodifying that in turn alienates labour, becomes, as Anthony Giddens 
maintains, a substitute for the ‘genuine development of self’. Max Horkheimer and Theodor Adorno 
(1982) consider the possibility that alienation is the outcome of a process of externalising what is 
internal to the subject thus impoverishing the subject. Fundamentally impoverished, the desire to 
consume is insatiable. This insatiable desire to consume an ever-increasing or ever-novel basket of 
goods ensures, in turn, that accumulation and expansion can continue. In this way, the desire to 
accumulate material wealth becomes the focus of the capitalist production system. Expansion 
becomes an imperative with innovation its driving force. 

Capitalism as a process of innovation 

With capitalism driven by the need to accumulate and human desires only temporarily fulfilled by 
the consumption of market-offered goods, the need to innovate becomes paramount. The essence of 
capitalism as an economic process lies in its continual adaptation to innovation and its perpetual 
reconfiguring of the matrix of the inputs of land, labour and physical capital and the outputs in the 
production of services and material goods. As the primary process underlying the ebb and flow of 
business activity, innovation forms the basis of an instability that, when later layered with the 
institutional features characteristic of finance capitalism, creates an environment prone to crisis.2 

Innovation is borne of invention, though the two activities are quite distinct. Invention is 
mechanical or scientific; it is the development of new products or the creation of new technologies, 
for example, whether or not involving systematic knowledge. Innovation is primarily economic. It is 
the action of Joseph Schumpeter’s (1939) innovators and Alfred Chandler’s (1990) pioneers and first 
movers – the entrepreneurs who first bring the invention into commercial use and who make the 
investments in production, distribution and management necessary to achieve competitive advantage 
in the new product or process. Yet conceptually confining the definition of an innovation to the 
‘setting up of a new production function’, as Schumpeter does, obscures essential elements. 
Production functions and their cost counterparts restrict the problem too narrowly. Traditional 
economic representations of production focus on one-to-one mappings of inputs to outputs. These 
representations inadequately accommodate joint products and economies of scope. Simple 
production functions capture nothing of the dramatic transformational potential of some innovations 
and detrimentally obscure key developments in modern industrial and financial capitalism. 
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To be sure, a new production function may capture well the impact of some innovations but this 
will not always be the case. It is advantageous to differentiate those innovations well represented by 
a realignment of the relationship between inputs and outputs from those innovations that have the 
power to transform the organisation of the entire economy (or much of it), and with it society’s very 
culture. Adapting Seabury Gilfillan’s (1967 [1935]) taxonomy, as adopted by Donald Cardwell 
(1995), we may differentiate here between innovations that are evolutionary and innovations that are 
revolutionary.3 

Evolutionary innovations are represented reasonably well by either a shift of an existing 
production function in the same input–output space or by a new production function in the old (new) 
input but new (old) output space. Evolutionary innovations stem from evolutionary inventions – 
changes that are in the nature of a piecemeal accumulation of knowledge resulting in incremental 
improvements in the basic design. Evolutionary improvements (both invention and innovation) tend 
to be changes that come from within an existing industrial structure, that adapt a pre-existing 
technology, are advanced by persons inside the industry and easily recognised and adopted by the 
existing authority structures. The opportunity for evolutionary innovation to impact noticeably on 
industries and processes that are not directly connected to the first industry affected is limited. 
Because the impact is contained both in the sense of affecting only (or primarily) the one industry, 
being theoretically contained in the same production space, the impact of an innovation on output, 
costs and revenues may be reasonably predicted. 

Revolutionary inventions and innovations contrast conceptually with evolutionary improvements. 
Revolutionary inventions are first associated with either a wholly new technology or a radically 
altered form of some pre-existing technology. Whichever or however interpreted, these changes are 
revolutionary in the sense that they have the capability of creating a new industry and significantly 
transforming existing industries in ways that affect otherwise unrelated spheres of economic activity. 
Revolutionary innovations – as with revolutionary inventions – typically come from outside the 
existing authority structures, and are introduced by pioneers unrelated to the industries first affected. 
Revolutionary innovations demonstrate the ability to radically alter the manner in which the 
economy and the society are organised. Conversely, radically new techniques ‘cannot be introduced 
without changes in social relations; it is at the same time the possibility and the wish to introduce 
new techniques that encourages changes in social relations’ (Cohen, 1978:50). In other words, 
revolutionary innovations are transformative in character. Because of the transformative power of 
the revolutionary innovation, any fundamental impact must be uncertain in the early stages of 
adoption.  
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In terms of economic impact, revolutionary innovations change the process by which information 
flow or production is organised and supported, or both. Such fundamental changes affect the costs of 
many industries, transforming in new and unpredictable ways the economy’s matrix of relative 
prices. Radically altered cost advantages spur, in turn, widespread industrial restructuring. In other 
words, the importance of the revolutionary innovation does not stop – by virtue of its transformative 
potential – with any first impact. Instead, the innovation continues to spawn further developments for 
many years. The diffusion process involves a considerable number of feedback loops wherein both 
technological advance and organisational restructuring enhance and are enhanced by the changing 
manner in which information flows and the economy is organised. In short, the impact of a 
revolutionary innovation is cumulative, self-sustaining and ultimately universal in impact. As Nathan 
Rosenberg (1994:15) states: 

A [revolutionary] innovation is one that provides a framework for a large number of 
subsequent innovations, each of which is dependent upon, or complementary to, the 
original one…. [E]ach constitutes the initiation of a long sequence of path-dependent 
activities, typically extending over several decades, in which later developments cannot be 
understood except as part of a historical sequence. 

The time lag between the initial invention that later proves revolutionary and the innovation it sparks 
may be substantial. James Watt’s patent on the first steam engine preceded England’s railway boom 
of the1840s by some seventy years. A similar boom in the United States was delayed by an 
additional ten or so years. In 1896, Guglielmo Marconi patented the first wireless telegraphy, but it 
was not until the 1920s that the radio was familiar to many, with the contemporaneous innovations 
of the television and the automobile sharing a similar temporal history. As one final example, 
although the universal computer had its origins in the early 1940s computational aids, it was not until 
the idea had evolved into a machine for personal use in the 1980s that the most recent of 
revolutionary innovations in information communications began.4 

Rosenberg (1976, 1994) explores the factors influencing the diffusion of a revolutionary 
innovation. He explains the protracted adoption and adaptation of a given technological invention by 
economic and institutional constraints. In each of the earlier examples, as with all revolutionary 
innovations, by definition, there is an invention that gradually (matched with advances in the 
necessary supporting technologies) becomes commercially viable as an industrial product that is 
largely limited to aiding industrial production. It then evolves through further refinements into a 
product of luxury service value to the wealthy. For those products of technologies that evolve 
furthest to the point  
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where the process of mass production can take advantage of unprecedented scale and scope 
economies, the potential for revolutionary impact is set. 

The revolutionary innovation remains only a potential, however, until the industrial changes 
noticeably affect the lives of a large number of people otherwise unrelated to the industries from 
which the original invention sprouted. In other words, only once a product – previously foreign to 
the local culture – has gained widespread public appeal and has, in fact, transformed local culture by 
affecting the daily lives of a large proportion of the population is its revolutionary nature revealed.5 
The social adjustment and impact are subtle, difficult to reconstruct historically, and more difficult to 
predict or even identify clearly in contemporaneous periods. Yet, for its ability to influence the 
potential for financial instability, the diffusion of a revolutionary innovation is much more 
important.6 

The diffusion process excites others to action. The early success of an innovation stimulates a 
‘bandwagon’ effect that is critical to the diffusion process of a given innovation and that inspires 
innovations in peripheral industries and markets. In what is essentially Schumpeter’s ‘one-sided 
rushes’ of firms jumping into a rapidly growing new branch of industry, ‘the bandwagon effect is 
extraordinarily important….[it] is a vivid metaphor and it relates to a rapid diffusion process which 
occurs when it becomes evident that the basic innovations can generate super-profits and may 
destroy older products and processes’ (Freeman et al., 1982:67). Where a given innovation has the 
capacity to affect the operation of a large number of industries, the capacity for social change and 
contemporaneous innovations is high. The development of the railway network in England in the 
mid-1800s involved complementary innovations in mechanical engineering industries, iron and steel 
industries, and the capital markets in addition to the training of a skilled labour force and the creation 
of an urban ‘working class’. 

What complicates the uncertainty around the objective potential of a given innovation is the 
uncertainty surrounding the particular form it will take. The particular form adopted, in turn, defines 
the ‘winners’ in the race to gain market dominance. In an outline of the history of the automobile 
industry in Europe and the United States, Burton Klein (1977) demonstrates that, in the initial stages 
of development, it was by no means clear that the American-produced internal combustion engine 
would emerge the leader. In the early stages, European innovation was leading American and in 
1900, it was the steam and electric vehicles that accounted for three-fourths of the total output of 
vehicles by American firms. It was not until Ford introduced the radical organisational innovation of 
assembly line production that the historical place of the internal combustion engine and the gasoline-
powered vehicle was secured and the path of future transportation development was set. The path of 
more recent developments in information and communications technologies shares a similar history. 
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While the initial struggle for dominance leaves the potential for success wide open, ‘[o]nce a 
development path is set on a particular course, the network externalities, the learning process of 
organizations, and the historically derived subjective modeling of the issues reinforce the 
course’ (Douglass North, 1990:99). Large set-up costs, learning effects and coordination effects 
create self-reinforcing mechanisms that ensure a given path will be followed (see Arthur, 1988). Yet 
we cannot judge the path dominated by any one outcome as more efficient than that which would 
have been defined by some competitive alternative – we cannot say that the gasoline powered engine 
is or was a more efficient path than that which would have been defined by the dominance of the 
steam powered or electricity powered automobile. What we can seek to discover in our attempt to 
better understand the source and evolution of financial instability are the linkages between the 
institutional structure and the economic behaviour (see Furubotn and Richter, 1991; Swedberg and 
Granovetter, 1992). 

Implications for crises 

The ebb and flow of business activity in the continual adaptation to innovation defines the primary 
source of instability inherent in the capitalist system.7 Driven by the socially constructed need to 
accumulate wealth, innovation becomes the engine of expansion. Revolutionary innovations, by 
virtue of their wide-ranging potential effect on the social and economic lives of individuals, offer the 
greatest potential for speculative material gain and thus attract the most attention. Were this all that 
operated, the ebb and flow of business activity would simply be mirrored in a corresponding 
speculative enthusiasm that itself waxed and waned with the adoption of and adaptation to the latest 
innovation. Throughout its diffusion, however, the potential for a revolutionary innovation to 
generate material gain remains fundamentally uncertain. Such uncertainty opens the door to 
additional social influences. Over and above validating the individual’s moral worth, the social 
assessment of potential gain informs and reinforces the individual’s own assessment in a manner that 
can create and feed euphoria. Separately, an individual’s desire to display publicly his or her material 
worth and hence moral value extends beyond consumption goods into the objects of the speculation 
itself. These two additional considerations combine to create conditions that are ripe for mass 
speculation in capitalist enterprise. Both the exaggeration of the prior speculation and the forces that 
permit it introduce the possibility that the inevitable downturn in business activity will degenerate 
into a crisis. In Chapters 4 and 5, I discuss each of these two complicating influences in turn. 
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4 
The impact of uncertainty on (in)forming 

behaviour 

Crises are essentially institutional phenomena occurring when institutions fail in their operations and 
fail in their role to reduce uncertainty. Institutions – as rules and conventions governing behaviour – 
impose a structure on social interaction, serving to reduce uncertainty by rendering behaviour 
predictable. Innovation, by initiating a shift in the social and economic landscape, reintroduces 
uncertainty and forces an adaptation of behaviour to the evolving environment. Throughout the 
initial stages of diffusion, speculation on the incalculable promise of the revolutionary innovation 
becomes increasingly tenuous and generates fertile ground for a crisis. In this way, both crises and 
institutions owe their core existence to the fact that we face a fundamental uncertainty about future 
circumstances; crises would not occur nor would institutions exist otherwise. 

Uncertainty that escapes calculated predictions over possible future outcomes raises critical 
questions about how behaviour is motivated when information is incomplete and imperfect. When 
fundamental uncertainty reigns, we do not have objective estimates of potential outcomes to inform 
choice and action. The assumptions of traditional economic analysis are thus invalid and the analysis 
is of little use in grasping the issues at hand. Instead, it is through exploring the role institutions play 
in patterning behaviour that brings us a little closer to understanding both the speculative behaviour 
that precedes a crisis and the institutions that define the context. 

As a first step towards a fuller understanding of the institutional context of crises, this chapter 
explores the process of decision-making. By highlighting the inapplicability of traditional economic 
treatments of the rational deliberative process to the study of this phenomenon, entertaining the 
limitations imposed by the unknown and considering the manner in which we operate in the 
uncertain environment, this chapter seeks to underscore the importance of uncertainty in explaining 
institutions and conventions as coping strategies. 
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Beyond understanding the need for institutions, the analysis of behaviour in the face of uncertainty 
plays a second yet equally important role in the analysis of crises. Revolutionary innovation, as an 
experiment never before tried, reintroduces uncertainty of a particular nature, erodes the previously 
constructed predictability and ultimately challenges the effectiveness of the old institutions. The 
innovation itself has the potential to offer material advance, but the extent and range of that advance 
remains fundamentally uncertain until much later in the diffusion process. The promise of material 
advance in a culture that is acquisitive and that values material wealth sparks an outburst of 
speculation as noted in Chapter 3. The optimism attached to potential gain cannot be and is not 
justified, however, by any rational calculations of possible outcomes. In default of a known future, 
speculative optimism becomes dependent on the collective assessment of that potential gain. It is in 
these periods of transition and advance when fashion, as a collective dynamic, has the potential to 
swamp the individual decision and renders institutions especially fragile. 

Decisions and rational choice 

There exists in all of us a desire to maintain some degree of clarity and predictability over ourselves 
and our environment. The presence of ambiguity and unpredictability will determine how people 
cope in different situations. Russell Fazio (1986) suggests that highly consequential behaviours, such 
as choosing a life partner or deciding which career to pursue, often invoke thoughtful deliberative 
analysis. The inconsequential daily behaviours may be spontaneous or determined by convention, 
habit or custom, and are often non-deliberative in nature. Yet the two may conflate. Convention – as 
understandings that organise and coordinate action in predictable ways – may inform the analysis 
applied to highly consequential behaviours; how and who decides whom one will marry might be 
determined by a custom summoned to decide this highly consequential action. An analysis of the 
custom informing seemingly inconsequential behaviours might suggest a ‘rational’ or reasoned 
justification for such accepted practices. 

Information and the certainly rational 

In taking a course of action, one must first decide to act deliberatively or to adopt custom or 
convention as a non-deliberative behaviour. In choosing deliberate action over custom, one must 
then decide the set of information upon which to deliberate. Paradoxically, perhaps, custom itself 
might inform how one decides which information to use. For example, it is customary for 
economists to restrict analysis of individual behaviour to 
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a set of information that exclusively consists of the utility one derives from consuming goods and 
services purchased with the income one earns. Where individuals have coherent preferences over 
known future circumstances, it may be reasonable to adopt the customary behavioural assumption 
that rational agents act in a manner that reflects a cost–benefit analysis informing a maximally 
efficient course of action. 

In the absence of full information about the consequences of an action, economists customarily 
assume a certain-like behaviour. Rational economic agents uniformly adopt a cost–benefit analysis 
of expected outcomes over ordered preferences to the same end. The expectations framework 
formally employed, however, is equivalent to certainty. If an agent’s subjective probabilities map 
into the objective probabilities suggested by some formal model and if these objective probabilities 
are linear over a finitely defined set of potential outcomes, then agents can reasonably employ a 
calculus that renders the ‘uncertain’ future equivalent to a certain one. 

Yet, when the ontological outcome is uniquely identifiable and relevant information appears in the 
form of a full set of either finitely defined, deterministic outcomes or probabilistic ones; the choice 
and decision embedded in the formal model of economic behaviour simplifies the problem to the 
point where really no choice exists at all. The outcome is tautological – the rational actor will choose 
it; not to choose it is to act irrationally and, in so doing, to violate the assumption of rationality. 
Assuming a dominance of rational actors ensures an equilibrium outcome (however defined) that is 
free of crises (as disequilibrium phenomena) and devoid of institutions. 

Bounded rationality 

The problem of decision-making becomes more interesting when we acknowledge limitations on the 
information available or the ability of rational actors to process the sheer amount of that information 
or both. Faced with the inability to completely and exhaustively comprehend, process or evaluate the 
raw data, (or some combination of the three limitations), individuals are thus unable to provide a 
comprehensive list of future outcomes and thus cannot clearly differentiate between alternative 
courses of action. Such limits on one’s abilities introduce Herbert Simon’s (1978) concept of 
‘bounded rationality’ – a situation characterised as one in which the actor faces an epistemological 
uncertainty in an ontologically certain world. The world is potentially and eventually knowable; it is 
immutable and ergodic, if deterministically complex. The economy converges to a predetermined 
and socially efficient matrix of goods produced and consumed; but it takes a sequence of periods 
over which individuals ‘discover’ that outcome. 
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In such a complex environment, there exists the process of agents ‘learning’ the potentially 
knowable multifaceted, complicated environment in which they function. Observing, over a 
sequence of decisions, systematic errors in judgement – errors that could not have been observed in 
an earlier period – the behaviour may evolve in convergent fashion to the maximally efficient 
behaviour identified in the certain-equivalent environment. Surprises diminish as one eventually 
learns objective probability distributions of eventual outcomes. In this environment, the problem of 
computation is confronted with what Herbert Simon (1978) defines as procedural rationality, or that 
rationality of a person from whom computation is the scarce resource. Here, rationality applies to the 
ability to adapt successfully to emerging situations, determined by the efficiency of the decision-
making and problem-solving processes. Omar Hamouda and Robin Rowley (1988:85, emphasis 
added) contrast Simon’s notion of procedural rationality, which stresses the effectiveness of the 
procedures used to choose actions, given cognitive and computational limitations, with a substantive 
rationality, which ‘deals with the extent to which appropriate courses of action are chosen’ and 
which best describes economists’ notion of ‘rational’ in non-complex systems. 

Complex worlds and institutions 

Institutions emerge in a complex environment for two related reasons. Where information is limited 
and difficult to process, institutions as conventions ease the difficulty of decision-making. Where the 
process of exchange is costly, institutions provide a means of reducing the time and other resources 
required to negotiate the exchange. Were the world static, we could conceive of the evolution of 
bounded rational outcomes as approaching the completely rational outcome of traditional economics. 
In the ‘long run’ in such a world, however, institutions would lose their justification (see Dunn, 
2000, 2001). 

The environment under capitalism is not static, however. True uncertainty derives from both the 
absence of information about future prospects and from the presence of different abilities to 
comprehend that information which is available. Facing uncertainty, the decision problem may be 
difficult. Substantive rational assessments cannot be made, and the implications for procedural 
rationality of this environment is unclear (see Samuelson, 2004). The gap between the competence to 
understand the environment and the difficulty of the decision problems faced explains what Ronald 
Heiner terms the ‘decision-competence’ gap. Heiner (1983:585) demonstrates that ‘uncertainty is the 
basic source of predictable behavior, and also the main conditioning factor of evolutionary processes 
through which such behavior evolves. Uncertainty 
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exists because agents cannot decipher all of the complexity of the decision problem they face, which 
literally prevents them from selecting most preferred alternatives’. The decision-competence gap 
explains the origins of predictable behaviour, where institutions – as setting rules and codes of 
conduct – emerge as the means by which to structure social interaction in an environment of 
uncertainty that is born of procedural complexity. 

When information is costly and the actions of many require coordination, it is cost-efficient to 
self-impose institutions as the structure for and constraints on behaviour; that is, to create and impose 
the ‘rules of the game’. The costs of transacting derive from both the need to communicate and 
verify information about the goods and services exchanged and the need to define and enforce the 
property rights to those goods. As Douglass North (1990:28) states: ‘The total costs of production 
consist of the resource inputs of land, labor, and capital involved both in transforming the physical 
attributes of a good…and in transacting – defining, protecting, and enforcing the property rights to 
goods (the right to use, the right to derive income from the use of, the right to exclude, and the right 
to exchange).’ 

Institutions emerge as a means of reducing these transactions costs. For example, standard 
contracts facilitate economic exchange because they are supported by a set of economic rules 
defining property rights and they are enforceable by a corresponding set of legal rules enforcing the 
claim on goods. By reducing the time to gather and assess relevant information, institutions reduce 
transactions costs by improving access and processing of the necessary information. 

In complex societies, with a corresponding complexity to exchange, the institutions necessary to 
accomplish this objective of reducing transactions costs become themselves increasingly complex. 

The institutions necessary to accomplish economic exchange vary in their complexity, 
from those that solve simple exchange problems to ones that extend across space and time 
and numerous individuals. The degree of complexity in economic exchange is a function 
of the level of contracts necessary to undertake exchange in economies of various degrees 
of specialization…. The greater the specialization and the number and variability of 
valuable attributes, the more weight must be put on reliable institutions that allow 
individuals to engage in complex contracting with a minimum of uncertainty about 
whether the terms of the contract can be realized. 

(North, 1990:34) 

Institutions may be informal conventions or formally codified rules. The extent to which a society 
adopts formal institutions over informal ones 
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will itself be a function of the degree of complexity in exchange. With increasingly complex trades, 
the benefits of standardising contracts and developing enterprises devoted to mediating the ultimate 
trades, for example, appear in the form of lower transactions costs and thus gain from formalising the 
transactions. As North (1990:46) elaborates, 

The increasing complexity of societies would naturally raise the rate of return to the 
formalization of constraints…. The creation of formal legal systems to handle more 
complex disputes entails formal rules; hierarchies that evolve with more complex 
organization entail formal structures to specify principal/agent relationships. 

Interdependencies and intersubjectivities 

Both formal rational or bounded rational choice models assume that independent individual 
preferences are paired with immutable (eventually) identifiable maximal outcomes. Pervasive in 
economics and to a lesser degree in other social sciences is the belief of the individual as the 
explanatory primitive. The environments described by and assumed in the customary economic 
models of public choice and positive political economy do not accommodate the complex dynamics 
introduced by social or economic interaction and feedback (see Davidson, 1996, 1982–1983). If 
preferences and needs are socially constituted, the meanings and interpretations of narratives are 
dependent on others and are thus irreducibly social and historical. The complexity of social 
interaction among heterogeneous agents may not unfold into a uniquely identifiable, maximally 
efficient outcome that is independent of the course of action chosen by any given group of 
individuals. John Maynard Keynes (1973a [1936]) describes this simply with his recounting of the 
indeterminateness with which one can pick the winner of a beauty contest.1 Similarly, the decision to 
allocate a portfolio of assets across different employment possibilities yields a multiple of outcomes, 
each outcome dependent on the particular asset allocation decided. The intrusion of public opinion, 
the potential for strategic behaviour, the non-uniqueness of outcomes and dependence of outcomes 
on chosen courses of action suggest we face a world that is not merely complex but complex around 
a multiplicity of legitimate outcomes, none of which is uniquely maximally efficient. 

The French Conventions School seeks to examine just what is a rational course of action when 
agents face uncertainty – when agents cannot assign probabilities to the consequences of their 
actions, when they cannot rank their preferences and when interpretations are debatable. Where and 
how do individuals find the social and psychological affirmation that as 
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members of the group they need? Nicole Biggart and Thomas Beamish (2003:456) summarise the 
approach. 

Conventions theorists find economic coordination to be a concern of rational individuals 
who achieve it via obedience to rules, norms, and intersubjectively mediated action of 
various forms…[constructing] courses of action that are intersubjectively defensible and 
sustainable as economically rational acts. 

Rationality, then, becomes an ‘emergent, interpretive, and performance process’ rather than an 
objectively calculating exercise assumed by the substantive rationality of actors.2 

When faced with true uncertainty, the experiments conducted by Daniel Ellsberg (1961) suggest 
that agents will prefer definite to indefinite information; this suggests, in turn, a scope for creating 
the definite to remove the indefinite. When the problem of choice and decision-making is real, when 
complex situations hamper cognition and a host of outcomes are justifiable, people nevertheless 
desire to replace the indefinite with the definite; they have a need to resolve the uncertainty and 
restore clarity and predictability. In the absence of objective future information on which to 
deliberate, people will default to that which they know or believe. People will construct courses of 
action that others in the group sanction as acceptable and defensible. In the modern ‘enlightened’ 
world, it is the performance of rationality embedded in convention that is chosen as a routine 
approach to repetitive situations. The motivation is not cost savings. Rather, the motivation is to 
appear to others to be acting rationally and comes from the combination of the individual’s desire to 
reduce the anxiety created by the uncertainty and to preserve (or to enhance) the individual’s status 
in her or his social group. 

If the application of deductive reasoning, assumed in a certain or near-certain world, fails for want 
of the raw data or the ability to process complex data then humans tend to rely on characteristic and 
predictable methods of inductive reasoning by seeking patterns and constructing temporary internal 
models with which to work. Experience, what has worked in the past, and the opinions of others will 
now inform the initial model that, in turn, informs decision and guides action. John Maynard Keynes 
(1973b [1937]: 114, with original emphasis) states: 

(1) We assume that the present is a much more serviceable guide to the future than a candid 
examination of past experience would show it to have been hitherto. In other words we largely 
ignore the prospect of future changes about the actual character of which we know nothing.  
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(2) We assume the existing state of opinion as expressed in prices and the character of existing 

output is based on a correct summing up of future prospects, so that we can accept it as such 
unless and until something new and relevant comes into the picture. 

(3) Knowing that our own individual judgement is worthless, we endeavour to fall back on the 
judgement of the rest of the world which is perhaps better informed. That is, we endeavour to 
conform with the behaviour of the majority or the average. The psychology of a society of 
individuals each of whom is endeavouring to copy the others leads to what we may strictly term 
conventional judgement. 

Subsequent experience and social interaction continually test impressions and patterns defined by 
internal models. If successful, initial actions reinforce the belief in the appropriateness of the 
impression previously formed and spur increasingly courageous action. In a manner similar to the 
emergent norm theory of Ralph Turner and Lewis Killian (1987), and supported by modern 
psychological research, Brian Arthur (1994:407) explains, ‘As feedback from the environment 
comes in, we may strengthen or weaken our beliefs in our current hypotheses, discarding some when 
they cease to perform, and replacing them as needed with new ones.’ 

In cases where conventional judgement informs the individual’s assessment of future prospects 
and the individual desires to appear to others to be acting rationally, outcomes cannot be uniquely 
pre-determined by any independent estimate of costs and benefits. Rather, the particular matrix of 
institutions that emerge will now depend critically on the social. This explains why the particular 
institutional structure in capitalist economies varies from society to society despite the fact that the 
varieties of institutions execute the same basic functions. 

Coping with revolutionary change 

In addition to the consideration of a coping strategy defined by a type of inductive, socially defined, 
rationality that explains institutions as emerging convention, the differential abilities to process 
information transforms into the actions of leaders and followers. The leaders will be those who, by 
virtue of reputation or power or both, rely on models that in normal times better explain the 
environment and thus more accurately guide behaviour. If beliefs and internal models are 
unobservable, then others would only observe the increased incidence of (temporarily) fulfilled 
expectations and become followers of a fashion in the behavioural example set by the leaders. If the 
models informing leadership action are themselves complex, then 
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discerning patterns of behaviour would remain out of reach to the followers. This decision-
competence gap for leaders is reasonably smaller than that which amateurs and non-participants face 
in normal times. 

The decision-competence gap, which so clearly differentiates leaders and followers in normal 
times, narrows significantly when adapting to a revolutionary change. The introduction and gradual 
diffusion of a revolutionary change challenges one’s traditional ways of thinking and one’s 
managing of day-to-day life. It is a change that transforms the economy and society and, for a 
growing number of people, erodes the security they derived from their certainty in the old rules and 
traditions. In the earlier stages of the diffusion of revolutionary change, there is a growing 
fundamental uncertainty that perforce moves people outside the established institutional patterns and 
structures; and with it, undermines the ability of the leaders to apply their relatively sophisticated 
internal models. 

The previously stable environment, complex in its multitude of justifiable outcomes dependent on 
which leaders dominated, begins to change in novel ways. There can be no valid basis on which to 
classify this original circumstance. There is no internal model that will produce superior 
performance. Faced with such uncertainty, leaders now face the same degree of uncertainty that, for 
sake of exposition, has always confronted the followers. What initiates the investment in a 
revolutionary innovation? What stimulates the leaders to first speculate in it? In the environment 
described, with no basis on which to assess probabilities, it can only be the optimistic belief that 
there is a chance of material success and, with it, enhanced reputation. If we grant the internalised 
need to accumulate, the combination of an optimistic belief in advance, together with a need for it, 
incites action. In the first instance, it is and can only be a ‘spontaneous urge to action’ – Keynes’s 
notion of ‘animal spirits’ (Keynes, 1973a [1936] VII: 161; see also Koppl, 1991). Initial success 
from this first move will prompt, in a reinforcing manner, further action. As the leaders rely 
increasingly on the same patterns and simple rule-governed behaviour as that of their followers – to 
the extent that leaders now rely on the past simply extrapolated to forecast the future – their 
behaviour becomes indistinguishable from the followers. 

The simplified behaviour of the leader has the effect of rendering that behaviour more 
comprehensible to the followers at a time when attentions are increasingly focused on the widening 
impact of the innovation. Increased awareness of the innovation is concomitant with its widening 
impact and the uncertainty it has reintroduced.3 Those affected by the innovation struggle to 
comprehend the unusual events surrounding them. Leaders remain leaders by convention and 
continue to offer by example a definite course of action – ‘a positive suggestion in an ambivalent 
frame of reference’. They are the ones others turn to for first interpretations of the  
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changes. As such, their role as leaders mutates into a role as ‘keynoters’ (Turner and Killian, 
1987:84). Thus, at a time when an increasing number of followers eagerly seek some interpretation 
of the changes that confront them, the message is simpler and so more easily understood.4 

Fashion 

With meanings socially constructed, there is no unique maximally efficient outcome defined 
deterministically by minimum costs independent of the social. In complex societies, with the 
association of persons loose, anonymous and distant, convention dialogically communicates an 
individual’s status to the group in addition to communicating the group’s accepted metrics of 
‘rationality’ to the individual, thus offering the psychological affirmation needed. As Georg Simmel 
(1957), Thorstein Veblen (1912) and others demonstrate, the typical means of communicating one’s 
self-importance and self-worth is through the display of material possessions. Where the distribution 
of material possessions offers a means of easily communicating differential status, the acquisition of 
such superficial displays of status becomes in itself a goal and invites imitation by those less 
fortunate. As Simmel (1957:543) notes: 

Fashion is the imitation of a given example and satisfies the demand for social adaptation; 
it leads the individual upon the road which all travel, it furnishes a general condition, 
which resolves the conduct of every individual into a mere example…. [F]ashion 
represents nothing more than one of the many forms of life by the aid of which we seek to 
combine the uniform spheres of activity the tendency towards social equalization with the 
desire for individual differentiation and change. 

Yet displays of fashion need not be limited to consumption goods. When the objective is to display 
intelligence, industry and rationality, fashion will extend to the objects of speculation at those times 
when revolutionary advance commands the attention of an increasing number of people. 

The introduction of such widespread novelty in an environment prone to ‘fashion’ creates the 
potential for a spreading enthusiasm. As with all fashion, it is a gradual swell of enthusiasm that is 
marked by the increasing participation of new and naïve participants who are motivated more by 
collective actions and less by any independent objective decision to participate. The geometric rate at 
which the speculative activity and excitement spreads is driven by the increased reliance on past 
successes, the increased pressure to appeal to others for affirmation of the appropriateness of one’s 
actions and the self-fulfilling nature of the excitement. 
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Naïve followers are encouraged to participate. The increased public attention received by reported 
fashion captures the attentions of prior non-participants who are mentally calculating how much they 
would have gained when they first considered such participation. The success of an increasing 
number of persons with whom the prospective participant has some connection feeds the impression 
of feasibility and further encourages the taking of action. Ultimately, both social and economic gains 
attract new participants, the fear of diminished social status repels them from sitting any longer on 
the sidelines and the recent success of others makes them much less wary. 

Fashion and its ritualistic imitation emerge; but they cannot continue forever. Eventually the 
opportunities for differentiating social status through displays of fashion are eliminated when the 
fashion becomes widely adopted by the masses. In those periods where it is fashionable to speculate 
on objects associated with a revolutionary innovation, the erosion of the opportunity for status 
differentiation might set a binding social limit to speculation. More likely, however, it will be the 
eventual revelation of the innovation’s objective economic potential that will force the waning of all 
speculative enthusiasm. 

The ideas put forth in this chapter paint a picture of a stable environment disturbed by an 
innovation. The focus here has been on the creation of institutions as the means by which we create 
the stable environment. Disturbed by an innovation, the initial effect is to generate heightened 
attention to the indefinite promise for material gain and spur speculation that shares many features in 
common with the phenomenon of fashion in material consumer goods. In the initial stages of 
diffusion, where future prospects must be unknown and unknowable, the optimism necessary to 
drive the speculation forward is assured by the self-fulfilling nature of the socially constituted 
meanings derivative of a desire to demonstrate one’s social status. Such optimism is particularly and 
increasingly fragile due to the spreading imitation. While fashion in consumer goods may end with 
no material damage to the participants, the end of the fragile speculation risks loss of savings and 
future income. Any abrupt change in such a fragile environment will produce a panic. Mirroring the 
spread of the prior enthusiasm, the panic creates a social crisis. Mirroring the spread of the prior 
material advance, the panic creates a downward spiral of economic loss through the contraction of 
credit and the collapse of those institutions designed to exchange those funds in the capitalist 
economy. 

In the second and third chapters, I have outlined key elements of the capitalist system necessary 
for understanding the context in which financial crises occur, and have explored the implications of 
uncertainty for behaviour in a stable environment that subsequently is disturbed by an innovation 
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that forces behavioural adaptation. It is now necessary to look more closely at those institutions that 
form the basis of finance capitalism, generally, and periodic speculation, specifically, to ascertain the 
manner in which these institutional networks create the conditions for collapse and crisis. Only then 
will I be in a position to formulate a theory of financial crises that at once explains the similarities 
and provides a justification for the institutional sources of the differences. 
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5 
Conventional approaches 

Speculation as a fool’s paradise 

The institutions of finance in capitalist systems exist to transfer contracts that place claims on wealth. 
These institutions include a variety of products (currency, stocks, bonds and loan contracts), services 
(portfolio management and trustee services), markets (currency, equity and debt markets) and 
enterprises (retail and investment banks, insurance companies) designed to transfer purchasing 
power from those with excess funds to those in need of funds to finance current consumption and 
capital investment. When the institutions of finance themselves mediate the transfer of funds from 
the ultimate saver to the ultimate user of funds, within the system, the mediation process can be 
effected by either direct matching or indirect arrangement. The direct transfer of funds from the 
savers to the users of funds is executed by trading financial instruments in established markets. 
Alternatively, the ultimate transfer might pass through an intermediate financial enterprise, which 
becomes party to the transfer by signing contracts with the saver and, separately, with the user of the 
funds. The analysis of the process of intermediation and its role in the evolution of financial crises 
demands separate treatment, the analysis of which I reserve for a later chapter. In this and the next 
few chapters, I focus on the role financial instruments and enterprises play in the unfolding of an 
episode of instability. 

The value of financial instruments 

Financial instruments executing the transfer of funds are, in the capitalist economy, simply defined 
by the terms and conditions of the transfer of funds or purchasing power over time. As legal 
contracts in systems with well-defined property rights, the instruments are differentiated by such 
characteristics as the nature of the funds transfer (equity versus debt), the nature and amount of the 
income to be paid to the saver for the use of the funds, the denomination, primary issuer (corporation 
– financial or non-financial, government, individual) and the like. Standardised contracts,  
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when paired with standardised accounting procedures, reduce transactions costs by rendering 
financial information readily accessible and easily decipherable. As such, the institutions of finance 
reduce uncertainty by systematising the process of measuring and exchanging claims to wealth. 

In circumstances where real wealth includes the value of the underlying capital assets, then the 
contracts, directly or indirectly, are claims on the monetary value of these capital assets. Where the 
capital asset itself is indivisible, the institutional contracts are divisible and may be exchangeable. By 
establishing divisible contracts, the partitioning of an asset’s total monetary value increases 
accessibility to savings and investment opportunities by requiring a smaller financial commitment. 
The ability to easily transfer title to these partial claims effectively enhances the liquidity of the 
underlying capital asset. Increased accessibility, together with increased liquidity, not only increase 
efficiency by ensuring that for a given exchange fewer resources are expended to transact it, but also 
encourage even greater savings, investment and accumulation and thus an even greater expansion of 
the capitalist system. 

The existence of financial instruments as legal contracts that are available to transfer purchasing 
power over time has attracted a specialised interest in the determination of the prices of these 
instruments and the way in which the markets for them operates. As claims to underlying capital 
assets, it is unsurprising to find that the analysis of financial prices over time mirrors the formal 
analytics of the dynamic economy. The common analysis of portfolio allocation is conceptually 
identical to the economic analysis of the allocation of a fixed stock of resources across mutually 
exclusive opportunities to produce different capital goods.1 Future profitability can be estimated and 
motivation is found exclusively in the self-interested desire to maximise wealth to create maximum 
consumption possibilities over time. Dynamic equilibrium is a series of static or momentary 
equilibria. Yet a fundamental indeterminacy exists in that there exist a multiple of equilibria 
satisfying the momentary conditions of the model, only a subset of which ensure convergence to a 
steady state with nothing internal to the model aiding the identification of the convergent choice. The 
remaining momentary equilibria place asset prices on a path to oblivion forever. In this narrow 
sense, the possibility that asset prices can deviate from that vector of prices consistent with a steady 
state captures elements of the ‘speculative bubble’, traditionally conceived as the result of self-
fulfilling expectations of capital gains. In traditional finance perspectives on instability, the focus is 
on those technical issues that stem from the complexities introduced by the presence of a multitude 
of different financial instruments designed to mediate investment opportunities in a multitude of 
heterogeneous investment projects. 

By examining briefly the conditions under which financial instability can arise in a world where 
the future is predictable and behaviour is 
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independently motivated, the exercise highlights the rather unsatisfactory nature of the assumptions 
required to generate financial instability in this environment. In this way, the door is opened to 
exploring the importance of the assumption of true uncertainty and social and economic 
interdependence. As such, the exercise illustrates the limitations of the traditional view of financial 
instability and emphasises some of its critical elements that require further examination. 

The conventional view of financial instability 

In 1938, challenging the commonly held belief that ‘a security is always worth what you can sell it 
for, no more and no less’, John Burr Williams published his book entitled The Theory of Investment 
Value. In that book, Williams took one of the first appreciable steps towards a clear translation of the 
economic theories of interest and factor incomes into an evaluation of financial securities. Although 
bond tables were widely used by this time and therefore the notion of present value well established, 
formal analysis of financial securities values was just beginning. Williams, Irving Fisher (1930), 
Benjamin Graham and David Dodd (1934) each developed in this period, and with varying degrees 
of emphasis, the basic notion that securities prices or ‘investment value’ should be equal to the 
present worth of expected future income (dividends or coupons plus principal) generated by the 
security. This concept has since become the accepted definition of an asset’s fundamental value – a 
value that defines, in turn, the value of the asset in a steady state. 

The most important single factor determining a stock’s value is now held to be the 
indicated average of future earning power, i.e., the estimated average earnings for a future 
span of years. Intrinsic value would then be found by first forecasting this earning power 
and then multiplying that prediction by an appropriate “capitalization factor”. 

(Graham et al., 1962:28, original emphasis) 

The impact of this analysis, in combination with the introduction of laws such as the disclosure 
requirements of the 1930s, enhanced the quality of the information available and encouraged a 
collective focus on the fundamentals of securities investing. This encouragement has gone some 
distance to enhance the potential economic benefits of securities markets in the contemporary 
capitalist system. As investors focus more consciously on the future profitability of an asset, the 
possibility increases that asset markets could ensure an allocation of capital across alternative uses 
that yields maximum benefits, however the benefits are measured. 
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By the late 1950s, and early mid-1960s, the academic appeal of the concept of value investing was 
clear. In 1958, Franco Modigliani and Merton Miller extended the fundamental notion to transform 
the theory of optimal capital costs. Employing for very nearly the first time an arbitrage pricing 
argument to eliminate the compositional effects of financing costs, they showed that the market 
value of any firm is independent of its debt to equity ratio under certain assumptions. The Capital 
Asset Pricing Model, simultaneously developed by John Lintner (1965), Jan Mossin (1969) and 
William Sharpe (1964), demonstrated that under similar and similarly restrictive assumptions, 
equilibrium rates of return on risky assets were functionally related to the asset’s covariance with the 
market portfolio. Riskaverse investors trading off risk against anticipated return chose current 
portfolios in a manner that yielded efficiency in equilibrium asset prices. In 1965, Eugene Fama 
published his influential work on the Efficient Markets Hypothesis, the essence of which asserts that 
individual asset prices will reflect fully and accurately the existing information that pertains to the 
income-earning potential of the asset. Combining all of these results and retaining similar 
assumptions, Joseph Stiglitz (1969, 1974) demonstrated that the value of the firm (asset) equals the 
value of the discounted cash flows from investment; any partition dividing the cash flows into risky 
debt and risky equity would have no impact on this value.2 

Tractability and similar conveniences may explain the persistence of these and other 
simplifications. The orthodox models remain mechanical models that instrumentally are technical 
representations of complete and competitive markets in equilibrium. Such characterisations are 
justified by an appeal to the satisfaction gained from consumption (or profits as income to afford 
consumption) as the motivator of the agents’ conduct. If agents are able to reason (and are hence 
rational), pleasure (pain) is solely the object of value (disvalue), and pleasure is derived only from 
consumption of goods, then we can conclude that agents must be acting in a way so as to maximise 
their own utility. If the set of objective data that inform these agents is imperfect, the relevant 
information set is assumed, nevertheless, to contain a complete and finite set of possible, contingent 
outcomes. For the individual, what must be an array of subjective contingent outcomes is assumed 
equal to the values, range and probabilities of the array of objective market outcomes by the 
researcher. To be in the possession of such information about market outcomes is, in conventional 
treatments, to know the true representation or model of the market. The orthodox theorist assumes 
that each individual market participant ‘knows the market’, that is, holds a justified true belief of 
what constitutes and influences the market prices of financial assets. 
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The implication of this traditional perspective of finance is the appealing notion that efficient 
capital markets produce equilibrium asset prices that reconcile marginal (risk-adjusted) rates of 
return for all savings and investments. As accurate signals, actual prices then can reliably guide 
rational capital allocation toward its most productive uses while inaccurate price signals, such as 
those suggested by the dynamically unstable growth paths, yield misallocation. The asset’s 
fundamental value defines its steady state price; as such, a speculative bubble translates into asset 
prices driven up in excess of fundamental values and away from the steady state outcome. The 
troubling possibility of dynamic instability as it appears in the contemporary literature is now little 
more than the theoretical basis for debates about econometric signals. The debate all but exclusively 
centres on whether the observed volatility of measured indices of asset prices may be adequately 
explained in a formal statistical sense by any initiating volatility in the researcher’s estimate of the 
underlying fundamentals. Indeed, the extent to which controversial debate stems from different 
beliefs among researchers belies the faith of all in accepting the homogeneity of rational investors. 

Financing innovation – speculation in real assets 

To underscore some of the essential limitations of the conventional perspective of financial market 
instability, consider the scenario wherein debt-financed investment in the assets of an evolutionary 
innovation. In the adjustment to evolutionary innovations, business fluctuations will be apparent in 
the uneven progress of capital accumulation, aided by institutionally supplied credit at relatively 
favourable market rates of interest in a cumulative process of the type analysed by Knut Wicksell 
(1936 [1898], 1978 [1935]). In the adoption and adaptation of an evolutionary innovation – by 
definition a risky but not uncertain venture – the range of possible future outcomes are reasonably 
known, an assumption consistent with the orthodox finance perspectives. In this situation, ‘excess’ 
speculation (of the type that generates extreme instability in the traditional models) can only exist on 
the introduction of the ignorant speculator and the ignorant lender. By highlighting the exclusive 
compatibility of the traditional view with adjustment to an evolutionary innovation and exposing its 
shortcomings as a reasonable explanation of instability in this environment, the door is opened to 
pursuing the importance of uncertainty in the face of a revolutionary innovation. To highlight the 
contention that financial instruments do more than simply reflect, in a neutral manner, the underlying 
dynamic problem that arises in the allocation of capital assets – as orthodox finance theorists suggest 
– the exercise is conducted under the assumption that speculation 
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via financial instruments would be equivalent to speculation directly in the capital assets themselves. 
As a heuristic, this exercise is intended to motivate the importance of both uncertainty in the face of 
a revolutionary innovation and the fact that something in the conversion from intrinsic investment 
value of real capital to liquid marketable claims affects the assessed value of the corresponding 
financial instruments; points I will take up in the next chapter. 

If speculation is limited to the acquisition of the relatively illiquid physical assets associated with 
an evolutionary innovation, speculators can reasonably assume that the losses from an adverse turn 
of events will be borne by themselves when these assets are relatively illiquid. Thus, speculators 
have every incentive to internalise the costs of the associated risk. Where the innovation promises 
greater productivity and a higher rate of return, access to loanable funds to finance the speculative 
investment becomes relatively more attractive for a given cost of credit.3 Assuming a range of 
profitable outcomes with known probabilities, extending credit to a risky enterprise remains 
completely justified by forecasts of future profitability. If expectations of success are fulfilled, then 
the introduction of credit to finance the innovation usefully aided the reallocation of resources to the 
new endeavour. If expectations are disappointed, but were based solidly on an ‘actuarial rationality’ 
– that is, information about the true likelihood of alternative outcomes – distress will be limited. 
Debt obligations with now no profit from which to discharge that debt may result in default, but that 
risk was expected and hence properly priced under some basic assumptions about debt markets and 
risk calculations of institutional lenders. Although disappointed expectations may pose hardship for 
both the entrepreneur and the lender, it is reasonable to expect that the hardship will remain 
contained to the principals, spreading to unrelated businesses neither through asset channels nor 
through credit channels. In addition, because the fundamentals of the innovation are predictable and 
predicted, speculation and associate lending are rational in the sense that they are grounded in an 
objective forward estimate of future profits to the owner – speculators in real assets. 

When the impulse to innovate is evolutionary in character, such an environment as the one just 
described exists. As incremental modifications located in a pre-existing industry, these innovations 
may reasonably have predictable, if only probable, profit outcomes. With fundamentals calculable, 
speculative excess requires the introduction of a speculator prepared to ignore them. In most 
explanations, this is the naïve speculator – an investor enamoured of recent past capital gains who, 
on this backward looking information alone, predicts future gains. By jumping into a rising market in 
sufficient numbers – buying an asset they expect will rise in 
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price – the naïve speculators will find their naïve expectations temporarily fulfilled and the asset’s 
price driven up beyond that which true expected fundamentals can justify. Disregarding or being 
ignorant of the true fundamentals, the naïve speculator embodies the wave of irrational exuberance 
that characterises the common notion of ‘overtrading’ in a ‘bubble market’. 

The introduction of the naïve speculator with access to loanable funds creates a potentially more 
hazardous situation. In the first instance, it appears that naïve speculation may, too, draw resources 
from otherwise productive employs through the mechanism of credit creation described briefly 
earlier. With a greater proportion of the economy’s resources directed towards this naïve speculative 
activity – an activity that has a greater chance of failing than it does of succeeding – the recoil from 
this temporary prosperity will entail greater hardship for all participants.4 

If one grants the possibility of debt-financed speculation, the implications for the consequent 
portfolio risk are clear. Institutional lenders who ignore information that directly affects the risk level 
of their capital investments do so at their own peril. Widespread wilful ignorance suggests risk 
improperly priced. The detrimental implications clearly follow. On the inevitable recession of the 
speculative optimism, there exists a greater probability of default on debt improperly priced and so a 
greater likelihood of creditor bankruptcy. Where the naïve creditor is a lender in other, otherwise 
unrelated, enterprises creditor bankruptcy will result in a contraction of credit greater than even the 
elimination of the innovation’s relative profitability and its secondary naïve speculation would entail. 
Such an aggregate decline in credit below that level consistent with the new equilibrium will induce 
a temporary fall in output that is below its normal level. 

For John Stuart Mill (1965 [1848]), Alfred Marshall (1923), Robert Flood and Peter Garber 
(1980), Bradford De Long et al. (1990) and a host of others, it is the activity of the naïve speculator 
– swept up in a wave of spontaneous optimism – that explains an excess doomed to collapse. In such 
a world, one must logically conclude that if only these naïve speculators knew better than to jump 
into what is essentially a pyramid scheme, there would be no bubble and no subsequent crisis on its 
collapse. That they do not know better leaves a theory of financial instability ultimately and solely 
attributable to excessive cyclical economic fluctuations caused by unjustified and unreasonable 
speculative behaviour. 

The primacy of the naïve speculator must insufficiently explain the phenomenon, however. If 
credit is the primary means by which to finance speculation in innovative endeavours, this particular 
explanation of financial instability requires that there exist not only naïve speculators but naïve 
creditors as well. To the extent that institutions provide the channel through 
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which the credit to finance naïve speculation in real assets passes, it becomes increasingly difficult to 
defend the assumptions of this explanation. Such an explanation requires more than simply naïve 
speculators; by including naïve creditors, it requires recourse to an assumption of widespread wilful 
blindness to the objective facts publicly available to and from industry experts. Consequently, we 
cannot be satisfied with this as a sole or even primary explanation of unstable and fragile financial 
markets. With evolutionary innovation – by definition coming from inside an existing industry – 
such possibilities of secondary or naïve speculation in the investment in real assets is unlikely. Naïve 
speculators who attempt to obtain credit for such activity will be approaching lenders who may 
reasonably be expected to have some connection with or access to industry experts. Through the 
lending channel, to the extent that the end use of loans is identified and identifiable, there exists a 
check in the system that can prevent credit-financed naïve speculation in real assets. 

Many objective dimensions of the aforementioned analysis are important for understanding the 
threat of instability posed by debt-financed speculation. The interaction of credit and the 
accumulation process is foremost among them. Exploring these dimensions in the context of a 
scenario that limits speculation to the real assets associated with an evolutionary innovation 
underscores the inadequate nature of the assumptions about information and behaviour central to 
both traditional securities analyses and the common notion of a speculative bubble. In this scenario, 
if the traditional bubble is to occur, it can appear only when a host of experts in the innovating 
industry and credit industry ignore readily available and easily interpreted information and, in the 
formal version, will never burst. Naïve speculators, by definition ignorant of the objective potential 
of the speculative asset, nevertheless know that future losses, if any, will be inescapable by virtue of 
the relative illiquidity of the asset they acquire. In this scenario, all are jumping into a speculation 
that some know is objectively unjustifiable and all know any losses are their own. The assumptions 
required to legitimate the foregoing explanation of financial instability have come together to paint a 
rather disappointing picture of voluntary ignorance and irrationality. This reduction to a ‘greater fool 
theory’ of speculation and subsequent distress is, as many appreciate, a rather unsatisfactory 
explanation of events. Set out in this way, it should be apparent that to develop a fuller 
understanding of financial crises, we must explore the role of financial equities in enhancing the 
liquidity of the underlying capital assets and the manner in which institutionalized sources of credit 
encourage speculation in those innovations, the potential of which are not as easily defined. 
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Part II 
The progression of a mania–panic episode 
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6 
Justifications and means 

The institutional organisation of speculation 

Financial instability emerges from a very different environment than that described in Chapter 5. 
Financial instruments, and the enterprises that issue them, are more than simply a neutral means of 
mediating exchange between present and future consumption; they are the means in which opinion 
and sentiment affect real outcomes. Money is more than a medium of exchange and wealth is more 
than the discounted value of future income from which to consume. Money and wealth are also 
metrics for social status, intelligence and industry, yielding individual benefits that a focus on 
consumption alone cannot capture. Money and wealth are the motivators that can, at times, generate 
a fad behaviour that intoxicates all those desiring to climb the social ladders to success. In contrast, 
liquid equity claims on firms are less than the internal value of the firm, transforming incompletely 
into money value the total social and economic value of the firm’s assets. Finally, banks are more 
than efficient intermediaries in the transfer of funds, diversifying risks and resolving the problems 
deriving from the existence of asymmetric information. Banks are part of a credit creation process 
that a widespread optimism can carry to seemingly unlimited heights. 

While we all face a degree of true uncertainty at all times, at those times when we are confronted 
with an optimistic uncertainty as that created by some innovations of technological or institutional 
origin, socially determined waves of optimism afforded by an incalculable promise replaces the 
individual’s forward estimates of profitability based on knowable outcomes with calculable 
probabilities. In the downturn, a debt-deflation spiral is a real threat precisely because the debt level 
of any one firm can affect the unit cost of debt service or the value of collateral assets potentially 
sold to repay debts or both. It is an environment, in other words, in which financial instability is 
conceived as a path-dependent process determined by dynamic market adjustments to disequilibria 
that are caused by large disturbances in uncertain environments. Markets are incomplete, investors 
are ill-informed and susceptible to fashionable pressures, the relevant streams of income  
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and debt obligations can become mismatched, and the individual investments and investors are 
placed in the wider confines of aggregate economic and social developments rather than explicitly 
separated from them. 

The purpose of this chapter is to examine the role played by financial equities in promoting 
speculative investment wherein the environment considered reflects these realities. The premise that 
divisible, liquid, claims on the monetary value of these capital assets reduces transactions costs and 
increases efficiency remains reasonable. Moreover, when standardised, these claims to wealth reduce 
uncertainty by systematising the process of measuring and exchanging them. Yet, importantly and 
paradoxically, this chapter explores the manner in which these institutions of finance capitalism also 
introduce ignorance. The process of converting money values externalises incompletely the 
qualitative values of both the tangible capital assets (such as machines, factories and inventories) and 
the intangible assets of knowledge (in the form of patents and trademarks). Furthermore, increased 
accessibility encourages participation by those less informed and enhanced liquidity replaces the 
incentives to acquire the material information with a belief that a quick exit is possible in the event 
of disappointment. Chapter 7 explores the supply of credit, generally, and the role of banks, 
specifically, in creating the timely funding needed to support the upward spiral of speculation and 
investment under conditions of true uncertainty. It considers, in a manner consistent with 
Schumpeter and Wicksell, the way in which bank credit creates savings and, in a manner consistent 
with Minsky, the endogenously fragile nature of this credit. The combined effect is to hazard a 
greater aggregate ignorance and fragility than that which might exist in the absence of these 
institutions. The implication is that by creating financial institutions designed to promote efficiency 
and reduce uncertainty in the capitalist system, we open the door to an instability that can, at times 
and contrary to the original motivations, reduce efficiency and increase uncertainty. 

Speculation via financial equities 

In revisiting the nature of speculation under the assumption that financial equities are importantly 
distinct from the underlying real assets, this exercise illustrates and emphasises the importance to 
speculation of the form in which one holds title to an asset. Contrary to the certain world with 
complete information wherein financial equities as share claims on a firm’s real assets are valued on 
a pro rata basis consistent with the fundamental value of the underlying real assets of the firm, in the 
real world information is incomplete and the fundamentals are ill defined. As such, the conversion of 
real asset values into divisible and transferable financial claims valued in money terms is incomplete 
as well. Analogous in some respects to Georg 
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Simmel’s (1990 [1907]: 404–409) difference in value between personal achievement and some 
monetary counterpart, the intrinsic value of real assets exceeds its monetary counterpart by an 
incalculable amount. The loss in value of which is spoken of here arises from an inability to translate 
completely and perfectly into numerical value such non-quantifiable influences as knowledge, the 
quality of management, the degree of control over capital and the degree of liquidity. 

In the process of ‘commodifying’ intangible knowledge assets, we actually change and diminish 
the intrinsic nature of the knowledge itself. To assign monetary values to any object, it is necessary 
to quantify, in a recognisable way, the characteristics of that object. Where the characteristics of 
knowledge are inherently qualitative, the best we might do is establish the legal means of identifying 
and quantifying either the process associated with applying that knowledge (e.g. patents) or the 
products of having acquired that knowledge (e.g. trademarks and education credentials).1 Further 
complicating the exercise of quantifying the value of knowledge is the fact that in the translation 
process, we may actually distort and diminish the quality of the very object we are attempting to 
measure. With the attention of assessors increasingly focused on the quantitative measures of 
knowledge and skill, combined with the predominance of illusions to objective cost–benefits 
analyses, we are beginning to lose our intuitive appreciation for qualitative values and risk, believing 
– or acting as though we believe – that the quantitative values are adequate. Where ‘credentialized’ 
metrics of knowledge incompletely capture and reflect the true value of knowledge, exclusive focus 
on monetary values must be perforce inaccurate. Exclusive appeal to objectified measures of costs 
and benefits removes from ‘rational’ decision the qualitative value of such elements as educational 
expertise and managerial quality. 

The absence of any personal acquaintance between owners and managers of capital eliminates a 
critical source of information about management quality. Where personal relationships have the 
potential to provide information about those qualitative aspects of management so difficult to 
measure, the impersonal relationship between the ‘saving-investor’ and the ‘saving-receiver’ offers 
no such benefit.2 Moreover, in the modern industrial firm, there is an additional, ill-definable value 
contributed by scope economies. Alfred Chandler (1990:15) defines the modern industrial firm as a 

collection of operating units, each with its own specific facilities and personnel, whose 
combined resources and activities are co-ordinated, monitored, and allocated by a 
hierarchy of middle and top managers. It is the existence of this hierarchy that makes the 
activities and operations of the whole enterprise more than the sum of its operating units. 
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But how much more and how these additional functions are to be valued is difficult to determine. 
The quality of management – partly captured as the interdependent advantages arising from 
economies of scope in the production and distribution of products – is a factor that translates 
impossibly into any objectively defined numerical value. 

The absence of information about management quality is compounded by both the loss and 
relinquishment of control over capital by its owners. The legal partitioning of the value of large-scale 
enterprises into share claims that are low enough in denomination to be owned by the small saver has 
gone a great distance to promote effectively the democratisation of wealth and ownership of capital. 
But the corollary of widespread ownership of capital is diluted interest in its control, a loss of 
personal acquaintance with the management, and conflicting temporal incentives. ‘Security 
capitalism thus effects democratization of the ownership of capital but brings about monopolization 
of the control of capital’ (Edwards, 1967 [1938]: 5–6).3 Where more individuals share stakes in an 
enterprise, each individual commands less of an ability to influence management and thus control 
capital. Conversely, where capital markets are completely illiquid, 

then there would be no separation of ownership and control. Once some volume of real 
investment was committed, the owners would have an incentive to use the existing 
facilities in the best possible way no matter what unforeseen circumstances might arise 
over the life of plant and equipment. 

(Davidson, 1999 [1998]: 283) 

The ease with which financial asset ownership can be transferred compounds the loss of control with 
a relinquishment of what little control remains. Liquidity, as the means to sell an asset quickly at 
close to current market price, adds yet another source of ill-definable value but shifts the temporal 
horizon of the owners of capital to a much shorter term. Although the enterprise is a longer-term 
venture, there are, in a system of financial capitalism, fewer longer-term stakeholders in its success. 
Shareholders dissatisfied with the operation and direction of the firm are less likely to exert pressure 
to change and more likely to abandon the enterprise altogether by selling their shares (Schleifer and 
Vishny, 1986). The telescoping of investor horizons feeds back, placing a greater managerial 
emphasis on current profits and current capital gains than would otherwise be placed. The result is a 
greater impatience and shiftability of capital of the type stressed by Keynes (1973a [1936], for 
example). 

Further complicating the exercise of objectively valuing financial equities is the intrusion of 
opinion. The more that conversion from real to 
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financial values distorts information, the greater the erosion of the influence of purely analytical 
factors over the market price of financial equities. When combined with conflicting incentive 
structures and standard credit practices, the door is opened to the influence of other collective and 
non-analytical factors. As the estimate of future profitability becomes less clear, factors other than 
discounted future profits may weigh more heavily in the investor’s calculation of the related 
security’s price. As Graham and Dodd (1934:23, original emphases) noted in their influential 
analysis of securities values: 

…the influence of what we call analytical factors over the market price is both partial and 
indirect – partial, because it frequently competes with purely speculative factors which 
influence the price in opposite direction; and indirect, because it acts through the 
intermediary of people’s sentiments and decisions. In other words, the market is not a 
weighing machine, on which the value of each issue is recorded by an exact and 
impersonal mechanism, in accordance with its specific qualities. Rather should we say that 
the market is a voting machine, whereon countless individuals register choices which are 
the product partly of reason and partly of emotion. 

As with all voting opportunities, a crowd-mind may develop independently of the objective facts of 
the situation. Where opinion can influence the outcome, no numerical value can be assigned to the 
probability of that outcome – a point colourfully illustrated by Keynes in his account of the court 
debates around the appropriate damages to be awarded a woman who had not been given reasonable 
opportunity to win a British beauty contest (see Chapter 4, n.1). 

A deterioration of information quality, a loss of information, the telescoping of investor horizons 
and an intrusion of opinion create a potential instability in financial equities where none would exist 
in the underlying real assets. Consequently, we might register qualified disagreement with Charles 
Kindleberger’s (1989:20) claim that ‘the object of speculation may vary widely from one mania or 
bubble to the next’. By identifying a long list of real assets as the objects of historical speculation, 
Kindleberger suggests that individually canals, selected companies – new, existing and merged – are 
all equally susceptible to speculation. However, many of the episodes identified by Kindleberger 
entailed speculation via marketable financial instruments. By classifying speculative objects based 
on the form in which one holds title to the asset, we reduce significantly the list of speculative 
objects and move a little closer to a clearer, institutionally grounded understanding of financial 
instability. Were we to stop here,  
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however, we would have only partially clarified Kindleberger’s assessment of potential speculations 
and environments. 

Revolutionary innovation and speculation 

Historically, many dramatic episodes of Western financial crises have been preceded by intense 
speculation in financial assets associated with revolutionary innovations. In addition to the crises 
which occurred in the process of adopting such revolutionary technologies as the steam engine 
(Britain, US and Continental Europe 1847/48, 1857, and US 1873), the internal combustion engine, 
electronic and chemical innovations (US 1929), there are those that occurred in the wake of 
revolutionary innovations in institutional structures. The introduction of the joint-stock company, for 
example, was a critical component of both the 1720 ‘South Sea Bubble’ and the 1721 French 
‘Mississippi Bubble’.4 

In the period preceding these and other crises, there is evidence of spreading enthusiasm for 
revolutionary developments – developments that must have been little understood by virtue of the 
novelty. Such an environment of uncertain promise suggests an optimistic ignorance on the part of 
speculators. This ignorance is both partial and of a particular kind. A given revolutionary innovation 
has, in its early stages of being transformed from invention to innovation, great potential. But the 
uniqueness of the nascent innovation prevents any inference about any probability of success. 
Without repeated trials from which to measure probabilities, we have Frank Knight’s (1964 [1921]: 
225–226) ‘estimates’ for which ‘there is no valid basis of any kind for classifying instances’. It is 
George Shackle’s (1949) ‘crucial’ experiment. In such situations it is ‘manifestly meaningless’ to 
speak of the probability of any degree of error in this judgement. 

The exercise of ‘knowing’ is complicated further by the fact that for innovations to be 
revolutionary they must eventually assert some degree of universal impact. Such impact is in no 
small way the product of widening opinion as to the usefulness or desirability of the innovation. As 
Nathan Rosenberg (1994:3) reminds us, however, ‘it appears that it has been remarkably difficult to 
appreciate the potential significance of an invention at the time of its first introduction’. 

Research into the history and economics of technology highlights the uncertainty inherent in the 
gradual adaptation and adoption of a given invention. ‘(Historical) analysis supports the view that 
technological change often takes place in quite information-poor and uncertain 
environments’ (Rosenberg, 1994:5). Stress is laid on the clustering of complementary inventions and 
on the advances necessary to yield the ultimate economic, technological and societal impact. 
Emphasis is placed, too, on both the costs 
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of developing the new technology and the variety of costs associated with replacing older 
infrastructures – physical as well as cultural and educational.5 

Subsequent to the initial creation and development of the innovation, the diffusion of the 
innovation is gradual and its success is conditional on gaining wider recognition and appreciation of 
its potential. As most revolutionary changes have come from outside of the authority structures of 
established industries, the process of diffusion and gradual acceptance has been at times slow. 
Rosenberg (1994) presents clear evidence and argument supporting the notion that from initial 
invention to widespread adoption of an innovation, the path is long, evolutionary (in the sense of 
exhibiting path dependence), and non-linear in many respects. 

Thus, the speed with which inventions are transformed into innovations, and consequently 
diffused, will depend upon the actual and expected trajectory of performance 
improvement and cost reduction…. [T]here may be a highly non-linear relationship 
between rates of improvement in a new product and rates of adoption. Further there is 
often a long gestation period in the development of a new technology during which 
gradual improvements are not exploited because costs of the new technology are still 
substantially in excess of the old. However, as the threshold level is approached and 
pierced, adoption rates of the new technology become increasingly sensitive to further 
improvements. 

(Rosenberg, 1994:69) 

Initially, only those intimately associated with the inventions have had the possibility of imagining 
any of the potential. In the early stages of advance, it is in no way reasonable to expect that 
predictions of future profitability would be or could be possible, at least not reliably so. If a calculus 
of probabilities is impossible, the question of the motive to speculate arises. More than a 
‘spontaneous urge to action’, it is the opportunity to partake in the ill-defined chance of an 
innovation’s success. Individuals vary in their willingness to take such chances with their 
investment, and Chandler (1990) differentiates conceptually between those individuals who invest 
first in an uncertain but hopeful enterprise and those who follow once the first trials prove positive. 
The ‘first mover’ is that individual who is aware of the invention and acts on intuition, a ‘hunch’, 
that the invention may yield potential benefits. Initial success appears in the technology itself as an 
interdependent combination of gradual technological improvements and diffusion. 

With no ability to forecast future profitability in the early stages of diffusion, there is no way to 
estimate expected downside losses of any investment in a revolutionary innovation. Losses are 
perceived, nevertheless, to be limited for the individual where financial commitments made 
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are small and liquid. Share ownership allows the individual speculator a choice over the magnitude 
of her or his commitment and lessens significantly the perceived threat of substantial loss. Rosenberg 
and Birdzell (1986) and Rosenberg (1994) argue that it is precisely the institutional devices of 
limited liability, tradable and marketable share ownership that is central from the point of view of 
facilitating investment in risky undertakings. Levine and Zervos (1998) demonstrate that in recent 
years for a broad range of countries, stock market liquidity and size (among other variables) are 
robustly correlated with productivity improvements (see also King and Levine, 1993). Keynes argues 
that investors may be nonetheless willing to speculate in an uncertain outcome if the commitment 
made is liquid. ‘For the fact that each individual investor flatters himself that his commitment is 
“liquid” (though this cannot be true for all investors collectively) calms his nerves and makes him 
much more willing to run a risk’ (Keynes, 1973a [1936]: 160).6 

When offered the opportunity to speculate in liquid claims on an innovation, the absence of 
information is of less concern. In the early stages of diffusion, professional speculators – who are 
otherwise best adept at processing information and deciding courses of action – are now confronted 
with a situation in which information is deficient and cannot be processed reliably through the 
existing internal models and outcomes cannot be calculated. A growing optimism about the ill-
defined potential of assets related to an innovation forces professional speculators to rely more on 
current information – opinion and recent price movements – and to exhibit increasingly predictable 
patterns of rule-governed behaviour. When speculators extrapolate from recent price movements to 
anticipate future yields, it is the simple rule of ‘positive feedback trading’ – buying because prices 
have been rising – that governs their behaviour. 

Initial success stimulates professional speculative activity in at least three ways. First, is the 
suggestion that in default of any ability to forecast future fundamentals in periods of extreme 
uncertainty, professional speculators will extrapolate from a recent price increase. This ‘naïve’ 
dependence on available information about recent price changes is a dependence created in default of 
any other means by which to predict future prospects. It is a dynamic extension of Keynes’s static 
analysis of individual behaviour and judgement in the face of true uncertainty as described earlier. 
Recent price increases – the continuation of which others affirm – forms the primary basis upon 
which individual speculators – professional and naïve alike – anticipate future price increases. De 
Long et al. (1990) demonstrate that when some market participants follow positive feedback trading 
strategies, it may be optimal for others to ‘jump on the bandwagon’ themselves. Second, industry 
pressures may contribute further stimulation. David 
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Scharfstein and Jeremy Stein (1990) demonstrate the important influence of relative portfolio returns 
and professional reputation in encouraging the herd behaviour of portfolio managers.7 Third, to the 
extent professionals recognise the potential self-fulfilling nature of widespread expectations of 
speculative asset price increases, they may include their judgement of market ‘mood’ as independent 
information. 

As with the first movers responsible for bringing the revolutionary invention to market, 
professional speculators are the ones to undertake the first trials in the affiliated financial 
speculation. The simplified and easily predicted behaviour of the professional speculator has the 
effect of rendering markets more comprehensible to the amateur at a time when attentions are 
increasingly focused on the widening impact of the innovation. An increasing number of people 
affected by the innovation seek to comprehend the unusual and unusually optimistic situation. Once 
the empowering symbol of financial speculation emerges in an acquisitive culture, so too does the 
leadership of the professional speculator. Thus, at a time when an increasing number of people 
eagerly seek some interpretation of the changes, the potential followers more easily understand the 
message communicated by the leaders. 

Communication networks are essential for broadcasting the success of others and feeding the 
attendant enthusiasm. Networks for the distribution of information include the formal networks 
established by the media and the informal networks inherent in personal kinship and community ties. 
In contemporary society, Ralph Turner and Lewis Killian (1987) suggest that the media operate as 
something more than vehicles for the neutral transmission of facts; they operate as a change agent 
and as a means of moulding public opinion. Larry Samuelson (2004) argues that public information 
may serve as a ‘coordinating device’ that gives rise to self-fulfilling expectations,8 and Robert 
Shiller (2002:71) points out that the ‘history of speculative bubbles begins roughly with the advent 
of the newspaper’.9 The extent to which the media can and do successfully contribute to a rising 
enthusiasm by selecting and highlighting the astounding successes of a few is beyond doubt. 

Increased public attention on the speculation, which is afforded and promoted by communication 
networks in a culture that values material wealth, encourages more individuals to participate when 
recent past success – as simply indicated in the rising price of the speculative asset – legitimates the 
extrapolated expectations. Rising asset prices reinforce the belief in the appropriateness of the 
speculation, reassuring professionals and amateurs alike. As Turner and Killian (1987:9) elaborate: 
‘While people act on impressions, their impressions are constantly tested in action. The…success of 
initial actions may produce…the increased assurance that fosters more courageous action.’ 
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The initial successes of both real and financial investments alike encourage others to contemplate 
imitation. Naïve speculators jump into the market in significant and increasing numbers once 
speculation in financial equities related to the innovation becomes a keynoted activity. The increased 
public attention received by reported capital gains captures the attention of prior non-participants 
who mentally calculate how much they would have made had they bought when they first considered 
such action. The success of an increasing number of persons with whom the prospective speculator 
has some connection feeds the impression of feasibility and further encourages the taking of action. 
Ultimately, getting rich quickly attracts new speculators, the fear of being left behind repels them 
from sitting any longer on the sidelines, and the recent success of others makes them much less 
cautious. 

Fashionable imitation is an essential ingredient to both the diffusion of an innovation and the 
spreading of a speculative enthusiasm. The opportunity to imitate the professional speculators 
requires the institutional accessibility of equity markets to the small saver.10 Historically, there have 
been critical developments in the evolution of financial capitalism that have been pivotal in 
rendering financial equity markets significantly more accessible at a time when the society was 
undergoing changes introduced by other, non-financial, revolutionary innovations. The introduction 
of the joint-stock company in both England and France in the late 1600s and early 1700s 
revolutionised social relations. For the first time, wealth was obtainable by a means other than 
birthright. Significantly restricted by legislation shortly after the South Sea Bubble collapsed, 
England saw the reintroduction of the unspecified institution of joint-stock ownership a century later. 
Examples that are more recent include the introduction of the discount broker in the 1980s, and the 
Internet access afforded by the evolving innovations in information and communications 
technologies in the 1990s. In each case, the market was rendered considerably more accessible to the 
small saver-investor at a time when a revolutionary innovation was dramatically altering the social 
and economic landscape. In each instance, these compounding developments contributed 
significantly to the contemporaneous episodes of an intense speculative enthusiasm by enhancing the 
ease with which the non-professional imitator–speculator could participate. 

Consideration of the institutional characteristics of the market for financial equities reveals an 
erosion of the quality and quantity of information, the presence of non-quantifiable influences, and 
the possibility of an unconstrained credit-financed pyramiding of asset prices. This brief exercise 
restates insights articulated by early writers of finance capitalism in a way that permits an 
appreciation of the importance of these institutional devices in the current context. Following George 
Edwards (1967  
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[1938]) and others, the conversion from real to financial equity introduces an independent source of 
uncertainty. The conversion of real assets into their financial equity counterpart entails a loss of 
information about critical non-quantifiable influences such as entrepreneurial quality, scope 
economies and networks critical to the diffusion of an innovation. The conversion of illiquid 
physical assets into more liquid marketable shares of an enterprise explains the persistence of the 
information deficiency in the sense that it rationalises the ignorance. Where the acquired asset is 
liquid, at least in normal times, it is individually cost-efficient to ignore the lost information. The 
introduction of liquid marketable shares encourages at once greater savings and a greater fickleness 
or impatience on the part of the investor. Intrusion of speculator opinion and other collective 
influences occur in response to the uncertainty, creating further uncertainty for all speculators. For 
these reasons, objective calculations of future returns to financial assets are difficult to calculate in 
normal times. In extraordinary times, such as those defined by the adaptation to a revolutionary 
innovation, all attempts to forecast on the basis of fundamental information perforce must be 
abandoned and replaced with simple rule governed behaviour based on extrapolations from recent 
experience. 

The development of a mania is the gradual spreading of a speculative euphoria – one that becomes 
increasingly intense. It is the gradual swell of enthusiasm marked by an increasing participation of 
new and naïve speculators who are motivated more by collective actions and less by any independent 
objective decision to participate. The corresponding geometric rate at which the speculative activity 
and excitement spreads manifests itself in a spiralling upward of asset prices that parallels the non-
linear diffusion path of the precipitating innovation. This reasoning suggests that episodes of extreme 
financial instability in the liquid claims on some assets are the exaggerated mirror image of the non-
linear, evolutionary path marking the diffusion of a revolutionary innovation. The suggested pattern 
of instability in asset prices is similar to that of the traditional story summarised in Chapter 5, but the 
explanation for this instability is now perhaps more understandable. Indeed, beyond investigating 
how individuals reasonably behave in the face of a growing optimistic uncertainty that parallels the 
diffusion of the innovation, there is little else that changes. All observable results go through as 
before. Initial speculation gathers momentum as the first results prove positive, credit to finance both 
primary and secondary speculation is extended, and a self-perpetuating rise in the market prices of 
related assets appears. 

In this way, the norm of financial speculation emerges; but it cannot continue forever. 
Geometrically rising asset prices will eventually raise questions about the future profits and discount 
rates required to support  
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contemporaneous price levels. Whatever doubts appear and for however long they persist, at some 
point these questions will be answered. Until we reach this point, however, assessing the 
reasonableness of the speculation or the height of asset prices throughout the diffusion process is 
problematic. What constitutes excess speculation throughout the diffusion of an innovation is wholly 
unclear. There are no criteria that permit, ex ante, estimation of an asset’s fundamental value. Hence, 
we are incapable of estimating any benchmark from which to measure deviations along the path of 
diffusion of an innovation. All that exists as potentially observable measures of instability or fragility 
are those movements and actions that are characteristic of an optimistically uncertain environment. 
On the equities side, this appears simply as an increasing predominance of ‘positive feedback 
trading’ – buying that is motivated by anticipated gains which are justified only by past price 
increases. 
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7 
The other side of the coin 

The influence of credit creation and banks on speculation 

Equities will, as we have seen, go some distance to encourage and facilitate the process of 
investment and innovation. Introducing the complementary possibility of borrowing to fund 
speculation in an innovation’s assets can contribute further to the self-perpetuating speculative 
advance. Borrowing to finance purchases of financial claims on these assets compounds the 
possibilities all the more. This chapter explores the endogenous credit dynamics that support and 
promote speculation in periods of optimistic uncertainty. It considers endogenous credit demand 
generated by stock pyramiding and endogenous debt structures of the type discussed by Hyman 
Minsky (1986, 1982a). In situations where optimistic uncertainty dominates and financial institutions 
offer elastically supplied credit, there exists the potential for demand-driven credit expansions (of the 
type discussed by Moore, 1988) to support the speculation. When we allow for the possibility that 
banks are more than simply agents brokering the exchange of loanable funds – when the operation of 
banks must be viewed as the institutional creators of credit – we are a step closer to understanding 
the importance of finance in creating the intrinsic instability of the finance capitalist system. As 
Joseph Schumpeter (1994 [1954]: 1114) notes in his assessment of the role banks play: 

The theory of ‘credit creation’ not only recognizes patent facts without obscuring them by 
artificial constructions; it also brings the peculiar mechanism of saving and investment 
that is characteristic of fullfledged capitalist society and the true role of banks in capitalist 
evolution. 

Credit 

Easy credit terms and frequent reassessments of market value generate additional value which 
stimulates and motivates the speculation. With no means other than high and rising prices to verify 
the value of the collateral 
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security, creditors are constrained in their ability to assess appropriate credit limits. That creditors 
might also be subject to fashionable professional pressures – pressures that encourage herding in 
precisely the same way as that which influences professional speculators – further feeds the 
excitement. 

There is substantial evidence that credit expansion could be the result, rather than the cause, of a 
speculative boom. From at least John Stuart Mill (1967 [1826]) to more recent technical studies such 
as that by Barry Eichengreen and Kris Mitchener (2003), an abundance of argument and empirical 
evidence suggest that accommodating credit expansion contributes to an economic expansion.1 
Should the cost of available credit be low relative to the anticipated returns, then access to brokers’ 
loans for purchasing stocks on margin can aggravate stock price changes in both rising and falling 
markets.2 In a rising market, investor claims on capital gains furnish the basis on which to acquire 
additional credit that is used to buy additional shares and that can drive up prices further (see Bogen 
and Krooss, 1960, as cited in Fortune, 2001). In a manner reminiscent of Knut Wicksell’s pure credit 
economy, so long as the net sellers of shares deposit the proceeds in the market or institution 
responsible for extending margin credit, there is nothing institutionally that will impose an upper 
limit to this credit-pyramiding effect (see Luckett, 1982). The reverse holds true in a falling market, 
where price decreases erase equity, force margin calls and force sales of stocks, which further 
depresses prices in a manner akin to Fisher’s debt-deflation process. Such an endogenous credit 
expansion/contraction process is apparent in Mill’s account of the British nineteenth century British 
episodes, in Carl Snyder’s (1930) explanation of the over 180 per cent increase in call loan volume 
between 1927 and 1929 in the United States (see also Eiteman, 1933), and is consistent with Peter 
Fortune’s (2001) analysis of the most recent American experience. Moreover, Fortune finds that 
while a high level of margin loans indicates upward pressure in rising markets and vice versa in 
falling markets, this effect was greater in the more speculative NASDAQ market leading up to its 
peak in the year 2000 than it was in the market for mature issues (S&P 500) for the same period. 

Hyman Minsky (1982a,b, 1986) views the mania–crisis experience as one which differs from all 
credit-induced business fluctuations in magnitude alone. The further we move away from the last 
downturn, the greater the fragility of the markets and, hence, the more severe will be the next 
episode. Minsky’s credit cycle concentrates on the nature of the debt incurred to finance enterprise 
and its relation to the investment’s income stream. As an economic upswing progresses, Minsky’s 
investors, all of whom must rely on current and recent historical information alone, become 
‘heartened by the success of the boom’, and increase their tendency to 
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accept larger doses of debt to finance investment. An endogenous element to the process is 
introduced by identifying three sources of funds from which to service this debt: current income, 
revenue from the sale of assets, and the issue of new debt. As the memory of the last distress recedes, 
increased leverage is encouraged by the fact that, throughout the course of the boom, short-term 
interest rates lie below long-term rates. Those in need of longer term funds are, thus, tempted into the 
shorter term debt market. The increasing demand for short-term loanable funds drives up the cost of 
those funds and, in the face of a growing mismatch of maturities, increases the fragility of the 
financial markets. The margin of a firm’s fiscal safety (the difference between the present value of 
assets and the price of investment output) decreases as the proportion of debt service rises from 
rising interest rates. Over time, rising debt charges exceed current income, forcing debtors to finance 
their debt by either revenue from the sale of assets or by the issue of new debt. 

Minsky’s Financial Instability Hypothesis focuses attention on streams of asset income (rather 
than on the fundamentals defined as the discounted value of these streams) in excess of 
contemporaneous changes in debt service costs. Fluctuations in these margins of safety explain the 
time path of asset prices; financing incentives induce short-term borrowing to finance long-term 
expenditures and financing constraints drive up debt service costs. As the rising debt service costs 
outpace increases in income, borrowers must rely more on capital gains (and less on sustainable 
income generated by the asset itself) to service debt – markedly increasing fragility. Competitive 
pressures ensures borrowing continues in the face of rising debt costs, with rising equity prices 
appearing to validate the new debt assumed. In this way, debtors increasingly and unintentionally 
shift to this tenuous form of ‘Ponzi’ financing. Money, created in the process of financing positions 
in assets increases whenever bankers share in a speculative optimism that supports and reaffirms the 
belief that borrowers positions in assets will generate sufficient cash flows (see Papadimitriou and 
Wray, 2001; I will return to this point below). Reminiscent of Walter Bagehot (1873), a limited 
memory of the maturity risk allows the activity to continue until such time as debt service costs 
swamp returns from all sources and bankruptcy is forced. 

In a fashion parallel to the manner in which a protracted speculation in assets generates 
endogenously a narrowing of the corridor of stability, the margins of debtor safety begin to fall over 
time.3 ‘Consequently, the width of the corridor of stability could narrow during a long boom, in 
keeping with Minsky’s discussions of the changing stability of the economy as financial structure 
changes over the course of the cycle (Minsky 1982a, 1986). This was Irving Fisher’s explanation of 
why the sharp deflation of 
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1920–1921 did not result in a great depression: inside debt denominated in fixed nominal terms, was 
significantly smaller relative to the size of the economy in 1920–1921 than in 1929 (Fisher, 1932, 
1933)’ (Dimand, 2005:194). This notion of a corridor of stability is akin to Leijonhufvud’s (1981 
[1973]: 129) notion adapted to permit an endogenous determination of the thresholds.  

What constitutes excess debt in this framework is now, however, problematic. Without an ability 
to estimate future profitability, we lack the means to assess the appropriateness of the level of debt 
incurred. Of course, after a collapse, speculation was unwarranted and the debt assumed to support it 
too great. In the midst of a speculation, however, it is impossible to identify uniquely and precisely 
that level of prices that is ‘excessive’ and thus that level of debt that is ‘unwarranted’. Eichengreen 
and Mitchener (2003:32), for example, attempt, with some effort, to differentiate a credit boom from 
one that relies on the interpretation of a stock price bubble as an explanation of the 1920s experience. 
The point of this study is that speculation under uncertainty renders the traditional concept of a 
bubble irrelevant and that it is precisely the speculation on an optimistically uncertain future that 
calls forth the credit to support it. As such, the speculation and the credit expansion are, contrary to 
motivation of the earlier mentioned study, if the reader will forgive the pun, simply two sides of the 
‘same coin’. 

Banks and bank credit 

When the transaction entails costs of searching and locating potential savers and borrowers, 
assessing creditworthiness of the borrowers and negotiating the terms of the contracts, the 
introduction of an intermediary with a specialisation in the administration, monitoring, and execution 
of such exchanges will reduce these costs. When the specialist intermediary simply brokers the 
exchange – such as happens in the markets for debt – there is no material difference in the economic 
outcome beyond that which can be measured by the diminution of transactions costs. 

The public’s relative unfamiliarity with the debt (and equity) markets, the markets’ inaccessibility 
to small savers, and the high costs of assessing creditworthiness of small, prospective borrowers, 
preclude participation in financial markets for many (though, at times of heightened optimism, more 
are tempted into the equity markets). The introduction of the specialist intermediary as a party to the 
exchange of funds between two ultimate principals – where here the intermediary is at once a 
borrower from the saver and a lender to the user of funds – further promotes the accumulation and 
allocation of savings by rendering the credit arrangement more widely accessible. With specialists 
intermediating financial transactions by signing 
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contracts with lenders separately from those they sign with borrowers, specialists have the 
opportunity to alter the terms and conditions of the contract as funds pass between them. For 
example, the intermediary may collect from several small savers in low denominations, and lend the 
combined amount to one borrower seeking to finance a larger project. 

If this specialist intermediary is constructed as a ‘deposit bank’ – issuing highly liquid, 
transferable, deposit balances – as substitutes for currency – in exchange for debt contracts, we 
introduce the potential of radically altering the influence credit has on both the economy and the 
society. The portfolios of deposit banks are unique in at least a couple of respects. Unlike any other 
intermediary, the bank acquires longer term, income-earning assets by issuing shorter term liabilities 
(deposit balances) against itself. Moreover, these liabilities are convertible on demand at par into 
cash. Historically, the assets acquired are predominantly business loans and loans to the government. 
So long as business confidence remains stable, bank-issued credit, and its offsetting deposit 
liabilities, ensure and support the successful day-to-day operation of economic activity. When 
confidence changes – rising with the spread of speculative optimism and falling with the spread of 
pessimism – credit expands or contracts in step, and in periods of extreme pessimism, preference for 
holding cash can overtake the public’s willingness to hold bank money. If the rate at which 
confidence changes is gradual enough to allow the bank time to properly adjust its portfolio of 
assets, there need be no drastic consequences. If, however, the change in confidence is sudden and 
extreme – as is the case when panic sets in – the bank’s ability to accommodate the sudden increase 
in the demand for liquidity is severely constrained by its inability to liquidate its longer term assets. 
When there exists no alternative for meeting the increased demand for cash (or at the point that it is 
exhausted), bank runs of the type analysed by Douglas Diamond and Philip Dybvig (1983) will 
threaten solvency. By the mere fact that confidence is socially constructed and contagious, the level 
of credit as measured by the size of the bank’s loan portfolio, together with the degree of liquidity, 
has the potential to become more than a bell-weather of business confidence but a fundamental 
factor that influences that confidence. 

While banks rarely finance revolutionary technological innovations at the outset, they have backed 
the credit supporting margin purchases of shares in revolutionary developments (such as in England 
in 1720 and in the United States in the 1920s), they have been the ultimate source of credit by means 
of discounting bills of exchange (such as in England 1825 and 1847), and they have extended credit 
to develop infrastructure related to a revolutionary reorganisation of the economy (such as in 
Thailand in the 1990s). As well, banks commonly finance the adoption of innovation by  
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imitators, thus promoting the spread and diffusion of the innovation. As Rondo Cameron and Hugh 
Patrick (1967:13) put it, 

Under normal circumstances bankers will prefer to lend to profitable, growing firms and 
industries rather than to stagnant and declining ones. Thus, while it is rare for banks to 
finance directly a period of experimentation with a completely novel production technique 
by a new, inexperienced businessman or inventor…it is quite common for bankers to 
finance the expansion of firms that have already introduced successful innovations, and a 
lot to finance the adoption of the innovation by imitators. 

The outstanding innovation in finance in the nineteenth century was the substitution of various forms 
of bank-created money for commodity money. With the growth in the 1820s of non-note-issuing 
joint-stock banks, bank deposits came to ‘occupy an important place in the stock of money or current 
means of payment in England’. As a result, the use of bank money as a substitute for commodity 
money ‘gave to bankers, the specialists and presumed experts in the business of lending to deficit 
units, a large leverage over real resources which they could transfer directly to enterprising 
entrepreneurs’ (Cameron, 1967b: 315–316). 

In this substitution, the possibility of endogenous credit creation is introduced in a manner 
consistent with the ‘Banking School’ view maintained by Thomas Tooke, John Fullarton, and others 
(see Mints, 1945). It was later developed by Nicholas Kaldor (1982) and Basil Moore (1988) and 
formed an essential component of Minsky’s hypothesis. In this view, causation runs from prices to 
credit, rather than in the opposite direction as proponents of modern-day inflation-stability policies 
maintain. To use Axel Leijonhufvud’s (1998:211) characterisation, speculative booms of the type 
that precede a crisis are ‘inside’ money inflations ‘fuelled by cumulative expansions of bank (and 
other forms of) credit. In these the ratio [of inside to outside money] rises. These inside money 
inflations cannot be sustained indefinitely, therefore, without ending in a financial crash’.4 

When credit is elastically supplied by deposit banks, then a number of factors can influence the 
amount of credit at any given time through alterations in both the total volume and the velocity of 
circulation of different types of exchange instruments rendering the threshold ratio of inside to 
outside money variable and unpredictable. Optimism (or pessimism) importantly influences banks’ 
willingness to extend credit limits in the manner suggested by Minsky. As well, financial innovation 
can alter the relative velocities of newer versus older media of exchange. The introduction of 
innovative financial instruments or processes changes the relative velocities  
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of circulation in ways that cannot be measured at the time the innovation occurs. The effective 
‘quantity’ of the total exchange media for the purpose of supporting transactions, becomes 
impossible to measure contemporaneously with any accuracy. 

The importance of banks stretches, then, beyond the simple extension of borrowing and lending 
opportunities to persons otherwise unlikely or unable to access debt or equity markets. Where bank-
issued liabilities (deposit balances) dominate a nation’s media of exchange and short-term bank 
loans provide the major source of working capital, a successful banking system aids importantly the 
operation of daily business transactions that define the nation’s economy. These additional functions 
alone confer on banks a unique importance in the economy. Now banks are more than simply 
efficient, complementary, alternatives to the transfer of funds from savers to borrowers – they 
become an intrinsic part of the credit creation process that can increase the opportunities to innovate 
and accumulate beyond which would otherwise be the case. In other words, ‘maximum output’ and 
‘capacity’ are not immutable physical limits but instead, limits that are endogenous to the operation 
of the banking system and extension of credit. 

The worst financial crises in history have involved the collapse of the banking system. By its 
economic importance alone, this historical observation is, perhaps, now well understood. The 
importance of banks extends, however, beyond the economic into the social. At the level of the 
individual transaction, bankers familiar with their customers, have access to qualitative information 
on both the customer and the customer’s enterprise for which the customer employs the borrowed 
funds – information that allows for a fuller assessment of default risk and may actually contribute to 
a reduction of it. Bankers, with whom borrowers have a relationship, become partners in the 
borrower’s enterprise. 

Bankers share a stake in the success of the commercial business, possibly by holding a lien on 
collateral assets or simply in their concern for bank solvency. The borrower, conversely, has a 
personal stake in avoiding bankruptcy – where now, the costs of default include a cost to the 
borrower’s reputation and relationship with the banker. As individuals operating in a capitalist 
system, however, bankers are not immune to the pressures imposed by a culture of capitalism and 
with it, the waves of optimism and pessimism that can emerge. Given bankers’ willingness and 
ability to create and destroy credit as confidence flows and ebbs, bankers are in a unique position to 
contribute significantly to the evolution of a speculative enthusiasm or its recoil in crisis. 

At the level of the social, banks are conservative institutions with a reputation for and a history of 
safety and soundness. Unlike financial markets in many ways, banks are, in a Durkheimian sense, 
institutions that  
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contribute to the stability of the social order. Banks offer a safe haven for the savings of those who 
work hard and save against unforeseen contingencies. They offer a means of managing liquidity to 
smooth consumption and production over time for the many households and business too small, too 
unfamiliar with, too risk averse, and too otherwise preoccupied to participate in the markets. They 
offer an accessible and familiar opportunity to accumulate wealth. And when they collapse, not only 
does the event threaten the whole payments system of a nation and risk the elimination of small 
savings, but the collapse rends the very fabric of the social system of which the banks are a 
significant part. 

In sum, the economic importance of a financial exchange between those with surplus funds and 
those in need of funds is, in the first instance, the opportunity to render savings productive. The 
introduction of equities, credit (debt) markets and banks, reduce transactions costs and thus promote 
the transfer of funds from savers to borrowers, rendering savings ‘productive’. But more than simply 
the opportunity to channel savings into investment to ensure maximum output and productive 
capacity, the introduction of these institutions alters economic potential. Economic output, the 
corresponding level of employment, and its distribution over different industries, are now dependent 
on the extent to and manner in which credit institutions, generally, and banks, particularly, operate 
within the society. To the extent that credit is dependent on the level of confidence in future 
economic prospects, any change to that confidence alters the extension and distribution of credit. 
When waves of optimism can call forth credit to support the activity that focuses that mood, credit 
operates to ensure the optimism becomes self-fulfilling in every real economic sense. When credit is 
acquired by issuing highly liquid transferable claims against a bank, these claims become an integral 
part of the payments system, augmenting the circulating media of exchange. Where banks are also 
conservative pillars of society, these institutions serve as a stabilising social force. For the very 
reason banks play such critical economic and social roles, bank failures will have uniquely, 
devastating effects. 

From the previous chapters, the conditions under which speculative optimism appear may now be 
clear enough. The questions that remain are what cause a shift away from that optimism; what sparks 
a panic in a distressed environment? To these questions I now turn. 





Page 65

8 
Recoil in crisis 
From peak to panic 

It is a commonly held belief that a financial crisis and panic mark the end of a speculative mania, 
with the extent and intensity of the alarm mirroring the extent and intensity of the preceding 
enthusiasm. While panics have never appeared independently of a prior mania, a crisis-crowd 
dynamic has not always developed in the wake of an intense euphoric speculation and never has it 
occurred the very moment the mania subsided. In the highest profile episodes, the panic appeared 
weeks, sometimes months, after the enthusiasm dissipated. In one of the earliest episodes in England, 
shares in the South Sea Company reached their peak in August of 1720. Over the next month share 
prices declined steadily to half their value. It was on the 17th of September 1720 that panic erupted. 
Share prices dropped to one-third of the price they commanded eleven days earlier. A similar time 
lag between the peak of share prices and the eruption of a panic marks the end of several other high 
profile speculations in Western financial history. 

This chapter explores the cause of financial distress experienced in the wake of a recession of 
speculative enthusiasm and considers the conditions under which that distress could erupt into a 
panic. In the view expressed here, speculation subsides, in a Schumpeterian manner, when the 
impulse to innovate recedes. Depending on the extent of the revealed deviation of market prices from 
exposed fundamentals as well as the relative debt burdens, the end of the speculation may or may not 
be followed by a reversal of fortune. The preconditions of distress derive, then, from the debt 
incurred to finance a speculation in the optimistic promise of an innovation of uncertain potential. 
The potential for a panic derives from the threats posed by a sudden deterioration in liquidity in a 
distressed environment. 

Peak and distress 

The onset of crisis has variously been identified as a ‘sudden collapse’ of financial market prices 
(including currency values), illiquidity causing 
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a suspension of convertibility at some previously fixed rate (either internally in the case of banks 
suspending convertibility of deposits into domestic currency or externally in the case of a nation 
suspending convertibility of its currency into alternative currencies or specie) and the exhaustion of 
either bank capital or international reserves.1 These crises may relate to or evolve into a debt crisis 
wherein debtors of some significance are unable to service their debts. Where financial crises occur 
in the wake of an intense speculation, the question is what then causes the reversal of fortune? As 
part of an evolutionary process that is characterised by the ebb and flow of business activity, the 
question is essentially one relating to the peak of a business cycle. The economic process envisaged 
here is one in which the advance and subsequent slowdown are the symptoms of disequilibrium 
adjustments to fundamental change that has been introduced by an innovation of some consequence. 
It is one in which the empirical business cycle is driven fundamentally by the ebb and flow of an 
impulse to innovate, with credit elements compounding and exaggerating the cyclical fluctuations in 
prices and output. 

The complexity of the underlying socio-economic process reveals itself clearly in the attempt to 
identify those causes that bring the speculation to an end. In purely economic terms, speculation in 
the assets associated with an innovation via the purchase of equity shares financed by debt entails 
seven important material elements. There is the physical investment in the assets of the innovation, 
the future income these assets can reasonably be expected to generate (when capable of being 
estimated) and the market price of the physical assets themselves. If speculation proceeds through 
the trading of equity claims on the physical assets, there is, separately, the market price of the share 
claims. Finally, with debt accumulated to support the speculation, there is the nominal or money 
value of the debt, the real value of the debt as the money value of the debt in relation to the market 
value of the underlying asset which the debt financed, and, finally, the cost of the debt itself. If 
portfolio considerations, with its attendant cost–benefit analysis, guide asset allocation, we can 
expect to see all these elements assessed in relation to one another. The end of a speculation, if 
driven solely by economic considerations, would occur when the costs of further speculation 
outweigh any additional anticipated gains. 

The break in the upward momentum occurs when the process reaches a threshold beyond which it 
cannot continue to replicate itself. The threshold may derive from the cost of debt rising faster than 
the speculative capital gains, which eventually eliminates the opportunity of any further material 
gain. Alternatively, the threshold may derive from the limits of investment in the innovation, where 
profitability eventually revealed cannot support contemporaneous prices in the speculative assets.2 
Further, an emphasis on  
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one does not preclude the importance of the other; the emphasis placed on the relative costs of debt 
by predominantly monetary theories of the business cycle does not preclude the importance of 
Schumpeter’s notion that underlying innovation fundamentals can too play a causal role.3 Yet the 
threshold may not derive from pure economic considerations in the first instance. Mill (1967 [1826]), 
in his analysis of the 1825–1826 crisis in England, grapples with this question but cannot resolve it 
satisfactorily. As Evelyn Forget (1990:634) suggests, we are ‘left with the uncomfortable feeling 
that, for Mill, the mood shifts simply because it shifts’. If the social is to be considered, the norm of a 
speculation renders out-dated the fashionable elements of the activity of speculation, and as an 
increasing amount of speculative proceeds are converted into luxury goods, the social value of all 
related fashionable displays of superior status is diminished. 

These and other related explanations of the end of a given episode of speculation remain debated. 
The absence of either historical or theoretical dominance of any one explanation underscores our 
inability to pinpoint in advance just when a speculative enthusiasm will subside. But subside it will 
and eventually, perhaps causally, perhaps not, the uncertainty with respect to the future income 
potential of the speculative assets will be replaced as the full scope of that potential becomes 
apparent. As suggested by Schumpeter (1939) and elaborately examined by Rosenberg (1994), the 
innovation eventually reaches its potential and the profitability net of borrowing costs is gradually 
revealed. With maturation of the innovation and the emergence of current income, it becomes 
increasingly easier for professional speculators to forecast future income based on forward estimates 
of performance. Professional speculators gradually replace their extrapolated estimates of future 
capital gains with some revised internal forecasting model that incorporates this new information. 
The combination of the emerging fundamentals and the concomitant revision to internal methods of 
forecasting introduces new ways of assessing the appropriateness of prevailing asset prices. When 
the newly emerging assessment metrics do not support an expectation of further price increases, 
professional speculation subsides. When the metrics support a lower market value for the assets, 
professional speculators may actually reverse their bets, as they did in early 1997 when speculators 
began trading against the Thai currency. The slowdown in speculative demand for assets, assuming 
no sharp curtailment of supply, will translate into a slowdown, levelling off or fall in the market 
prices of these assets. 

Depending on the nature and extent of the underlying debt accumulated to finance the speculation, 
the slowdown alone could be sufficient to create distress and a downward spiral of debt, creating 
further distress. Should limits on credit growth force up the cost of debt through the earlier 
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speculative stages, Minsky’s Ponzi financing situation – wherein speculators are servicing their debt 
from anticipated capital gains alone – would be endogenous to both the psychology and the 
economics of the speculative process. Speculators in the midst of the speculative enthusiasm, 
extrapolating future price increases on the basis of past price increases alone, can only be expecting 
to service their debt out of future capital gains. If they have been borrowing at increasingly higher 
rates, then the possibility diminishes over time that any revealed profitability to the speculative asset 
exceeds the cost of debt. At the point where the cost of debt exceeds the revealed or yet-to-be 
revealed profitability, the speculators are, in economic terms, Ponzi financers. 

The levelling off of asset prices is alone sufficient to cause distress to those indebted speculators 
who incurred debt anticipating capital gains from which to service or discharge their speculative 
debt. Any inferior situation in which emerging information suggests that current prices are 
unjustifiably high will result in a reversal of speculation causing asset prices to fall and an even 
greater distress to occur. Any price levels deemed unsustainable based on newly revealed 
fundamentals will decline, however, further distressing all indebted speculators. In the reverse 
unfolding of events, a fall in the market price of shares eliminates margin collateral. The investor 
responding to a margin call has the choice of placing additional funds in his or her margin account or 
selling the shares and discharging the debt. The financial liabilities incurred by a margin investor are, 
however, unresponsive to market price, being fixed as they are in nominal terms. And it is this long-
standing practice of using current market prices to value collateral financial assets but holding 
liabilities fixed in nominal terms that explains Irving Fisher’s paradox. The decline in prices may 
force a distress sale of collateral assets that, in turn, depresses asset prices. By forcing sales when 
asset prices are low or falling – sales that drive asset prices down further in an institutional 
framework that holds the nominal value of debt constant – we obtain the paradoxical result that ‘the 
more debtors pay, the more they owe’. A debt-deflation spiral of this type, as discussed by Fisher 
(1933), distresses both lenders – who do not recoup total amounts owed through sales of low-valued 
collateral assets – and other asset holders whose real value of outstanding debt rises. 

The collapse of asset prices has the potential to create financing problems for the wider economy 
through either or both of its primary financing institutions – the capital market and the credit 
enterprises, primarily banks. As funds to the capital market evaporate and are withdrawn, the ability 
of other businesses to raise funds through this means is impaired. Where a cessation of speculation 
via equity ownership depresses share prices and drags down key indicators of capital market 
performance, the  
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potential for negative feedback trading – the mirror image of the process that propelled prices 
upward initially – exacerbates the contraction of funds available through this means for naïve 
speculators. 

While much of the discussion of distress arising out of the debt accumulated and the credit 
extended to finance the preceding speculation must proceed on the basis of the institutional features 
of the debt and equity contracts themselves, the story is incomplete without attention paid to the role 
of banks. In parallel fashion to the role of banks in the extension and creation of credit, in periods of 
distress, the contraction of credit through the banking system provides, or has the potential to 
provide, the main conduit through which distress spreads to other parts of the economy (see von 
Peter, 2004). Where banks respond through contracting broader credit, all businesses relying on bank 
credit to support and finance operations will be squeezed. The bank’s portfolio of assets and 
liabilities are adversely affected by distress in the speculative markets directly if the bank credit has 
financed the speculation or the bank holds speculative assets, and indirectly, where portfolio spill-
over occurs, as would be the case if a depressed speculative asset market depresses prices of 
substitutable assets which the bank holds or has a claim on. In 2000, for example, while the banks 
did not lend directly on NASDAQ-listed stocks, nor did they hold these assets directly, bank 
portfolios did include loans secured by real estate. With the collapse of the ‘dot-com bubble’, land 
values in California – the centre of the information technology industry – collapsed, which in turn 
depressed the book value of the west coast bank portfolios. 

Initial shock (from declining investment returns and rising interest rates) is small relative to 
aggregate bank capital but does increase bank risk. Depositors and note holders convert bank debt to 
specie which banks meet by selling bonds, further depressing bond prices which, in turn, depresses 
the real values of bank loans to bond dealers collateralised by the bonds. Portfolio adjustment causes 
a drain in reserves that leads to a refusal by banks to rollover loans and the debt of brokers, forcing 
broker bankruptcy (Calomiris and Schweikart, 1991:818–819 on the U.S. 1857 panic). 

From this perspective, the length of time between the keynoting of the financial speculative 
activity and the revelation of the innovation’s potential profitability critically influences the 
maximum duration of the mania. The longer the delay, the wider spread the impact of the innovation, 
the more intense the speculation and the greater the chance asset prices will be driven above any 
level that would be ultimately sustainable. In cases where extensive borrowing financed the prior 
speculation, the greater the revealed deviation of prices from fundamentals, the greater will be the 
distress. It is in this manner that the intensity of the prior speculation influences in a causal way the 
extent of the distress. Financial distress is alone a concern 
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but not independent of the social distress. Compounding the downward spiral and motivating an exit 
from the speculative markets is the intrusion of pessimistic uncertainty and the gradual erosion of the 
attractions of fashion. As the innovation loses its novelty and becomes commonplace, the 
fashionable dimensions of it recede. Social differentiation is no longer possible and its benefits no 
longer yielded.4 The norm of financial speculation proves transitory and its end creates a new 
uncertainty for indebted and naïve speculators – one characterised by worried concern and anxiety. 
Yet distress or anxiety is not the same thing as a panic. 

Panic 

Financial panic is the ill-advised, confused and uncoordinated scramble by speculators to dump 
shares quickly. It is both a personal emotion and a collective action that interfere critically with the 
preferred adaptive response to distress. The panic occurs in a demoralised environment created by 
the combination of the prevailing distress and a specific trigger. Like the mania, the panic is in every 
way a collective behavioural process. Unlike the mania, a clear, identifiable trigger sparks the panic 
and its hyper-intense life span is short. 

Where once speculation was a norm of the collective – justified partly by the vague promise of the 
innovation – the end of the financial speculation is unexpected for many. ‘When the norms of a 
group temporarily lose their efficacy as a guide to conduct, characteristic forms of collective 
behavior are likely to appear.’5 For new and naïve speculators, the levelling off and gradual decline 
in the price of the speculative asset is unfamiliar. The result is demoralisation, ‘the loss of 
meaningful relationship to the values and activities of some collectivity because changes in the 
balance of rewards make adherence no longer attractive’ (Lang and Lang, 1962:343–344). 

More generally, the financial speculation emerged as a norm creating certainty where wider socio-
economic uncertainty from the spreading impact of the innovation existed. The emergence of 
financial losses that threatens both investor solvency and reputation shatters recently created basic 
understandings and perceptions of the innovation-induced changes. The situation is now panic prone.

As a collective process, demoralization entails disruption of two elements essential to the 
functioning of a group: cognitive definitions and affective ties. By cognitive definitions, 
we mean the patterns of expectations and intellectual schemes by which nature and society 
are transformed into a meaningful world. Persons become disoriented when the 
unexpected or unfamiliar shatters their basic understandings…. [W]hen  
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external danger that cannot be mastered or internal dissension that cannot be resolved 
weakens the affective ties that normally weld people into a cohesive unit, it becomes 
panic-prone because of demoralization. 

(Lang and Lang, 1962:346, original emphasis) 

Without a trigger, however, it is possible for the demoralised state to evaporate. As prices stabilise, 
people readjust their perceptions of the financial situation and come to understand the nature of the 
changed socio-economic environment in which they exist and the threat of panic dissolves. Before 
readjustment is complete, however, if another event occurs to dramatically alter and adversely affect 
the tenuous security of the speculator – an event that serves to exaggerate the distress they face – it 
will trigger a panic. 

In many documented historical instances of panic, the trigger was something that dramatically 
decreased the liquidity of the speculative assets. In October of 1929, for example, the sheer volume 
of American stock trading activity ran up against a technical trading barrier that, when hit, prevented 
the further execution of trades and reporting of price movements. In Thailand, when the monetary 
authorities floated the Thai baht, it altered instantly the terms of trade and liquidity characteristics of 
the speculative market. Any dramatic reduction in the liquidity of the speculative asset in a distressed 
environment will reasonably create heightened anxiety – for it was the liquid nature of the financial 
asset, in the presence of uncertain future gains, that encouraged the initial speculation. The trigger 
then might appear as a threshold level of activity that, when reached dramatically and quickly, 
constrains the asset’s market liquidity. Alternatively, it may appear as some externally imposed 
change such as a government decree that alters either the terms of trade between the speculative asset 
and money or the ability to sell the asset at close to market price, such as was the case when 
Thailand let its currency float. 

In a Schumpeterian manner, the mania will eventually end when society begins to perceive, and 
the economy begins to experience, the full potential of the innovation. As the economic 
fundamentals of the associated assets become increasingly predictable, the influence of fundamentals 
over asset prices reasserts itself. The resulting switching behaviour observed in asset price 
movements is consistent with the notion that speculators, reacting to such new information, begin to 
sell the speculative asset. The magnitude of the revealed deviation of contemporaneous prices from 
asset fundamentals may or may not be great. The resulting distress imposed upon indebted 
speculators may or may not be severe. 

The proposed socio-economic explanation for panics suggests a material basis for incidences of 
financial, escape-mob behaviour. In a distressed environment, the onset of a panic requires a trigger. 
Given the importance  
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of liquidity in providing some degree of perceived security against great losses, anything that causes 
a sudden and dramatic shift in the liquidity of the speculative asset will spark a panic. 

By combining an economic perspective on financial instability with a sociological analysis of 
collective behaviour, this chapter lays out a conceptual foundation suggestive of a fuller 
understanding of extreme financial instability – speculative manias and financial panics. It offers a 
core conception of crises derivative of fundamental uncertainty and advanced financial capitalism. In 
the abstract, it suggests answers to who speculated in what, why, and how and in this way offers an 
explanation and a characterisation of the similarities in financial instability over time. In the absence 
of any better institutional definition, however, the framework remains too broad and too abstract to 
enlighten our understanding of the many variations historically observed. 
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Part III 
Variations in manias, panics and crises 
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9 
Societies in transition 

Time–space comparisons of financial instability 

Innovation drives the evolution of the capitalist system and the culture that is engendered ensures 
change will be perpetual. The nature of innovation is such that, at times, the induced social and 
economic changes are profound and profoundly uncertain. It is in these periods of major transition 
that the most spectacular of speculations – and recoil in crises – are most likely to occur. To the 
extent that there are recurring elements in this evolutionary process, there will be an enduring 
similarity of financial crises. 

The socio-economic perspective adopted in this study incorporates an essential and explicit role 
for financial institutions in encouraging speculative accumulation and in fostering systemic 
instability. Where the nature of the contemporaneous innovation defines the focus of the preceding 
speculation, it is the particular constellation of financial institutions and the manner in which these 
institutions are integrated with the wider economy that give the episode its particular form. In these 
differences in the particular structure across time and space lie the source of the differences in 
historical crises – differences marked by the nature and focus of the distress and the manner and 
extent to which distress spreads to otherwise unrelated parts of the economy. 

Historical financial systems consist of a variety of financial instruments, enterprises and processes 
that are designed to transfer purchasing power and that have evolved over time. The contemporary 
financial system offers such services as means of payment, the pricing of risk, portfolio allocation 
and the intermediation of such financial contract considerations as denomination, term, liquidity and 
the like designed to collect and promote accumulation of wealth. While the formal financial system, 
with its full complement of financial services, has a relatively recent history, constituent elements of 
the system have been in existence for centuries. Evidence of the use of coins as a medium of 
exchange and form of payment appear early in Western civilisation and even earlier in China, with 
some estimates dating the first use of coins to the twelfth century BC. Means of extending short-term 
credit to support trade and early risk-sharing arrangements afforded by such devices as marine 
insurance  
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appear in medieval times. Italian moneychangers formed early currency markets in the twelfth 
century AD at cloth fairs that toured the Champagne and Brie regions of France. The bill of 
exchange, as a means of payment, was in use at this time as well.1 

Whether intolerable inconvenience motivated these and other financial innovations or, as Paul 
Einzig (1966) argues, the innovations appeared as speculative improvements gaining a degree of 
acceptance before any ‘impelling need for the reforms had arisen’, the advantage of lower 
transactions cost goes some distance in aiding our understanding of a wide variety of financial 
developments. Money as a medium of exchange provides an intermediate link between the 
employment of resources to produce goods and services on the one hand and the ultimate 
consumption of those goods and services on the other. By valuing marketed commodities in money 
terms, the onerous task of negotiating the multitude of trading details associated with barter 
transactions is markedly reduced. Bills of exchange, as a complementary and derivative means of 
extending shortterm trade credit, in addition to affording a means of payment, offer a similar 
convenience that further enhances trade.2 

While early financial developments centred on the creation of processes and products designed to 
facilitate exchange and extend short-term trade credit, it was in the late seventeenth century that 
banks of issue and deposit, joint stocks and other institutions promoting the collection and allocation 
of private longer term savings began to play a noticeable role in Western European economies. It 
was not until the time of the Industrial Revolution, at the end of the eighteenth and into the first half 
of the nineteenth centuries that the formal financial system developed into a distinct industry 
comprised of all the basic enterprises, products and processes that define the contemporary financial 
structure in commercially and industrially advanced economies.3 Such a long view of the evolution 
of the financial system suggests that its structure relates critically to the stage of contemporaneous 
economic development. 

In broad strokes, as an economy develops in scale and scope, formal financial arrangements 
gradually (though incompletely) replace informal ones. As the economy’s need for larger amounts of 
funds to finance larger capital projects rises, the increasing inefficiency of many informal financial 
systems yields to the efficiency of formal codified transactions. As Rondo Cameron and Hugh 
Patrick (1967:1) observe, 

A proliferation of the number and variety of financial institutions and a substantial rise in 
the ratio of money and other financial assets relative to total output and tangible wealth are 
apparently universal characteristics of the process of economic development in market-
oriented economies. 
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As societies become increasingly complex, the network of linkages created by the formal financial 
system expands and becomes more intricate. Yet, as a socio-economic process designed to render 
human interaction predictable – a process informed by local history and custom – its particular 
matrix of financial institutions varies in formal detail across predominantly capitalist societies at 
whatever the stage of economic development. 

The remainder of this chapter revisits the crises that were sketched out at the beginning of this 
study as a way to consider in a brief, stylised manner the relationship between transitions across 
schematic stages of economic development and the corresponding degree of development of the 
formal financial system.4 It alludes to a correspondence that existed between the extent of the crises 
occurring in these periods and the extent to which the contemporaneous financial systems supported 
the exchange of commodities and accumulation of material wealth. The purpose of the exercise is to 
provide an illustration of the sorts of considerations that might inform a more exhaustive analysis of 
any given crisis and to offer preliminary, if conjectural, support for an institutionally sensitive 
method of undertaking that analysis – a point I will explore in Chapter 10. 

Early eighteenth-century English crises: transition to finance capitalism 

In England’s transition to what Joseph Schumpeter calls the ‘capitalistic credit system’ in the period 
preceding the 1720 crisis, there was a willingness to mobilise savings and to take risks in pursuit of 
profits. The agrarian landscape was undergoing radical transformation with the consolidation and 
enclosing of estates and the labourers as a conscious ‘working class’ was in the making.5 The search 
for raw materials and markets for final products drove an outward-looking development policy and 
motivated colonial expansion. The formal financial system in its earliest periods of growth yielded 
banks and other institutional changes designed to mobilise financial capital to these ends. 

Alexander Gerschenkron (1962) argues that England at the beginning of industrialisation required 
only small amounts of capital. With high concentrations of wealth and relatively small-scale 
investment opportunities, there was relatively little need for a formal financial system. As 
technology developed, the economy expanded, and the political centre of gravity moved to the nation 
state that was dominated by the wealthy few; the initial development of a formal financial system 
was sparked by the monarch’s need to salvage its financial affairs. In late seventeenth- and early 
eighteenth-century England, the formal financial system developed around the state’s need to raise 
revenue as a means of financing its exploits abroad. The creation of the Bank of England in 1694 
marks the period in which the  
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formal financial system as we know it today began to take shape. Over the preceding thirty years, 
through a ‘complex series of hesitant steps’, England saw the personal debt of the monarch 
transformed into a national debt under the control and management of Parliament. The Bank of 
England – a joint-stock bank initially owned by London’s commercial interests – had as its primary 
purpose the financing of the state’s imperial activities by taxation and the implementing of the 
permanent loan (Davies, 1994:258–262). 

The formal financial structure in the first quarter of eighteenth century was centred in London. A 
handful of joint-stock banks, one of which was the Bank of England, issued bank notes and supplied 
credit to large trading companies (primarily the East India and South Sea Companies).6 Goldsmiths 
and scriveners provided London merchants with short-term credit in the form of discounted bills of 
exchange in addition to the circulating tallies and bank notes they provided.7 The money supply was 
equally divided between these instruments and gold and silver coin.8 Capital markets were 
insignificant and the remaining institutions such as insurance companies (offering property insurance 
primarily), savings banks and friendly societies (both with the principal function of alleviating 
poverty among the working classes) played only a residual role in the story that is central to this 
study. While it is common to suggest that the South Sea Bubble was directly and primarily the result 
of swindling and bribery, when viewed from a perspective of innovation and uncertainty, it appears 
less a tale of folly and more a lesson on the difficulties inherent in adjustment to innovation. As Neal 
(1990:90; see also Garber, 1990) sees it 

A new financial system based on large-scale use of foreign bills of exchange, easily 
transferable shares of joint-stock corporations, and securely serviced long-term 
government debt grew up to accommodate the government’s financial needs. But its 
inadequacies and innovational vigor led directly to the South Sea Bubble. 

The English economy at this time was primarily an agricultural and artisan economy composed of a 
set of semi-autarkic local markets. On the collapse of the South Sea Bubble, England returned to its 
pre-bubble level of economic activity.9 Julian Hoppit (1986:45) argues that the limited geographical 
impact of the 1720 crisis can be explained by limited extent of the prior speculation. 

[The limited geographical impact] can be explained by the origins of the crises being 
restricted to the sphere of public finance; by the nature of the links between public and 
private finance which at the time were  
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relatively weak and poorly formed; and finally by the lack of integration nationally, which 
largely insulated private finance from a crisis of confidence on a large scale. 

Although the bankruptcies were limited, the effects of the crisis and surrounding events on the 
financial structure were significant.10 The path of financial development over the next century was 
one marked by an advanced development of private banking networks, an enhanced and critical role 
for private banking in the financing of commerce, and delayed development of capital markets. 
Government securities dominated the capital markets for the remainder of eighteenth century. Rondo 
Cameron (1967a) argues that the obstacles imposed by the requirement of a charter to operate a 
joint-stock company hindered the flow of equity capital to industry, thus forcing a greater reliance on 
the banks for working capital. This greater reliance on banks in default of a ready source of equity 
capital was instrumental in the development of an extensive banking network in this period. L.S. 
Pressnel (1956), in his detailed study of country banking, demonstrates the manner in which some 
industrialists entered banking so as to construct a source of longer term financing in the form of 
protracted short-term borrowing. In light of this history, it is perhaps unsurprising to find that banks 
play a central role in the future provision of speculative credit and the spreading of distress. 

Early to middle nineteenth-century British crises: from take-off through 
a drive to maturity 

By the mid-1800s, the British economy was in the middle stages of industrial development and 
experiencing commercial and financial crises with some regularity. International trade was of greater 
economic significance, more so than it had been in the earlier period. Technological change was 
transforming the manufacturing sector, increasing its relative economic importance. At the beginning 
of the century, the primary industries of agriculture, forestry and fishing accounted for one-third of 
the total estimated national income, while mining, manufacturing and building accounted for less 
than one-quarter. Over the next four decades, during which England experienced the full force of the 
Industrial Revolution, these proportions reversed themselves, with mining, manufacturing (cotton, 
iron and steam power), and building becoming the dominant industries (Deane and Cole, 1967; Neal, 
1994). With the declining importance of Amsterdam as the European financial centre, Britain saw 
itself becoming the primary supplier of overseas credit which was promoted by the abolition of the 
many restrictions on foreign trade and gold movements in 1822.
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National financial markets were in their early stages of development. Inter-provincial banking 
aided the movement of internationally traded goods to and from ports, and longer term funds 
financed investment in the infrastructure needed to support such movement. With the declining 
relative importance of specie and rising relative importance of bank money, by 1821, bank notes 
exceeded specie by a factor of approximately two to one (Cameron, 1967a: 42). In 1825, there were 
715 banks – broadly categorised as London banks of deposit, discount and agency or country banks 
(Collins, 1991). Deposits linked country banks to agency banks in London and London banks to each 
other. The stock market in the first quarter of this century listed only shares of utilities and 
companies supplying the transportation infrastructure (waterworks and gas utilities, insurance, 
bridge, docks, road and canal companies) (Gayer et al., 1975). The first railway line commenced 
operation from Darlington to Stockton in 1825. From 1827 through to 1836, five new railway 
companies were chartered each year (Kindleberger, 1984:199) such that by 1840, railway stocks 
accounted for most of the corporate securities issued in England (Edwards, 1967 [1938]). The bond 
market continued, however, to consist of state debt almost exclusively. 

John Stuart Mill (1967 [1826]) suggests that the expansion of credit to fuel speculation in this 
period came primarily from the practice of increasing the quantity and length of bills of exchange in 
addition to the extension of ‘book credits’ (accounts receivable).11 As the Bank of England, and by 
association London bankers, would discount bills of no more than sixty-five days in length, the 
increased demand for longer terms stimulated the emergence of bill brokers. As specialists handling 
the negotiation of bills between London merchants in need of funds and country banks with surplus 
monies seeking temporary employment, this financial innovation formed the ‘most distinctive and 
the most valuable institutional feature of the London money market’ (Pressnel, 1956:84–85). 

There was more widespread economic distress in the mid-1800s than there had been in the 
previous century. Two related features of the British economy that were not present in the 1700s 
may explain why. At its height, the 1825 mania encompassed not only the shares of Latin American 
mining companies but also the shares of most other publicly traded companies. In the 1840s, 
speculation centred on the novel railway developments, but the enthusiasm extended beyond the 
railroads to include other emerging industries, notably cotton. The subsequent collapse, then, 
affected several industries. Moreover, the integration of commodity and financial markets was more 
extensive, where ‘the bulk of the evidence…testifies to the prominent role of credit in financing the 
Industrial Revolution’ (Cameron, 1967a: 41 and 45). The crises spread from those institutions and 
companies directly involved  
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with the primary speculations through the correspondent banking system to other markets in other 
regions. The result was that commercial activity otherwise unrelated to the speculation suffered from 
the contraction of credit. 

Early twentieth-century American crisis: from the drive to maturity to 
high mass consumption 

Formally, Walt Whitman Rostow (1990) defines maturity as the stage in which an economy 
demonstrates the capacity to move beyond the original industries that powered its take-off and to 
absorb and apply efficiently over a very wide range of its resources – if not the whole range – the 
most advanced fruits of modern technology. In the ‘age of high mass consumption’, leading sectors 
shift towards durable consumer goods and services. Real income per head rises to a point where a 
large number of persons gain a command over consumption that transcends basic food, shelter and 
clothing. The structure of the workforce changes with increases in the proportion of urban to total 
population and increases in the proportion of the population working in offices and at skilled factory 
jobs. Resources tend increasingly to be directed to consumer durables and to the diffusion of services 
on a mass basis. Historically, we can observe this shift in the transition from the coal, iron and heavy 
engineering industries of the railway phase to machine tools, chemicals, and electrical equipment in 
both Britain and the United States in the late nineteenth century and early twentieth centuries. ‘It was 
a period of rapid improvement in transportation and communication facilities, of relatively free 
trade, and of large-scale migration of both capital and people’ (Cameron, 1972:3). 

By the 1920s, the American economy had developed all the structural and market features of a 
contemporary industrialised economy. Agriculture was well on the way from the multi-crop family 
farm to a system of large and specialised operations, accounting for one-quarter of the total national 
income. Manufacturing was well established and expanding, aided by recent technological advances 
in chemical, electrical and machine technologies. The early twentieth-century American financial 
system included all of the basic institutions and markets that comprise the modern-day one. The 
stock markets listed and traded daily the stocks of corporations from a wide variety of industries; the 
bond market listed debt instruments of a variety of private and public enterprises; and investment 
banking services had become institutionalised so that portfolio considerations, rather than colonial 
trade considerations, guided international capital flows. 

Credit to finance the speculation came directly from the call-loan market. As a direct reflection of 
the extent of speculation supported by margin trading, the call-loan volume rose from $3 billion in 
1927 to more than  
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$8.5 billion by September of 1929, in part fuelled by the recycling through the call-market funds 
obtained from newly floated securities (Snyder, 1930). Suppliers of funds to the call-loan market 
were primarily New York City banks and foreign banking agencies (Board of Governors, 1943:434). 
Call loans formed the principal secondary reserve asset for banks (Thomas, 1935) and brokers’ loans 
comprised almost 50 per cent of the loan portfolio of New York City banks (Board of Governors, 
1943). Banks accommodated a shift in corporations’ demand from bank loans to securities and 
investment banking services by creating the securities affiliate. Bank participation in the distribution 
of new equity issues increased from 37 per cent of the total distribution in 1927 to more than 60 per 
cent by 1930 (Carosso, 1970). 

The level of economic integration in the United States at this time was dramatically greater than it 
had been in either of the earlier two English periods. The relative domestic and international 
importance of the American manufacturing sector was greater. The manufacturing industries now 
relied heavily on the capital markets for funds. Links between financial-centre banks and the stock 
and bond markets were solid, created directly by the existence of stocks and bonds in bank portfolios 
and indirectly through both the bank securities’ affiliates and loans for which stocks formed the 
collateral. Inter-bank deposits linked financial-centre banks with smaller regional banks, and 
international capital flows united financial-centre banks around the world. The result was that an 
increased proportion of national income from any one market relied heavily on the proper 
functioning of the other markets. Problems in one sector reverberated through the financial system 
causing and compounding problems in other sectors. 

The American stock market was a weak link. Its collapse adversely affected the manufacturing 
sector’s ability to raise capital. Falling stock prices weakened the securities affiliates of financial 
centre banks whose portfolios included stocks and threatened the solvency of others for which stocks 
formed loan collateral (Kaufman, 1995). The weakness spilled over to the smaller regional banks 
when funds moved to the money-centre banks in the attempt to offset the impending threat to 
liquidity. Withdrawals from correspondent banks, worried depositors, and foreign holders of US 
dollars all exerted an unsustainable pressure on liquidity. The attempt to bolster liquidity by selling 
off existing securities sparked a downward debt-deflation spiral. Additional stress imposed first by 
the agricultural depression on poorly diversified unit banks (White, 1983) and later by an 
international monetary crisis could not be withstood. The general contraction of credit that the bank 
failures produced further depressed economic activity.12 

Although the Federal Reserve System, through rediscounting, had the ability to act as a lender of 
last resort, a significant proportion of the troubled banks were not members. Consequently, the 
Federal Reserve took  
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no responsibility for the performance of these banks. Such inaction leads many to conclude that the 
severity of the problems could have been avoided with better central-bank management (Friedman 
and Schwartz, 1963:270, for example). 

In the wake of the crash, several regulatory changes appeared. Federal securities regulators 
introduced the ‘blue sky’ laws that required ‘full and fair disclosure of the character of securities’ 
and issuers to file a detailed statement of this character with the newly created Securities Exchange 
Commission (Carosso, 1970:356). The Bank Act of 1933 (the ‘Glass–Steagall Act’) legislated a 
temporary system of deposit insurance – which became permanent with the 1935 creation of the 
Federal Deposit Insurance Corporation – and imposed the separation of investment from retail 
banking. The legal separation remained in force until its repeal with the 1999 Financial Services 
Modernization Act. 

Late twentieth-century American crises: from high mass consumption to 
the information age 

In the late twentieth century, the American economy was in the midst of a transition to what some 
have called the information age. An increasing number of businesses in all industries were becoming 
dependent on the computer as a means of storing, processing and delivering information. By the end 
of the century, personal computers, together with the Internet, were fast becoming a household 
necessity. The technology was altering (and continues to alter) all manner of economic and social 
interaction. 

Speculation in the clusters of advances that mark the revolution in information and 
communications was itself affected by the innovations. The innovations that defined the focus of the 
speculation and the advances altered the manner in which people speculated. Trading directly in the 
stocks of Internet, computer hardware and software companies was itself mediated by the computer. 
The enhanced processing of data and the greater ease of access to that data fuelled an enthusiasm 
that propelled the NASDAQ index upwards, gathering an ever-greater number of investors. At its 
peak, it is estimated that nearly 50 per cent of Americans were participating in the stock market.13 

The late twentieth-century American financial structure had essentially the same network of 
institutions supplying financial services as those that had existed seventy years earlier, but their 
operations were substantially more sophisticated and important but subtle shifts were occurring. 
Portfolio and risk management benefited from the advanced processing of information that 
computers afforded and better management benefited from the stability of retail and investment 
banking operations alike. Stock  
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market trading was active, widespread and accessible to not only financial institutions such as the 
investment banking firms and pension funds but also to non-financial corporations and individuals. 
The relative importance of intermediated funds transfers was yielding to the accessibility of the 
direct markets. The Federal Reserve had been actively operating as a provider of emergency liquidity 
for decades. 

While the collapse of the ‘dot-com bubble’ resulted in a slowdown in the economy, the slowdown 
was short lived and nowhere near as devastating as the 1929 experience. In its effort to counter the 
contractionary effects of the crash, the American central bank cut short-term interest rates by almost 
five percentage points in 2001. The action successfully offset the balance sheet effects of loan losses 
on the banks’ portfolios and ‘spurred a rapid increase in core deposits, which provided banks with 
plentiful, low-interest rate funding’ (Bassett and Carlson, 2002:259). The Fed-driven combination of 
lower interest rates and additional liquidity ensured that despite the economic slowdown, the US 
commercial banking industry remained solvent and profits remained high in 2001. This action 
combined with a smaller portion of the commercial economy relying on the banking system for 
credit helped to contain the depressing effects of the crash largely to the industries related to the 
initial advance. 

Late twentieth-century emerging market crises: transitions of a different 
sort 

In late twentieth-century Eastern European and Asian countries, the transition appeared in the 
conversion from a centralised political structure, with industrial development and financing directed 
by the nation state, to an increasingly diffuse market-oriented system. Innovation as it affected these 
societies appeared less in the form of internally induced technological change leading to 
industrialisation and more in the form of economic and political restructuring. An outward looking 
development policy focused not on importing cheap raw materials but rather on attracting relatively 
cheap funds for internal development and adoption of foreign technologies. The need for foreign 
exchange to service the foreign debt drove the search for external markets in which to sell final 
goods and services produced. 

Prior to the mid-1980s, a cartel of four to five major banks dominated Thailand’s major sectors.14 
As centres of ‘sprawling business conglomerates’, the banks dominated first agri-business, then 
import-substituting consumer industries and basic process industries and finally urban services. In 
addition to Japanese foreign direct investment, these banks supplied the bulk of funds to support 
capital formation. Close links between the business leaders and the politicians ensured the protection 
of the bank cartel until  
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the 1980s energy crisis forced Thailand to adopt the World Bank’s export-oriented development 
strategy in exchange for temporary financial assistance. With this external intervention came a 
‘transfer of power over economic policy making into the hands of technocrats’ and, in the 1990s, a 
push to liberalise the financial system. In 1990, restrictions on convertibility were removed; in 1993, 
an offshore banking facility was established to enable foreign lenders to lend in the Thai market. In 
the same period, stock market rules changed to attract foreign investors, and encouraging Thailand’s 
direct access to foreign funds diminished the bank cartel’s influence. Capital inflows surged. While 
portfolio investments increased, the vast majority of the new funds arrived in the form of loans. 
Private-sector foreign debt increased tenfold. By 1996, Thailand’s foreign debt was equal to 
approximately 70 per cent of the Thai GDP, with over 60 per cent of the total held in the private 
sector. 

Over this period, investment in agriculture declined, rural population migrated to the urban centres 
and the export mix shifted from cheap labour industries, such as textiles, to technology-based 
industries including computer parts, auto parts and electrical goods. Multi-national companies 
controlled the technology and focused on development for export, while domestic conglomerates 
focused on property development, services (finance, retail and media) and infrastructure (roads, 
telecommunications and power generation). From 1993 onwards, foreign loans financed the 
domestic expansion, particularly in property development and telecommunications. 

With a pegged currency and a newly liberalised capital account, the government soon lost control 
of the macro-economy. To prevent overheating, the monetary authorities raised interest rates with 
every intention of restricting liquidity and slowing the rapid growth. In the era of free flowing ‘hot 
money’, however, the higher rates served only to attract more financial inflows in form of short-term 
liquid loans denominated in foreign currencies – at the peak, more than 60 per cent of the foreign 
loans held a maturity of less than one year. The percentage of short-term foreign debt to foreign 
exchange reserves was well over 100 for the two years prior to the crisis in Thailand (see Ghosh, 
2001:82). 

The substantial drop in the external value of the Thai currency combined with the distress that had 
spread to all sectors of the economy created a firesale opportunity. Foreign direct investment again 
rose to dominate capital inflows through 1998 and 1999, but this time it was not for new investment 
but to acquire cheap assets. At the beginning of 1997, Thailand had fifteen commercial banks and 
ninety-two finance companies; three years later, twenty-three finance companies remained in 
operation and all but the largest five banks had been closed, whose assets were transferred to the 
government’s Krung Thai Bank or sold to foreign financial interests. 



Page 86

The foreign take over in other industries, notably export, retail and telecommunications industries, 
saw Thai ownership lost to Japanese, American and continental European business interests. 
Financial liberalisation destroyed the Asian form of entrepreneurial banking with potentially serious 
consequences for future national development. As Pasuk Phongpaichit and Chris Baker (2000:228–
229) argue, 

The international banks are likely to favour international firms because the systems and 
relationships are already in place. They will concentrate on consumer banking and risk 
management, where they have clear advantages through technology and experience. They 
are much less likely to take over the Thai banks’ old role of funding ambitious 
entrepreneurship on the basis of personal relationships and personal market knowledge.15 

Summary and conclusion 

Each stage of economic and financial development involves a relationship between broad classes of 
factors. Resources, population, technology, social institutions (government, religion and the 
educational system, for example) and concentration of wealth combine to shape the economy’s need 
for an institutionalised supply of financial capital. The path of development from an agricultural 
economy comprised of semi-autarkic local markets to an industrially and commercially advanced 
economy passes through a variety of stages. In broad strokes, these stages will involve in some way 
the introduction of large-scale industrial production for mass consumption offering an increasingly 
diverse array of consumer goods and the enlargement of an urban workforce providing labour to the 
large-scale production and an expanding service sector. The paths of development will differ across 
societies, however, and no one detailed schematic of stages could adequately reflect the variations in 
these paths. Rather, acknowledging the path-dependent nature of both the innovations that propel a 
society forward and the broad set of socio-economic institutions created to manage and adapt in 
everyday life implies that any fuller analysis must attend to these important institutional and hence 
society-specific details. 

If history matters – and the fundamental premise of this study is that it does – an understanding of 
the differences in crises demands first an understanding of the evolution of the society-specific 
relationship between these broad classes of factors in a given society over time. To this end, the 
juxtaposition of the eighteenth- and nineteenth-century English episodes as well as the twentieth-
century American episodes afforded such an 
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illustrative comparison. At the beginning of the eighteenth century, England was in the early stages 
of transition to a system of capitalism with the economy comprised largely of a set of semi-autarkic 
local markets. A century later, England was securing her place as the leader in the supply of overseas 
credit; mining and manufacturing were quickly becoming the dominant domestic industries, with 
larger scale production in manufacturing requiring the rapid expansion of factory workers located in 
urban areas. Increased specialisation served to integrate the economy facilitated by a parallel 
development in the financial structure and its networks. In the first quarter of the twentieth century, 
the United States was in the later stages of growth and transition into a period of high mass 
consumption. By the end of the century, the American economy was in the throes adapting to 
revolutionary changes in information and communication technologies. The later advances affected 
both the financial and non-financial economic activity. The financial structure, while functionally the 
same in these two periods, had undergone profound changes in the last quarter of the twentieth 
century. 

By way of a different example, the twentieth-century Thailand crisis was considered. Thailand 
throughout the 1980s experienced some elements of growth consistent with the stages of take off and 
drive to maturity (to use Rostow’s labels), driven less by internal technological advance and more by 
the rapid adoption of external technologies introduced through foreign direct investment. At the 
beginning of the transition in the early 1980s, the Thai economy was still predominantly agricultural, 
with this industry employing nearly 70 per cent of the workforce. Throughout the transition over the 
next decade and a half, Thailand experienced substantial migration of labour from the rural areas to 
the urban centres of manufacturing, with employment in these industries encompassing nearly half of 
the labour force by the mid-1990s. 

As an economy advances, capital projects become larger, wealth becomes less concentrated and 
the need for a formal financial system – comprised of financial markets and formal financial 
enterprises as the centres in which funds transfers occur – increases. 

The number and variety of financial institutions and a substantial rise in the ratio of money 
and other financial assets relative to total output and tangible wealth are apparently 
universal characteristics of the process of economic development in market-oriented 
economies. 

(Cameron and Patrick, 1967:1) 

The gradual diffusion of wealth and the participation of a greater number of people require legal 
financial contracts governing the terms of the 
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transfer, with the trust and loyalty embedded in kinship ties replaced by exchanges between 
unknown principals. In Thailand, the rapid externally stimulated economic transition was not 
matched by a comparable transition in internal customs. Juxtaposed against the alleged objectivity of 
foreign financial institutions, the kinship ties defining the informal Thai networks appeared 
subjective and corrupt.16 

In the earliest stages of development of this formal financial structure, we see a primacy of 
rudimentary financial instruments (bank notes, bills of exchange) over financial intermediaries.17 As 
economies move into the early to middle stages of development, we see a primacy of financial 
institutions over financial markets as reflected in a relatively high proportion of funds moving 
through formal financial institutions. Although the ultimate saver and the ultimate use of the funds 
may not know each other in this transition from relationship exchanges to purely and exclusively 
anonymous ones defined by market transfer, the system will pass through an intermediate stage 
involving personal contact with those who can mediate the transfer. In eighteenth-century England, 
the development of formal financial institutions was an outgrowth and extension of the familiar 
business that goldsmiths, attorneys and scriveners were performing. As the complexity of the 
financial linkages continued to develop in step with the complexity of the economy, financial 
transactions moved outside the financial enterprises into the markets executing direct financial 
transactions. Later advances in information technology promoted the development of financial 
instruments and, thus, the markets for financial instruments, such that there has been a marked 
decline in the relative importance of the financial intermediary over recent years.18 

Through the mid to later stages of financial development, we see a decline in the relative 
importance of formal financial institutions in the transfer of funds. As financial instruments 
developed, aided significantly by the advancements in calculation and the like afforded by 
computational advances, and with it markets for their direct exchange, funds transfers are 
increasingly executed directly in specialised markets, bypassing the intermediary. If this is indicative 
of a general trend, as the economies move into the mid to later stages of development, we will see a 
higher proportion of income and wealth held in financial instruments but a lower proportion of those 
instruments held in financial institutions as compared with the earlier stages of development. 

Although limited, this comparison of episodes – separated not only geographically and temporally 
but also by degree of economic development – suggests that the degree of economic and financial 
integration may be a factor in the transmission of financial distress. With expanded networks of 
greater intricacy comes the increased number of channels through which distress  
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might spread. Systemic risk, or the possibility that a financial crises will depress activity in otherwise 
unrelated markets, seems to be greater the more closely and directly linked are financial and 
aggregate economic activity. 

To prevent widespread distress, many have argued for the critical presence of a lender of last 
resort. This brief comparison suggests that to prevent the primary source of crisis in speculative 
objects, there is a need for a buyer of last resort in the critical asset markets.19 If the secondary 
distress is dependent on the degree of integration afforded by the financial system, then the critical 
importance of this policy response derives from the extent to which the financial networks are 
integrated and how they are integrated with the wider economy. Where economies are not well 
integrated, as in 1720 England, the distress will remain contained. As the economies become more 
integrated through the networks of financial institutions supplying credit to a wider variety of 
economic activity, containment is achieved through the actions of a lender of last resort. 

This brief comparison is suggestive of a complex multi-faceted relationship between crises, the 
financial structure and the economy. Such complexity leaves us predisposed to accept the hypothesis 
of Cameron (1967a) and others that the functional–structural relationship between the financial 
system and the economy involves a two-way causality.20 The financial system shapes and is shaped 
by the stage of economic development at a point in time, and the manner in which the financial 
system evolves over time shapes and is shaped by the particular evolution of the economy. These 
relationships, in turn, inform the nature and evolution of historical crises. Where the stage of 
development in the real and financial sectors shed light on the differences in historical crises, we also 
see hints – in the legislative responses to and ownership changes after at least three of six crises 
discussed – of the way in which the crises themselves can shape the future evolution of the financial 
system. The next challenge is to explore a means of representing these networks in a way that 
promotes greater consistency in analysis. 
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10 
The bottom line 

Towards institutional indicators of financial fragility 

The highly stylised comparison of these six sample crises occurring over time and across countries is 
suggestive of a complex relationship between episodes of crises and the underlying structure of both 
the economy and its financial system. While the broad similarities across episodes are derivative of 
the drive to accumulate and innovate in a financial capitalist system wherein credit may be 
endogenously created to support and promote such speculation, observed differences in crises stem 
from the differences in the specific economic and financial structure in which the particular episode 
occurs. Characteristic differences in the unfolding of these and other episodes include differences in 
the industrial or sectoral location of the initial innovation, the particular source and nature of the 
credit extended to support the speculation, the manner in and extent to which credit is endogenously 
created and the extent to and manner in which the precipitating speculation or subsequent distress 
spread to persons and spheres of economic activity otherwise unrelated to the initial innovation. 

The formal financial structure consists of various financial instruments, processes and legal 
enterprises. The financial structure varies over time and across nations in terms of the relative size 
and economic importance of these broad classes of constituent elements. As a set of institutions, the 
financial structure evolves over time in response to a variety of economic, technological and other 
institutional changes. The structure of a nation’s economy will shape the financing needs of a nation, 
as we have seen in Chapter 9. Innovation and technological changes can affect both the nature of the 
financial contract defining the terms of funds transfer and the processes by which the transfer occurs. 
And the legal system, as a separate institutional structure, influences the shape and structure of the 
financial system through its treatment of property rights, shareholder protections and creditor 
entitlements generally, and the characteristics of the financial contracts specifically.1 

To understand more fully the evolving nature of financial crises we require a more detailed 
elaboration of the functional importance of the 
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financial system located in the evolving historical economies and the changing financial structures in 
which they occur. If we wish to better understand the varied nature of crises, we need a means of 
mapping the varied economic and financial detail defined by dominant sectors and specific financial 
institutions. We seek, in other words, a representation that will enable a better understanding of the 
historical economy as one comprised of sectors and industries linked to and through the broader 
financial networks. If successful and practicable, such a representation could well afford a means of 
systematically comparing how crises can vary from economy to economy – how the 1997 Asian 
crisis was both similar to yet different from the crisis occurring in the wake of the 1720 South Sea 
Bubble. 

The objective of this chapter is to consider one such means by which the financial structure may 
be more fully represented so as to afford a systematic comparison of some of the quantifiable 
relations consistent with this perspective on the financial crisis-structure relationship. At its most 
basic of levels, the economic issues suggested by the earlier discussion and characterisation of the 
speculation-crisis phenomenon are portfolio issues. The original source of the innovation and 
speculation translates into a rebalancing of portfolios in favour of related financial assets. The 
structure and extent of credit in relation to the monetary value of non-financial assets of the 
innovation determine the financial ‘health’ of a given portfolio and thus the portfolio’s ability to 
withstand shocks. The spread of distress depends critically on the network of financial assets and 
liabilities created by interlocking sectoral portfolios. Accordingly, the systematic means of 
evaluating the source, impact and transmission of distress that defines historical crises in a manner 
that permits assessment of the systemic threat of a given crisis lies, in the first instance, in the details 
potentially revealed in a nation’s balance sheet and the evolution of the asset–liability matrix over a 
specific crisis episode. 

The economic and social devastation caused by the Mexican, South East Asian, Argentinean, 
Russian and Brazilian crises of the 1990s prompted an international effort to develop a more robust 
set of prudential indicators of financial soundness.2 Seeking indicators that move beyond the 
institution-specific indicators of financial soundness represented by the CAMELS framework, 
international financial agencies (most notably the International Monetary Fund, the Bank for 
International Settlements, the European Central Bank, the Organisation for Economic Co-operation 
and Development and the World Bank) through both concerted and independent efforts have been 
developing and testing the efficacy of macroprudential indicators as early warning signals.3 As with 
the CAMELS indicators, the vast majority of the postulated macroprudential indicators are either 
directly balance sheet indicators or indicators whose influence on financial soundness  
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works directly through their effect on a sector’s balance sheet (such as price, currency or interest rate 
volatility). It is not until recently, however, that attempts have been guided by a systematic and 
coherent attempt to locate the search for indicators in the context of developing the nation’s balance 
sheet (see, e.g. Allen et al., 2002; IMF, 2004; Organisation for Economic Co-operation and 
Development, 2004).4 

Depending on how the data are or will be compiled in accordance with the System of National 
Accounts standards, they could provide a link between the financial sector and other sectors in the 
economy. Diversity in financial institutions, the instruments these institutions use, accounting rules, 
practices and reporting methods employed, combined with the fact that these data are published 
annually with substantial delay continue to produce significant obstacles to the usefulness of the data 
(IMF, 2001; see Organisation for Economic Co-operation and Development, 2004).5 These 
limitations are significantly binding for examining the details which this study proposes would 
usefully inform a more detailed study of crises. Since most crises evolve over periods much shorter 
than one year, the best we can do at this point is to conjecture about the information that might be 
revealed were the data available at a higher frequency and identify some of the additional benefits of 
such information as a means of encouraging international efforts in this endeavour. 

The foremost benefit of a full set of balance sheet relations is the potential it holds to reflect 
financial structural differences across nations and changes over time.6 At the present time, the 
majority of indicators proposed have been tested against their ability to assess the soundness of 
contemporary financial systems and forewarn only recent crises. The refinement of prudential 
indicators guided by an ex post assessment of recent experience alone suggests we remain exposed to 
the risk that as the economies and financial systems continue to evolve, the indicators slip in relative 
importance as useful indicators of systemic financial fragility. By conceptually seeking to map the 
full range of portfolio connections, we would have a basis against which to refer structural changes 
and thus have at our disposal a means by which to gauge such future financial developments; and we 
would have a comprehensive and coherent means of consistently approaching the selection of 
indicators of financial soundness relevant to a nation’s state of financial (and economic) 
development flexible enough to accommodate financial evolution. 

This chapter seeks to frame the importance of balance sheet indicators in a context that permits a 
more flexible structural–functional perspective.7 It interprets a nation’s asset–liability matrix in the 
context of an adaptation and extension of Raymond Goldsmith’s (1969) analysis of financial 
structure and economic development. Subsequent work by Ross Levine (1997)  
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and others have explored refinements to Goldsmith’s basic hypothesis that the level of economic 
development is functionally dependent on the development and structure of the financial system.8 
Their analyses, as does Goldsmith’s, employ only highly aggregated indicators of the financial 
structure. More recently, Joseph P. Byrne and E. Philip Davis (2003) undertake a cross-country 
comparison of sectoral financing behaviour in OECD countries.9 Viewed from the perspective of the 
development–financial structure nexus, Byrne and Davis are disaggregating the Goldsmith–Levine 
framework. Viewed from the perspective of portfolio stability, they are extending the balance sheet 
analysis beyond the traditional areas of household assets and corporate liabilities to include all major 
sectors of the economy. In this way, the resulting balance sheet of assets and liabilities is viewed as 
an application of the structural representation suggested earlier by Goldsmith. 

These recent extensions offer insight and guidance into the way in which one might interpret and 
analyse the nation’s balance sheet for examining the speculation-crisis phenomenon generally and its 
systemic elements specifically. The domino distress effect – where distress in one part of the 
financial system creates distress in another part of the system, then in otherwise unrelated parts of 
the economy – essentially defines the ‘systemic’ nature of a crisis and derives from a few broad 
relationships.10 At its most aggregated of levels, the extent to which the economy relies on the 
formal financial system to support and promote economic activity determines the relative importance 
of formal financing and thus the extent to which a system failure will adversely affect different parts 
of the wider economy. The extent to which the formal financial system experiences distress as a 
result of distress of any one set of institutions within the system depends, in turn, on the relative 
importance of the particular set of institutions, the extent of concentration within that set and the 
extent to which the financial and non-financial enterprises and markets are linked through portfolio 
networks to that distressed set of institutions. Traditionally, the financial structure has been broadly 
differentiated on the basis of a dominance of either intermediated or marketed funds transfer (see 
Allen and Gale, 1995, and Demirgüç-Kunt and Levine, 2001, for example). Systemic risks within the 
respective sets of institutions (intermediaries or markets) derive from the extent to which a few firms 
dominate the subsector, or how closely connected the respective portfolios are or both. 

In the case where portfolio links define the systemic fragility of the financial system, we need to 
look beyond the broad, highly aggregated indicators of financial structures to the more disaggregated 
information that only the sectoral balance sheets have the potential to reveal. Disaggregating national 
balance sheet information has the potential to expose the network 
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of linkages that inform and define the underlying sector-specific fragilities. By identifying sector 
financing behaviour for all major sectors of the economy, the disaggregation permits an examination 
of who financed whom, what and how in institutionally specific detail. Disaggregating sector 
portfolios further by such characteristics as term to maturity and currency denomination can reveal 
emerging fragilities as the prior speculation and subsequent distress unfold. Combined, the national 
balance sheet, disaggregated by sector and by financial characteristics, has the potential to expose 
evolution of inherent systemic fragilities created by the society’s specific network of financial 
linkages in a manner that could promote consistent comparisons across historical episodes. To be as 
clear as possible, we are seeking to identify differences in financial structures as reflected in a 
comparison of portfolios of assets and liabilities where these differences appear across nations due to 
the varying nature of the underlying economies in which crises occur, and over time due to the 
effects of the unfolding of a given speculation-crisis phenomenon. 

Evolving financial systems 

Goldsmith (1969) defines the evolution of the financial system in terms of the relative sizes of 
financial instruments, enterprises, degree of concentration, relation of the volume of financial 
instruments and of the funds held in financial institutions. He captures the relationship between the 
financial structure and the underlying level of economic development by comparing these financial 
indicators to the relevant economic magnitudes of national wealth, national product, capital 
formation and savings. 

The differences among countries in financial development are reflected in the changes in 
the quantitative and qualitative relations between the size and character of the financial 
superstructure on the one hand, and of the infrastructure of national wealth and national 
product, on the other. …[I]mportant characteristics of the financial structure of a country 
during a given period are reflected in the distribution of total financial flows among 
instruments and among sectors; in the share of financial institutions in the transactions in 
financial instruments, in the aggregate and by type; and in the distribution of total 
financial transactions of the various sectors and subsectors among different financial 
instruments. 

(Goldsmith, 1969:29) 
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The economy’s reliance on the formal financial structure 

The financial system provides basic services of payments, collection of savings and allocation of 
investments. The fact that the system can create credit as well introduces a source of instability that, 
when paired with optimistic uncertainty of the type encouraged by the adoption and adaptation to a 
revolutionary innovation, creates the potential for instability to become acute. When the institutions 
of the financial system fail, the system itself fails to provide even the basic financial services. 
Financial networks determine and define the channels through which distress spreads out from the 
financial sector to other non-financial spheres of the economy. The threat of a systemic crisis derives 
from the risk that the loss of these services and withdrawal of credit interferes with the normal non-
financial operations of the economy. 

Failure of the system to offer a medium of exchange and payments services will result in the need 
to devote greater resources to the mere function of exchange than would otherwise be the case.11 
The more an economy relies on the institutionalised supply of a uniform medium of exchange in 
order to effect exchange, the more it will suffer in the wake of a collapse of the institution(s) 
supplying the media. Indeed, the worst crises appear to be those that have resulted in a sudden and 
dramatic decline in access to shortterm funds for immediate and near-term commercial transaction 
purposes.12 

Historically, issuers of the media of exchange have included governments, public banks, 
commercial banks, goldsmiths and other private individuals engaged in commerce. Adopting the 
portfolio perspective insofar as assets and liabilities are concerned, the issuance of ‘money’ as a 
liability entails an asset acquired in exchange. These assets could be (have historically been) loan 
contracts for a variety of purposes, such as providing working capital to commercial enterprises and 
operating funds to the government. Alternatively, the assets could be stocks in a trading company, as 
was the case in eighteenth-century England. In the case of the collapse of the South Sea Bubble, the 
adverse effect on the associated economies was limited. Contrariwise, an economy that relies more 
heavily on the institutionalised supply of commercial credit to finance a significant portion of its 
economic activity will suffer comparatively much more in the wake of institutional collapse. 

As with those media that facilitate the exchange of consumption goods in a single period 
framework, financial assets and liabilities have the potential to enable effectively and efficiently the 
transfer of purchasing power over time. The failure of either the issuing institutions or a collapse in 
the associated markets designed to exchange the instruments of exchange will  
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threaten the proper functioning of the multi-period economy. Most notably, the investment so 
financed is at risk of being adversely affected. Logically, the extent of the wider economic impact 
will be a function of the degree to which real economic activity is dependent on the funds rendered 
accessible by such instruments and services. The more an economy depends on investment financed 
by the formal financial system, the more the economy will suffer in the wake of an institutional or 
market collapse that disrupts the transfer of loanable funds. 

Medium of exchange instruments have traditionally been government-issued currency liabilities 
circulating outside banks and bank-deposit liabilities. As such, traditional measures of the money 
supply, as a constituent element of total-system liabilities and as a proportion of Gross Domestic 
Product (GDP), are indicators of the functional importance of the media of exchange in the economic 
activity. The potential of these media of exchange instruments for moving outside the traditional 
payments system due to recent advances in information and communications technologies, however, 
may threaten the usefulness of this measure in the not-so-distant future. To the extent that private 
sector non-financial firms offer credit with broader purchasing power – such as credits with 
telecommunications companies used to pay for small-value retail purchases of consumer goods – the 
traditional measures of the money supply risk becoming obsolete and with it their usefulness as 
indicators of relative financial importance (see, e.g. King, 1999 and Visano, 2002). Thus, looking 
forward, revisions to such an indicator might be necessary for assessing the functional importance of 
the media of exchange instruments. 

Aggregate indicators of structural–functional dependence 

Degree of financial development 
The degree of formal financial development is an important constituent element in any 
characterisation of a country’s financial superstructure. One set of measures of financial ‘depth’ 
derives from measures of the money supply as a proportion of national income. Although widely 
available for most countries, and useful for ascertaining the relative financial importance of deposit-
taking enterprises, such metrics serve a limited purpose in characterising overall financial 
development. Yet by measuring only those sets of financial instruments designed primarily to 
provide transactions services, these measures exclude those instruments whose primary function is to 
channel funds from savers to investors and other net users of funds and indicate nothing at all of an 
economy’s wider credit creation possibilities. 
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As a complementary indicator, Ross Levine favours total private sector credit to national income 
as the preferred measure of financial depth or development.13 Allowing for the historical possibility 
that public credit is at least as important as private sector credit in financing innovation and given the 
fact that the risk of crisis lies in the entire set of spheres comprising the formal financial system, it is 
the broadest measure of financial development that is the preferred measure for the purpose at hand. 
At the most aggregated of levels, then, it is the market value of the stock of total financial liabilities 
and share equity outstanding as a percentage of GDP that best captures a society’s degree of 
financial development. This most aggregated of indicators accounts for all credit instruments and 
share equity and as such is an overall indicator of the extent to which the economy relies on a formal 
financial system to execute transfers of funds. 

Degree of financial intermediation 
The extent to which the economy relies on intermediated funds is a second critical element in any 
characterisation of a country’s financial structure. The degree of financial intermediation, in 
comparison with its overall degree of financial development, will yield important information about 
the extent of indirect versus direct financing and, consequently, the relative economic importance of 
bank-based versus market-based sources of funds. 

One of the most important characteristics of a country’s financial structure and 
development is the extent to which the issues of domestic non-financial and of foreign 
issues are absorbed or held by domestic financial institutions rather than by domestic non-
financial sectors or by foreigners particularly domestic households. It is this relation which 
reflects the degree of institutionalization in the country’s financial structure and the 
relative importance of direct and indirect financing. 

(Goldsmith, 1969:317) 

While much of recent banking theory supports (or is, at least, not antithetical to) the notion that there 
exists a complementarity between bank-aided and market-executed funds transfers, overall the 
theory all but exclusively holds that banks as intermediaries offer services that aid portfolio 
allocation and remains silent on the credit-creation function of banks (see Chapter 7). By creating 
and managing credit and, more importantly, by creating and managing what is, in most economies, 
the primary means of payment, banks play a significant role in the unfolding of a financial crisis, a 
role that is central in determining the extent to which a localised financial crisis does or does not spill 
over into the wider economy. As  



Page 98

such, identifying the extent to which an economy relies on intermediation through the primary 
deposit-creation institutions is essential in adapting the structural framework for examining the 
evolution of crises. An adaptation of Goldsmith’s (1969:317) Financial Intermediation Ratio might 
be adopted for this purpose and would be determined by dividing the market value of total liabilities 
and share equity issued by domestic deposit-taking financial institutions at a given date by the total 
value of all liabilities outstanding. To differentiate it from Goldsmith’s original ratio, it is referred 
here to as the Bank Intermediation Ratio. 

The relative economic importance of intermediated versus marketed supplies of funds – identified 
implicitly by comparing the degree of financial development with the degree of financial 
intermediation – determines the relative importance of the particular set of financial institutions. 
Financial system distress emanating from either of these two groups depends, in turn, on the degree 
of concentration within each group and the extent to which portfolios are linked across the two broad 
groups and to the other non-financial sectors in the economy. 

Financial concentration 
Beyond the degree of financial intermediation is the degree of concentration as a measure of the 
relative importance of a given set of institutions or markets in servicing the overall financial needs of 
the economy.14 Taking the liability concentration ratio (as the balance sheet counter part to the asset 
concentration ratio) for the four or five largest banks, yields an indicator of structure by quantifying 
the extent to which deposit-taking institutions form either a closely or loosely concentrated financial 
network. The ratio of total financial liabilities of the largest four or five deposit institutions as a 
percentage of total financial liabilities held in deposit banks augments the bank intermediation ratio 
by indicating the relative economic importance of the four or five largest financial intermediaries. 
Together, the financial concentration ratio and the bank intermediation ratio offer a snapshot of the 
relative economic importance of a nation’s largest banks in financing overall economic activity.15 

A clarification is in order before proceeding further. It is recognised that there is scope to claim a 
greater stability of larger financial institutions. Much of the argument in favour of this position 
hinges on the greater opportunities for achieving adequate portfolio diversification as afforded by the 
larger asset base. The importance of this consideration is neither denied nor refuted.16 Rather, the 
argument here is if a given financial institution fails, the systemic impact will be greater the larger 
the institution and will be greater the more closely networked to other financial institutions. 
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As such, these two elements identify potential sources of impact and transmission effects and 
parallel what the Group of Ten call ‘width’ and ‘depth’ of a shock.17 

Benjamin Sahel and Jukka Vesala (2001:182–183) writing for the Bank of International 
Settlements, capture well the necessary distinctions. 

Large banks may have a more diversified portfolio of activities, especially when the whole 
banking group is taken in to consideration. But although the likelihood that large banks 
will incur major problems might be lower, the impact of such problems occurring at a 
large bank would be more widespread. Absolute size is not the only relevant factor, 
however. The interbank market is a major channel for contagion. Contagion may also 
spread through capital market activities or through difficulties experienced at non-bank 
subsidiaries. This being the case, structural features – such as the ownership structure or 
composition of the group or conglomerate to which the bank belongs – might also provide 
an indication of the systemic importance of the bank. A particular bank might be a core 
intermediary in a particular market, even if it does no rank among the largest institutions. 

In other words, a larger financial enterprise in a more consolidated financial system might well be 
able to better withstand a shock of a given magnitude at a point in time as compared to a smaller 
financial firm in a less consolidated system (see Group of Ten, 2001: Chapter 3). But when the larger 
institution fails, the systemic risk to the economy and the nation is much greater. This is the 
argument underlying the ‘too big to fail’ hypothesis which addresses, in its more sophisticated form, 
the risk that the closure or ‘winding-down’ of a large and complex banking organisation will be 
disorderly and thus threaten economic stability. 

In a similar manner, financial capital market concentration may be assessed by examining 
comparable stock and bond market concentration ratios.18 Together with the financial market 
reliance ratio – the ratio of total non-bank liabilities to total liabilities as a measure of the economy’s 
reliance on financial markets to finance economic activity – the financial market concentration ratios 
offer a snapshot of the relative economic importance of a nation’s capital markets in financing 
overall economic activity.19 

These aggregate indicators crudely capture sources of systemic fragility that are consistent with 
the structural–functional perspective of this study. The indicators derive, primarily, from the balance 
sheet for a nation, yet to explore the differences in crises across nations and over time require more 
specific disaggregated portfolio detail.  
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Who finances whom, how and for what? Disaggregating the balance sheet 

The potential for systemic crises within the financial system itself is created by the extent to which 
the portfolio of one institution includes common collateral assets with, loans to or equity in, that of 
another financial institution. At least three related portfolio relationships operate to spread the initial 
distress. One channel operates indirectly through changes in the real value of debt outstanding 
whenever portfolios are linked indirectly by way of holding in common collateral assets. A second 
channel operates directly through changes in the unit cost of debt service wherever portfolios are 
linked directly through inter-institution lending and shared debt instruments.20 In this second 
channel, the level of debt of a given firm affects the cost of servicing debt for other, otherwise 
unrelated, firms. A third channel may operate through changing equity values to the extent that the 
portfolio of one institution includes equity in that of another. 

The aggregated balance sheet data discussed earlier offer a first approximation to the map of the 
financial structure and its relation to the underlying structure of the economy. Any consistent 
comparison of crises across different financial structures and stages of economic development 
demands, however, a clearer, more precise picture of who financed whom, how and for what. 
Related to this core question is the question of how and to what extent are financial portfolios in key 
sectors linked together? If the debt levels are rising, which enterprises or sectors are most exposed? 
To what extent is a speculative run up in the prices of assets driving an expansion of credit, 
increasing the debt to income ratios of speculators and lenders and increasing portfolio fragility by 
forcing an ever-greater reliance on capitals gains to service the rising debt? These and other such 
questions can only be addressed by examining more closely the constituent elements of the 
aggregated balance sheet. 

The second approximation to a map of the financial structure would entail disaggregating by 
primary issuer and primary holder of the nation’s stock of liabilities. Where the first approximation 
identifies total financial liabilities (assets), the second approximation would identify this information 
in terms of portfolios for the five key sectors of the economy – household, government, financial, 
non-financial and the foreign sectors. Institutional details for a given economy would inform the 
third approximation expansion. In systems wherein the liquidity of sector portfolios cannot be 
adjusted by access to deep asset markets, financial fragility is linked closely to the term structure of 
debt relative to the term structure of financial assets. Thus, differentiating the debt structure by 
distinguishing between short-term from longer-term maturities would provide useful  
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information. For substantially open economies, with sectors issuing debt denominated in foreign 
currencies, disaggregating portfolios by currency denomination would expose the core information 
needed to determine the degree of risk derivative of currency fluctuations. 

Consideration of the manner in which financial portfolios link spheres of production might 
usefully guide further refinements of the national balance sheet. Disaggregating the non-financial 
sector into agricultural, manufacturing and commercial sectors, for example, would illuminate the 
extent to which these broad production sectors are linked financially either directly through 
interlocking portfolios or indirectly through third party portfolios. Such refinement would permit as 
well an ability to locate more precisely the origin of the speculation and to identify more precisely 
the precipitating source of the credit expansion.21 

In sum, once a financial event has become systemic, 

effects on the real economy are generally thought to occur potentially through three 
channels. First, payment system disruptions…may cause the failure of illiquid but solvent 
firms. Second, disruptions to credit flows may create severe reductions in the supply of 
funds to finance profitable investment opportunities in the non-financial sector. Third, 
collapses in asset prices…may induce failures of financial as well as non-financial firms 
and households, and decrease economic activity through a decline in wealth and an 
increase in uncertainty. 

(Group of Ten, 2001:127) 

The threat of a systemic financial crisis – as a crisis that causes extreme economic hardship on those 
otherwise unconnected with the institution or market initially disrupted – derives from the 
combination of the above factors. While the debt burden in a major sector or industry of the 
economy creates the core vulnerability, the potential for the distress to spread derives from the extent 
to which the economy is linked to this vulnerable sector by and through the financial system 
networks. In short, for a given vulnerability, systemic fragility is greater the more concentrated the 
financial system, the more concentrated the financial portfolios in shared liabilities and the more 
extensively integrated the financial system with commercial and investment activity.22 

Evolving fragilities 

While potentially extremely useful for facilitating comparative analyses of crises across episodes, the 
balance sheet framework could, were the data consistently available at higher frequencies, offer 
important insights into  
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the evolution of a given speculation-crisis episode.23 It is conjectured that these same systemic 
fragilities will amplify as an episode unfolds. As a given speculation bids up the price of financial 
assets related to the innovation and encourages an expansion of credit with an increased 
concentration supporting the speculation, the relative size of the financial sector will increase, the 
financial integration with speculative investment activity will increase and the portfolios and 
financial asset markets will become more concentrated in the speculative assets. As speculation 
extends and promotes financial integration, the risk increases that distress will spread on its eventual 
recession. Not only is there the systemically fragile nature of intrinsic linkages inherent in the 
operation of debt markets (of the type that Irving Fisher [1932, 1933] describes in his debt-deflation 
scenario), but this fragility increases as the speculation continues in the manner described by Hyman 
Minsky (1982a,b, 1986) and summarised in Chapter 6, feeding back into the fragility of the financial 
sector. As the fragility of the household and non-financial corporate portfolios increase with 
speculation, creditor institutions become more vulnerable. As the IMF (2001:9) states, 

The key role played by corporate borrowers in recent episodes of financial sector distress 
demonstrates the importance of monitoring developments in this sector…. There is strong 
evidence that levels of corporate leverage, in particular, influence the ability of firms to 
withstand [shocks that affect future cash flow and value of collateral]. The more leveraged 
and the less liquid the corporate sector, the more vulnerable it is to shocks. 

Thus, a financial accounts matrix showing both changes in financial assets and in liabilities, 
complemented by balance sheet information, ‘would provide important statistical information on the 
decisions of economic agents to alter the level and composition of their financial portfolios’ of assets 
and liabilities (Mink and Silva, 2003:12). 

Conjectural illustrations 

Were we able to complete with some accuracy such a snapshot of the financial network periodically 
over time and across countries, we would have at our disposal a means of systematically tracking the 
evolution of crises. We would be able to identify the expansion of financial equity and debt arising 
out of the speculation; we could identify quantitatively the direct impact on financial portfolios once 
the speculative enthusiasm waned and trace the transmission paths of distress out to otherwise 
unrelated spheres of the economy. In this way, in a completed balance sheet for all sectors, 
networked exposures to markets versus institutional sources 
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of debt-based fragility would become apparent, as would the taxonomic distinctions between public, 
corporate and private financing fragilities. Like so, we could render visible variations of crisis 
episodes within a country over time and across countries at a point in time. 

For example, the consensus causes of the Southeast Asian crises in 1997 include the currency and 
liability mismatches in the portfolios of the deposit banks. Not only were the banks borrowing in 
foreign currency denominated, short-term debt, they were also lending in domestic currency for long 
term, illiquid infrastructure projects. The systemic nature of the crises derived, allegedly, from the 
relative importance of deposit banks in financing a relatively high proportion of domestic economic 
activity. If this is a reasonable explanation of the portfolio vulnerabilities and networked linkages, 
we would expect to see these aspects reflected in the balance sheet data. Specifically, we would 
expect to see a high proportion of Thai bank liabilities obtained from the rest of the world, 
denominated in foreign currencies, and due in the short-term financing longer term assets 
denominated in domestic currency as loans to Thai utilities and property companies. We would also 
expect to see both a high bank intermediation ratio and high concentration ratio, reflecting the 
national importance of indirect financing of a substantial portion of Thai production by the five large 
banks in this emerging economy. 

In comparison, the crisis in 1720–1721 England was a crisis in public finance, with government 
finances linked critically and extensively to the East India Company through the London banks. The 
greater network of finance from the London banks out to the country banks existed but financed a 
much smaller proportion of the total economic activity of England at the time. Analysis of 
contemporaneous bankruptcies suggests there was limited adverse impact beyond the collapse in 
share prices of East India Company stock and the failure of its primary creditor, the Sword Blade 
Bank. The conjecture is that confinement of England’s distress is due to the limited extent of 
England’s financial networks at this time. The balance sheet, were we able to complete it, might thus 
reveal a substantial proportion of government debt and East India stock held by London banks, a 
much lower proportion of government debt and Company stock held by banks outside London, and 
little of England’s wider agricultural production reliant on the London banks for funding. Were a 
comparison of balance sheets to become possible, we might expect to see a lower financial 
development ratio, a higher bank intermediation ratio, a greater concentration of bank assets and 
lower and fewer portfolio links to the rest of the English economy in 1720 than that which might 
reveal themselves in the Thai balance sheet in 1997. 

As important and informative as this may be, more important is the fact that we might then 
successfully confront one of the most fundamental of challenges in crisis research – the problem of 
ex post theorising. Once we  
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move outside abstract reduced-form models populated by simple quantitative relationships into the 
complex world of institutions, broad networks, and narratives replete with historical specificity as 
explanations of crises, we lose the ability to produce testable representations and thus have no ability 
to easily confirm or refute particular hypotheses.24 As Douglas Wood states in his 1983 review of 
Kindleberger’s and Jean-Pierre Laffargue’s collected papers on financial crises 

Unless historical studies provide for easy cross-section and cross-period comparisons, 
establishing the validity of posited relationships becomes a major problem, not least 
because we are always presented with ex post evidence associated with a crisis, rather than 
ex ante evidence of perhaps dozens of situations in which similar preconditions existed but 
no crisis occurred. 

(1983:686) 

What the balance sheet approach offers is the means necessary to make consistent cross-section and 
cross-country comparisons that would afford the institutional researcher a means of addressing this 
fundamentally important methodological challenge.
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11 
Evolving financial crises 

Reflections and projections 

Historical episodes of crises share many similarities. Speculation in innovation via financial claims 
on an identifiable subgroup of the economy’s assets precedes most crises. Debt supports the 
speculation and plays a prominent role in causing the distress that follows. A withdrawal of credit 
available to finance activity in the wider economy constrains that activity and causes distress to 
spread well beyond the industries that had been the focal point of the prior speculation, affecting 
people and activity standing outside of and apart from that speculation. The subsequent economic 
and social crisis is more severe when the precipitating financial crisis involves the collapse of 
deposit banks. 

The act of speculating occurs as a normal part of the capitalist process of accumulation and 
innovation. In Schumpeterian fashion, it is the commercialisation of technical invention together 
with its promise of material gain that motivates speculation. Though always present in the capitalist 
system, there are times when the possibility of material enrichment especially captivates the 
imagination of the individual. In periods of social and economic transition, brought about by an 
innovation of some importance, the potential to gain materially from the advance appears, to the 
individual, particularly high. 

What motivates an individual to speculate in assets associated with the innovation is the promise 
of material enrichment. Located in a culture that values material wealth both for its own sake and for 
the non-material social advantages material wealth confer, speculative gain promises the individual 
both augmented material wealth and enhanced social status derivative of that prosperity. As a 
culture, then, capitalism implies that investor motivations extend beyond the maximisation of wealth 
for consumption-utility purposes. Investors are more than individual, rational, consumers seeking to 
enhance their utility from the consumption of goods and services; they are social beings with a need 
for group acceptance. Status in the group confers both a sense of belonging and a sense of individual 
importance – a manifestation of Georg Simmel’s (1957) ‘dualistic nature’. The culture of capitalism 
values material wealth for the non-monetary social worth – such as intelligence, rationality and 
industry – this wealth confers. There are clear class stratifications defined 
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by the unequal distribution of material wealth and an ingrained status consciousness informed by 
monetary values. There is, to use Simmel’s language, a ‘reverence for the possession of money’. 
Within capitalist practices and forms of organisation, the possibilities inherent in the contractual 
transfer of wealth and property rights in the early stages of capitalism create the potential for 
individual advancement. The belief that one can advance oneself if one is intelligent and works hard 
dominates. However remote the possibility, however much the notion of full democratic access to 
wealth continues to contradict reality, the widespread belief that material gain and its associated 
social advancement are possible drives the speculating individual. 

An innovation’s true potential to offer material advance is fundamentally uncertain and dependent, 
in part, on the collective assessment of that potential. Social influences on the individual assessment 
of potential advance, and the presence of institutions that define the particular means by which the 
individual can speculate in the innovation, create the potential for a destabilising speculation of the 
type that forewarns a crisis. Institutions and financial crises both owe their core existence to the 
presence of incalculable uncertainty of the type discussed by Frank Knight (1964 [1921]). Were all 
outcomes measurable and transaction costs negligible, we would observe neither institutions – as 
rules and conventions governing behaviour – failing nor extreme market dislocations brought on by 
massive speculation and panic in the adaptation to major innovations. 

Innovations that induce growth in the capitalist system need not be limited to innovations in 
tangible capital. Innovations in financial institutions have facilitated growth by lowering individual 
transactions costs. Examples of innovations in financial products and services created to meet the 
needs of financing investment include bills of exchange to finance transnational trade, joint stocks to 
raise financial capital and insurance products to spread risk. Initial innovations in finance lowered 
transactions costs by offering a means to spread risk across individuals at a point in time. More 
recently, innovations in the form of derivative instruments offer a means for spreading risk across 
individuals across time. 

As an experiment never before tried, we cannot predict the effect of the innovation; hence, we 
cannot predict the full range of potential outcomes. Without any objective future information on 
which to base anticipations of speculative advance, speculators default in using current information 
and devising simple rules to aid in its interpretation. Specifically, speculators observing the initial 
advances consider that the advances will continue. In seeking to comprehend the changing world, 
individuals rely on social meanings in and social understandings of the unfolding events. Observing 
that others share the same optimistic opinion reinforces the speculator, further encouraging the 
speculative optimism and resulting activity. In a roundabout manner, then, uncertainty with respect 
to the innovation’s future 
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material outcome opens the door to collective influence through the individual’s reliance on the 
shared opinion of others. Where the speculative activity itself materially affects the innovation’s 
potential, the material outcome becomes dependent on the collective assessment of the potential 
outcome. The key to understanding how the financial crisis can happen and how it unfolds, lies in 
understanding how behaviour is motivated when information is incomplete and imperfect in a 
shifting landscape, because it is in these periods of transition and advance that the potential for a 
collective dynamic to swamp the individual investment decision is, as a matter of degree, especially 
high and the financial system especially fragile. 

Institutions exist to create order and predictability where uncertainty promises disorder and chaos. 
Institutions may be formal legal constructions grounded in capitalist notions of property rights or 
they may be informal codes of conduct patterning communitarian exchange. By patterning human 
interaction in a manner that renders the social at once predictable and defining, the individual is at 
once constrained by and freed in her or his actions. 

The capitalist institutions that concern us here are those particular to finance. Finance capitalism is 
a form and dimension of capitalism characterised by the impersonal transfer of contracts, evidencing 
claims to wealth and defining the particular means by which the individual undertakes the 
speculation. In a system of finance capitalism, not only have the intrinsic values of tangible assets – 
such as factories and inventories – been externalised in the process of converting to money values, so 
too have the values of intangible assets or knowledge in the form of information, patents and 
trademarks. The formal financial institutions that characterise finance capitalism are those 
institutions that provide the means of transferring wealth and purchasing power from suppliers to 
users of funds. Formal financial institutions include the contractual claims on wealth, the markets in 
which these claims may be traded, and the legal entities, such as banks, whose primary business is 
defined – in both function and by a portfolio of assets – by the process of creating and transferring 
credit. The means to speculate in an innovation are provided for by the formal financial institutions 
that define finance capitalism. 

Financial institutions, by offering the individual a means of lowering the perceived risk of loss 
from investment and speculation, encourage, in turn, innovations in non-financial capital. In the 
partitioning of an asset’s value in the manner afforded by joint stocks, for example, funding 
innovation becomes easier. With only part ownership of an innovative asset, the required financial 
commitment of the individual speculator is lower. Where the claims to part ownership are tradable, 
the ability to extract that commitment becomes potentially easier. By creating an easier means by 
which to speculate in the tangible innovations, financial institutions have encouraged the speculative 
supply of funds available to support non-financial innovation and have thus promoted investment in 
the non-financial innovation itself.  
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Financial institutions can therefore be growth inducing. Recalling the role collective opinion plays in 
the assessment of speculative prospects and allowing for the increased ease with which financial 
institutions support the means to speculate, we are closer to seeing how, in an environment of 
uncertainty born of innovation, speculative enthusiasm of the type that foreshadows a crisis may 
appear. When the material outcome of the innovation is uncertain, collective influence in defining 
the anticipations of advance intrudes. Shared opinion of the potential for advance influences the 
degree of actual speculation and thus the extent to which funds are available to finance the 
innovation. If the extent to which the promise of an innovation may be realised is dependent on the 
available funding, the increased funding will ensure initial advance and further feed the speculative 
enthusiasm. 

In all crises of historical note, the speculations preceding them were debt financed. Credit, in the 
manner analysed by Minsky, Schumpeter and Keynes, amplifies the swings inherent in the 
underlying real capitalist economy. The possibility of borrowing to speculate further encourages 
speculative activity by providing both the means for easier participation and a greater motivation. 
Borrowing a portion of the value of contractual claim on wealth reduces the initial outlay required, 
further lowers the financial commitment of the speculator, and increases the ease with which 
individuals may speculate. Initially motivated by the potential for material gain, individuals 
acquiring financial assets on margin will face the prospect of an even greater gain. As is widely 
understood, the lower the equity stake in an asset, the greater the individual’s net gain from a given 
increase in the value of the asset. As is widely understood, too, the converse holds and the greater the 
financial leverage, the greater the financial distress from a given decrease in the value of the asset. 
When a financial crisis involves the collapse of a deposit bank, the payments system that supports 
day-to-day commercial activity is lost, and the collapse shatters the certainty derived from the 
symbolic importance of banks as a stable institution in the capitalist system. 

While elements of the above exist in all financial crises of historical note, the particulars of each 
crisis vary considerably in a host of institutional detail. The specific details of each crisis depend on 
the existing financial structure or matrix of financial instruments and institutions that constitute a 
nation’s financial system at that specific point in history. The focus of the prior speculation and 
subsequent collapse depend on both the particular innovation and the types of financial contracts 
available to finance speculative activity. How the contraction of credit affects all other industries 
depends on the extent to which these other industries rely on the same markets or lending institutions 
for the supply of credit. Thus, the manner in which the crisis spreads from the centre out to 
peripheral economic activities depends on the particular network of credit linkages. 
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A few preliminary theses arise out of this study. First, the more revolutionary the innovation, the 
greater is the potential for a speculative enthusiasm to become widespread among the population. 
Where the ultimate potential for an innovation is dependent on the extent to which it is adopted to 
create new activities and adapted to mould existing ones, the enthusiasm for speculation will 
feedback to influence the innovation’s potential. Second, the more accessible the means by which 
one may speculate, the greater will be the intensity of the speculation in a given revolutionary 
innovation. As stock markets are the principal means for promoting speculation in revolutionary 
innovations, this hypothesis would often translate empirically into accessibility of stock markets; 
where market accessibility is encouraged by a variety of institutional factors including the 
institutional freedom of non-professionals to bypass the professionals, the liquidity of the market and 
the speculator’s access to credit. Third, the manner in which credit may either be extended to support 
and promote the prior speculation or contracted so as to facilitate the transmission of the distress 
depends critically on the level of development of the financial structure and the nature of the 
particular financial instruments and enterprises that comprise that structure. Fourth, the longer the 
process of diffusing the revolutionary innovation, the more fragile the environment becomes. Over 
time, as a speculative enthusiasm gains in popularity and intensity, supported and promoted by an 
accumulation of debt, the ability of both people and the financial system to adjust to a slowdown 
declines. 

In purely economic terms, the ability of speculators to service the accumulating debt depends 
increasingly on sustained capital gains. While a levelling off of prices early in an episode of 
speculation may cause hardship for a few, if the speculation continues, an increasing number of 
indebted speculators will experience financial distress in the eventual slowdown. This financial 
fragility will be coupled with a fragility stemming from the increasing rigidity of confidence in the 
current state of affairs. With no other basis but past history on which to form expectations of the 
future, the longer the history, the more secure people become in believing that recent past experience 
defines the present. With greater confidence comes greater risk that a material change in 
circumstance will shatter the certainty. Finally, the more tightly and broadly linked is the economy 
through social and financial networks, the greater is the potential for either the prior enthusiasm or 
the subsequent distress or both to spread to other sectors in the economy. This potential for 
contagion determines whether the distress stays localised and contained or becomes systemic thereby 
threatening the stability of the wider economy. Conversely, looser and more limited integration – 
either intrinsically as was the case in 1720 England or instrumentally as a result of lender-of-last-
resort policy actions by monetary authorities – will limit the ‘systemic risk’ of a crisis. 
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To fully characterise the financial structure will entail a combination of quantitative and 
qualitative indicators that are capable of representing such variety with enough flexibility so as to 
accommodate the remarkable assortment of contemporary and historical financial instruments, 
processes and enterprises. While such a comprehensive description thus far escapes us, exploring the 
extent to which a rudimentary balance sheet framework could illuminate the structure and our 
understanding of the historical differences in crises. Such a preliminary exploration of the basic 
hypothesis could be undertaken in a manner that encompasses a variety of seemingly disparate 
research on financial fragility. 

As speculation continues, the increase in debt-to-equity ratios and the like reflects an increasing 
vulnerability of the overall system. Endogenously, therefore, speculation creates its own fragility. 
This endogenous fragility implies that an economy in the early stages of a speculation may be able to 
withstand a shock of a given magnitude, but that same shock could eventually fracture the system. 
The crisis is then not in terms of excess speculation. Neither is it necessarily or strictly in terms of 
Ponzi financing. Instead, the crisis is simply – but importantly – the inability of the capitalist system 
to periodically withstand shocks. The speculative inclinations of investors and the ability of the 
financial system to accommodate and support the speculation with credit creation are both common 
features of capitalism. Crises, in other words, are the outcome of precisely the same behaviour that 
capitalism rewards and encourages and by which we define the culture of capitalism. 

The characteristics of the crisis will vary, however, depending on the stage of economic and 
financial development. A financial market collapse that hits an economy in the early stages of 
development will be less severe than one that hits the financial institutions if the functional 
importance of the market for the economy is relatively small. Contrariwise, a crisis that hits the 
banking system in an economy in the early stages of development – where the banking system 
provides the primary media of exchange and funds for commercial activity – will be devastating. In 
advanced economies, with well-developed financial markets providing an alternative mechanism for 
the management of liquidity and transfer of funds to finance commercial and investment activity, the 
potential for a market collapse that interferes with the economy’s allocation mechanisms becomes 
greater. Finally, over time as the financial system becomes more integrated with the economy and 
the economy becomes more interconnected through and by the linkages afforded by the financial 
networks, we might expect the threat of crises to become more general and widespread and less 
specific or concentrated in a given area of economic activity in the absence of containment policies 
such as last-resort lending.
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Although the institutions of finance capitalism exist generally to reduce uncertainty and do so 
insofar as they structure in a predictable manner the means by which the system creates and transfers 
credit, these same institutions permit ignorance by replacing the incentives to gain the lost 
information with the conditions that support a belief that to avoid the information is costless. By 
partitioning wealth into contractual claims on the underlying assets of the economy, the institutions 
separate the owner of capital from the manager of capital, in some cases by a good distance. The loss 
of important qualitative information about the management operations and the like could be 
recouped by the owners of capital were they so inclined, but the costs of doing so outweigh the costs 
of simply extracting oneself if the promise of advance fails to be realised. From the perspective of 
the individual, ignoring the business specific, qualitative information is efficient despite the 
ignorance being inefficient for the economy as a whole. By introducing deposit banks, some of the 
sources of qualitative information could be accessed, but the traditional maturity mismatch in bank 
portfolios combined with the unique characteristics of the bank’s liabilities means that the financial 
system becomes that much more dependent on the state of confidence. 

Herein we have both the source of the crisis and the contradictions of finance capitalism as a 
cumulative causation, path-dependent process. How the crisis unfolds depends on pre-existing 
financial structure and the crises themselves are transformative in that they have the potential to 
generate changes to that structure. Moreover, speculation and subsequent crises have the potential to 
alter the investment generally and investment in innovation specifically. Path dependence – in the 
sense that where we are limits the choices over where we might go – is thus a critical element of the 
framework. Where the institutions of finance capitalism provide the means to encourage speculation 
and thus drive the innovation and accumulation that define the capitalist system, these same 
institutions contain the seeds of crises. The potential to leverage one’s speculative investment in an 
innovation at once encourages that speculation and ensures the increasing fragility of the process. 
Where the institutions of finance capitalism exist to reduce uncertainty and thus promote stability, 
they do so by creating a means of speculating that supports a wilful ignorance of available 
information, thus creating uncertainty and introducing a threat of instability where none previously 
existed. In periods when speculative activity ebbs and the economy declines, the possibility that 
individual decisions to extract themselves from the speculative assets swamps the ability of the 
institutions to process the requests, the action results in the collective inability to sell and in higher 
costs to the individual. What is true for the individual and beneficial in the advance does not hold 
true for the economy in periods of decline. Thus, the institutions of finance capitalism reduce 
uncertainty by creating what can be, at times, only the illusion of certainty. 
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Notes 

1 
An introduction to the evolution of financial fragility 

1 In the contemporary debates, the differences in interpretation appear as points of disagreement. De Long 
(1999:257) summarises these points of disagreement as questions: ‘Are flexible exchange rates a help or 
hindrance? Is IMF support [as a lender of last resort] in a crisis a cure or a cause? And does recovery and 
a resumption of capital flows require deep-rooted financial sector reforms to diminish corruption and 
improve transparency and corporate governance?’ Based on his analysis of crises prior to the First World 
War, De Long suggests the answer is no to the latter two questions and supports adopting a form of fixed 
exchange rates to reintroduce stability. 

2 Hoppit (1986) and Davis (2002) offer, separately and for different periods in history, possible taxonomies 
of financial crises. Hoppit’s distinction between the public, private and corporate crises in eighteenth-
century England appears to have little in common, however, with Davis’ theory-based distinctions 
between late twentieth-century crises. Kindleberger (1989) labels financial crisis a ‘hardy perennial’ and 
offers important insight into elements critical to a study of crises informed by Minsky’s (1986) valuable 
Financial Instability Hypothesis. Kindleberger’s historical lists of speculative objects and focal points of 
distress appear, however, somewhat random, and Minsky himself limited his analysis to the mid-
twentieth-century American economy. 

3 The term ‘finance capital’ is borrowed from Hilferding, (1981 [1910]: 225) to mean a state wherein ‘an 
ever-increasing proportion of the capital used in industry is finance capital, capital at the disposition of 
the banks which is used by the industrialists’. 

4 The perspective adopted in this study fits within the ‘institutionalist approach’ as defined by Hodgson 
(1998) and Samuels (1995), where the concern is primarily about the distribution of power ‘with markets 
as institutional complexes operating within and in interaction with other institutional complexes; with 
causes and consequences of individual and collective psychology; with the formation of knowledge, or 
what is taken as knowledge, in a world of radical indeterminacy about the future’ (Samuels, 1995:571). 

5 These three chapters expand and elaborate on the thesis presented in Visano (2004). 
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2 
Illustrations of manias, panics and crises 

1 The South Sea Company was initially created in May of 1711 to buy up the short-term debt of the 
government. 

The primary motivation for the company from the beginning was to fund a major part of 
the total national debt, accepting a lower interest on its share of the national debt than 
had been paid by the government previously. This interest received from the 
government, plus an annual management fee, provided the cash flow for dividend 
payments to shareholders, whose shares were more easily transferable than the short-
term debt they had replaced. 

(Neal, 1990:52) 

2 

Only one-tenth to one-fifth of the sale price was paid at the time of subscription, and the 
remaining payments were stretched up to three years…But because the total sold on 
margin at that time amounted to only slightly over 10% of the total capital that would 
be in existence at the end of the debt conversion, it does not seem plausible that the 
money subscriptions were the primary contrivance used to blow up the bubble. They 
were the main device for speculators, but not the primary cause of the bubble itself. 

(Neal, 1990:100–101) 

3 The historical details reveal some important nuances. Price increases were clearly demand driven in the 
spring of 1720. Transfer books were closed on 23 June 1720 and subsequent price increases, according to 
Neal (1990:104), were due to a decrease in the supply of credit that caused the forward premium on 
shares to rise in anticipation of the reopening of the transfer books on 22 August 1720. 

4 These values are as cited in Davies (1994) and differ slightly from those values quoted in Garber (1990). 
The values are only estimates, given the complexity of the terms of the conversion. Moreover, quotations 
may or may not include dividends, see Neal (1990:101). For the purpose here, sorting out and explaining 
the difference in estimates is immaterial. For a clear analysis of the influence of the French experience 
under John Law’s system on the English experience through international capital flows, see Neal (1990: 
Ch 4). 

5 Over the thirty years prior to June of 1720, it had become customary to permit the existence of 
unauthorised joint-stock companies. The ‘Bubble Act’ – principally an act to create two new insurance 
companies – included as an add-on, a clause that prohibited the operation of companies that did not have 
a charter detailing a specified and definite purpose. The ban was apparently the result of a campaign led 
by the directors of the South Sea Company concerned that the rising competition for ‘investable’ funds 
would constrain funds available for their company’s stock. 

6 Schubert (1988:303) addresses the international dimension of the financial panic as the stress in London 
caused the capital held by Dutch and French investors to flee to safety in the Bank of Amsterdam. Ashton 
(1959), quoting George Chalmers, supports the claim that it was public credit that was chiefly affected. 

7 This view is shared by many, including Tooke (1838) and Andréadés (1966). 
8 The precise event that sparks the panic is an open question. Jenks (1927) names the January 1826 

suspension of debt payments by Columbia. Pressnel (1956:485) names the quarterly contraction imposed 
on bankers by the need to pay monies to the government, despite the fact that the Bank of England would 
pay out an equivalent sum in quarterly dividends soon afterwards.
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9 Hughes (1956) in an analysis of the 1857 commercial crisis states, however, that there had been no 
‘excessive speculation’ in 1847. 

10 The ‘crisis of 1847’, hitting its worst in October of that year, was a crisis in credit – ocurring when the 
failure of corn dealers in London and Liverpool in August of 1847 weakened the lending houses ‘and like 
a house of cards, the over-strained credit structure collapsed’ (Ward-Perkins, 1950:78) – and a crisis in 
cotton. The latter was due to abnormally low cotton production and a recoil from a cotton boom that may 
be ‘partially explained by over-assessment of the new China market and cotton exports’ (Ward-Perkins, 
1950:88). 

11 The origins of the European banking crisis precipitated locally by the collapse of the Creditanstalt can be 
traced back to the decrease in the net American longterm foreign lending (see Fleisig, 1975). 

12 De Long (1999), citing Goldstein (1998) and Radelet and Sachs (1998), suggests that it was a shift in 
foreign investor opinion about the relative proportion of Asian investments that caused the reversal. ‘Yet 
once investors in New York and elsewhere had decided that they had invested too large a share of their 
portfolios in Asia, the rapid shift in opinion and in capital flows had the same consequences as in Mexico 
[in 1994] and western Europe [in 1992] previously.’ Richard Cooper (1999:283) in his comments on De 
Long argues that the 1997 Asian financial crisis ‘reflected the mismatch between the requirements of their 
real economies and the evolution of their financial systems’. 

3 
Capitalism: a culture of accumulation as the context for innovation 

1 That some wealthy individuals may not be of high moral fibre causes outrage when society learns of the 
fraud. The possibility that the wealthy may engage in deception confronts and contradicts an accepted 
understanding that to be wealthy is to be morally superior. Wealthy individuals deemed guilty of fraud are 
outliers, exceptions to the norm. Considering that their fraudulent behaviour is wholly consistent with 
notions of competition promoted by capitalism is beyond the realm of possibilities. 

2 The use of the term ‘primary process’ is intentionally used as an allusion to Joseph Schumpter’s primary 
business cycle. The interested reader is referred to Schumpeter’s (1939) Business Cycles for a detailed 
treatment of the manner in which innovation spawns the ebb and flow of business activity of the type that 
explains the primary cycle. 

3 Economic historians of technology label differently similar distinctions. Freeman et al. (1982:83) for 
example, work with ‘radical’ as distinct from ‘major’ innovation. The former ‘may give rise to a change 
in technique in one or more branches of industry, or may themselves give rise to one or more new 
branches of industry’, whereas the latter gives rise to ‘new products and new processes in existing 
branches of industry’. 

4 Earlier revolutionary inventions in information communication technologies lie at the heart of many recent 
economic developments. The rise in relative importance of a parallel electronic economy and the 
restructuring of the business services and financial services industries are examples. 

5 For the study of financial manias and panics – as extreme episodes of financial instability exhibiting clear 
evidence of a collective or social dynamic – it is important to differentiate conceptually between the 
economic and social impacts of the innovation. This issue will be explored in a later work. For now, it is 
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sufficient to note that the distinction offered earlier between a potential revolutionary impact and the 
necessity of social change in realising that potential is a finer distinction than that offered by Rosenberg 
and other writers of the economic history of technology. 

6 According to these process and impact criteria, railroads, motorcars, radios and television, and the 
universal computer are all examples of revolutionary innovations. The exercise of running down a 
complete historical list of innovations with an eye to labelling each innovation as either evolutionary or 
revolutionary will, however, frustrate and disappoint. Such a blunt dichotomy will fail us as a precise 
instrument by which we may categorise each and every historical innovation. The reader is therefore 
cautioned that, while such stark contrasts will serve us well in developing the basic ideas of our theory of 
financial instability, in reality these two categories of innovation are conceived of best as defining the 
bounds of a spectrum along which any given innovation lies. Rather than defining two mutually 
exclusive, all-encompassing categories, a given innovation may in reality be more evolutionary in nature 
than revolutionary but may contain elements of the latter, for example; and vice versa. 

7 This view fits broadly with Schumpeter’s view of technological leading sectors as an (imperfect) 
explanation for Kondratieff’s (1935) long waves and Simon Kuznets’ (1930) notion that ‘primary trends 
in production and prices reflected systematically the life cycle of a given technical innovation (or opening 
up of a new territory or natural resource)’ (as quoted in Rostow, 1975:721). With competition, the 
introduction of an innovation can destabilize if and when the rush to imitate the leaders results in adoption 
rates that nearer maturity prove to be excessive (see Perelman, 1999). 

4 
The impact of uncertainty on (in)forming behaviour 

1 ‘…professional investment may be likened to those newspaper competitions in which the competitors 
have to pick out the six prettiest faces from a hundred photographs, the prize being awarded to the 
competitor whose choice most nearly corresponds to the average preferences of the competitors as a 
whole; so that each competitor has to pick, not those faces which he himself finds prettiest, but those 
which he thinks likeliest to catch the fancy of the other competitors, all of whom are looking at the 
problem from the same point of view. It is not a case of choosing those which, to the best of one’s 
judgement, are really the prettiest, nor even those which average opinion genuinely thinks the prettiest. 
We have reached the third degree where we devote our intelligences to anticipating what average opinion 
expects the average opinion to be. And there are some, I believe, who practise the fourth, fifth and higher 
degrees’. Keynes (1973a [1936]: 156). 

2 For a critique of the significant but one-sided contribution of the French Conventions School, see Bibow, 
Lewis, and Runde (2005). 

3 In a model with heterogeneous investors differentiated by a non-homogeneous distribution of perceptual 
abilities, Kaen and Rosenman (1986) argue that the peak volume of trading corresponds to the mode of 
the perceptual distribution. 

4 The distinction between ‘leaders’ and ‘followers’ becomes blurred if, as De Long et al. (1990) suggest, 
leaders anticipate the actions of followers and act in anticipation of the effect of the actions of followers. 
Suggested by the investment strategy of Soros (1987), De Long et al. (1990:380) model positive feedback 
trading wherein rational speculators bet not on future fundamentals but on 
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future crowd behaviour, ‘buying in anticipation of further buying by uninformed investors’. 

5 
Conventional approaches: speculation as a fool’s paradise 

1 See Burmeister (1980), for example, for an accessible treatment of the capital-theoretic problem. 
2 Subsequent work qualified these conclusions. Tax implications of adjusting a firm’s debt-to-equity ratio 

(Modigliani and Miller, 1963; Stiglitz, 1973), bankruptcy costs (Stiglitz, 1972) and imperfect information 
leading to credit rationing (Stiglitz and Weiss, 1981) could each generate results whereby the financial 
structure of the firm does matter. 

3 In different vocabulary, I refer here to the situation in which the innovation drives up the natural rate of 
interest above the market rate of interest set by lending institutions, such that the anticipated returns from 
undertaking the endeavour outweighs the cost of borrowing the funds to do so. Variations in the term 
structure of lending rates over the course of the business cycle – with greatest variation experienced in the 
shorter-term maturities – are a key element of Minsky’s (1986) Financial Fragility Hypothesis. This is, in 
essence, Wicksell’s cumulative process, insofar as Wicksell’s use of the ‘natural’ rate interest is 
consistent with a marginal product of capital (see Laidler, 1999, 2003a). 

4 The addition of naïve speculators imitating professionals with access to credit creates an instability that 
was essentially John Stuart Mill’s (1965[1848]: BkIII Ch XII para III.12.11) explanation of the 
commercial crisis of 1825. 

The most usual cause of [commercial crises] is the recoil of process after they have 
been raised in the spirit of speculation, intense in degree, and extending to many 
commodities. Some accident which excites the speculation of rising prices, such as the 
opening of a new foreign market,…sets speculation at work in several leading 
department at once. The prices rise, and the holders realize, or appear to have the power 
of realizing, great gains. In certain states of the public mind, such examples of rapid 
increase of fortune call forth numerous imitators and speculation goes much beyond 
what is justified by the original grounds for expecting rise of price, but extends itself to 
articles in which there never was any such ground…At periods of this kind a great 
extension of credit takes place. Not only do all whom the contagion reaches employ 
their credit much more freely than usual; but they really have more credit, because they 
seem to be making unusual gains, and because a generally reckless and adventurous 
feeling prevails, which disposes people to give as well as take credit more largely than 
at other times, and give it to persons not entitled to it. In this manner, in the celebrated 
speculative year 1825…the prices of many of the principal articles of commerce rose 
greatly, without any fall in others…. When, after such a rise, the reaction comes, and 
prices begin to fall, though at first perhaps only through the desire of the holders to 
realize, speculative purchases cease: but were this all, process would only fall to the 
level from which they rose, or to that which is justified by the state of the consumption 
and of the supply. They fall, however, much lower; for as, when prices are rising, and 
everybody apparently making a fortune, it was easy to obtain almost any amount of 
credit, so now, when everybody seems to be losing, and many fail entirely, it is with 
difficulty that firms of known solidity can obtain even the credit to which they are 
accustomed, and which it is the greatest inconvenience  
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to be without; because all dealers have engagements to fulfil, and nobody feeling sure 
that the portion of his means which he is entrusted to others will be available in time, no 
one likes to part with ready money, or to postpone his claim to it. To these rational 
considerations there is superadded, in extreme cases, a panic unreasoning as the 
previous overconfidence; money is borrowed for short periods at almost any rate of 
interest, and sales of goods for immediate payment are made at any sacrifice. Thus 
general prices, during a commercial revulsion, fall as much below the usual level as 
during the previous period of speculation they have risen above it: the fall, as well as 
the rise, originating not in anything affecting money, but in the state of credit…. 

Such a view is later echoed by Alfred Marshall (1923), among others. 

6 
Justifications and means: the institutional organisation of speculation 

1 Where education credentials and performance indicators attempt to quantify what are essentially 
qualitative products, we risk exclusive focus on the quantitative, losing an appreciation for the value of 
qualitative, as the majority respond to the biased incentives. Where qualitative judgments are subjective, 
confidence becomes an integral factor in the judgement of quality and thus assessment of any success. In 
the case of monetary policy, for example, where the consumer inflation rate is the primary performance 
indicator but where clear channels of central bank influence are unknown, the focus of policy 
announcements focuses on convincing the public of central bank influence, see Spotton and Rowley 
(1996); and Pigeon (2004); Rowley and Visano (2004). 

2 To the extent that some of the valuable information remains available – if only more difficult to obtain – 
investors would only seek out that information if the costs of obtaining it were less than the individual’s 
perceived costs of ignoring it under the assumption that investors are maximising expected net returns. As 
we shall see shortly, however, the individual’s perceived costs of ignoring it are smaller the more liquid 
the asset. Of course, what holds true for the individual cannot hold true in the aggregate. 

3 Related to this problem of a dilution of the control over capital is a free rider problem, as identified by 
Berle and Means (1932) and summarised in De Long (1999:270): ‘[W]ho will monitor a firm’s managers 
when shareholders have every incentive to free-ride on others’ monitoring of those managers?’ 

4 The history of economic development attributes the impulse to change as one stemming from physical 
changes that affect the manufacturing process – it may be the discovery of a new market for inputs or 
outputs or a new product that in turn creates new markets and alters the vector of relative prices. The 
history of technical invention – as the source of a new product – tends to focus on the economy of energy, 
interpreting technical change as one motivated and promoted by the continual search for more efficient 
and cheaper sources of power in the most limited, physical sense. What is proposed here is the broadening 
of the definition of innovation to include institutional innovations – such as the introduction of the joint-
stock company – that occur in the absence of any physical invention but nevertheless prove revolutionary 
in impact. 

5 Rostow (1975) relies on this critical aspect of innovation to explore the consistent, but imperfect, secular 
trend theories of Kondratieff (1935), Schumpeter (1939) and Kuznets (1930) and to promote his own 
‘leading sector’ view. 
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6 Peter Bernstein (1998a) argues that an efficient market ‘is a market without liquidity’. Davidson 
(1991:138) writes, 

Successful entrepreneurs feeling the animal urge to action in the face of uncertainty will 
not make any significant decisions involving real resource commitments until they are 
sure of their liquidity position, so that they can meet their contractual (transaction 
demand) cash outlays over time. 

7 Alchian (1950) derives this conclusion from a framework that allows for ‘uncertainty’ in the sense of an 
existence of a distribution of potential outcomes in combination with elements of luck. 

8 Hong et al. (2004:139) model stock market participation and social interaction, where the social investor 
‘finds it more attractive to invest in the market…when the participation among his peers is higher’. The 
channels through which interaction influences participation include word-of-mouth learning of the type 
Kelly and Grada (2000) identify as a possible explanation for the neighbourhood effect in their study of 
the 1854 and 1857 bank panics. 

9 ‘For the London Stock Exchange, the earliest printed evidence of price quotations of which we are aware 
comes from a weekly price list: Whiston’s The Merchant Remembrancer, for 4 July 1681.’ The date is not 
likely to be pushed back much further in the British Press. The Printing Act of 1663 had eliminated all 
newspapers in England, except for the London Gazette. When that act…lapsed in 1679, a number of 
newspapers arose ‘to exploit the passions of the dreaded London mob’, (Neal, 1990:21; with quote from 
Cope, 1978:5). 

10 The distinction between the professional and naïve speculator, while useful for the present purpose, is a 
bit too crude. In the initial stages of an episode, those contemplating speculation for the first time are 
reasonably considered, by definition, ‘naïve’. As the speculation progresses, it is possible that some of 
these first-time speculators become interested enough in the financial system to undertake the education 
and training necessary to later assume the role of the professional speculator. So long as there remains 
some heterogeneity in speculators across knowledge and understanding of the financial process – that is, 
some differentiation along the lines of Heiner’s decision-competence gap – the material elements of the 
story apply. 

7 
The other side of the coin: the influence of credit creation and banks on 

speculation 

1 Hawtrey (1965 [1879]) was convinced that the speculation of the 1920s was not sparked by a prior 
inflation, thus discrediting one important feature of the traditional monetary theory of the cycle (see 
Laidler, 2003a: 6). Borio and White (2004) cite recent evidence by Borio and Lowe (2002) where growth 
in asset prices and credit contain useful information about systemic banking distress. These 
interpretations sit in direct opposition to strict monetarist explanations of the cause of the credit cycle. 
Schwartz (1988) and Bordo and Wheelock (1998), for example, argue that sustained inflations encourage 
speculation and borrowing and that conversely, that ‘monetary policy that focuses on limiting fluctuations 
in the price level will tend also to promote financial stability’ (Bordo and Wheelock, 1998:60). 

2 This notion of a disparity between market rates of interest and the expected returns on a speculative 
endeavour is consistent with Robertson (1949 [1926]; 1928) who points out that ‘inappropriate 
fluctuations in output were usually the result of market interest rates failing to catch up with the effects of 
innovation on the expected returns to investment’ (quoted in Laidler (2003a: 17), which is compatible 
with Wicksell’s idea of the cumulative process.
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3 Minsky’s explanation of the inherent instability of the capitalist system relies more on a credit cycle than I 
am proposing in this study. Where Minsky’s instability can arise in the absence of any innovation, I place 
substantially more emphasis on the importance of innovation. The two perspectives are, however, 
compatible as they both assume fundamentally the presence of true uncertainty and the institutional 
importance of the financial system. 

4 Inside money is any liability, such as a deposit liability, that operates as a medium of exchange. As both 
an asset and a liability of someone ‘inside’ the economy, the net liabilities for the economy equal zero. 
Outside money exists in net positive amounts for the economy. 

8 
Recoil in crisis: from peak to panic 

1 Through portfolio effects, these three characteristics of crises may be dependent on one another. A sudden 
collapse of financial market prices may depress asset values to the point of extinguishing net worth, 
which in the case of a bank is primarily comprised of ‘bank capital’. Similarly, if illiquidity forces a sale 
of assets in depressed markets, the effect on solvency will be the same. 

2 Calomiris and Schweikart (1991) attribute the turning point from optimism to pessimism in the weeks 
preceding the American panic in 1857 to a change in expectations about the profitability of westward 
railroad expansion. Why this was so was not because of the effect of the end of the Crimean War on 
commodity prices, but rather because of a political struggle between ‘free soil’ and slavery in the 
territories that ‘reduced the territories’ attractiveness to new immigrants…and reduced the probability of 
the establishment of further settlements west of the territories, or of government involvement in a 
transcontinental railroad through Kansas’ (1991:816). This at a time when interest rates were rising. 

3 Specifically, that the fruition of a major technological innovation reversed pressure on prices and, together 
with rising credit costs, narrowed profit margins. 

4 ‘Just as soon as the lower classes begin to copy their style, thereby crossing the line of demarcation the 
upper classes have drawn and destroying the uniformity of their coherence, the upper classes turn away 
from this style…’(Simmel, 1957:54). 

5 Lang and Lang (1962:342) characterise collective behaviour by spontaneity (governed primarily by 
mood), transitoriness (interaction results in impermanent forms) and volatility (derivative of a lack of 
orientation). 

9 
Societies in transition: time–space comparisons of financial instability 

1 

For preindustrial economies and those in the early stages of industrialization…
individuals may be unaccustomed to holding financial assets and unwilling to make use 
of financial intermediaries. Under such conditions, financial innovation – in the 
broadest sense, the introduction and utilization of new financial techniques and 
institutions – may assume an importance commensurate with technical innovations in 
industry. 

(Cameron and Patrick, 1967:8) 

2 For a detailed description of the bill of exchange as a means of payment and as a means of credit see Neal 
(1994:157–162). Causality can and has run in the both directions; with new instruments introduced, their 
benefits can extend beyond the original purpose to drive further evolution and innovation in finance. The 
early twelfth century tally issued by the Exchequer of Receipt, for example, 
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was a notched wooden stick created as evidence of payment of taxes to the King of England. The tally 
stock, as the Exchequer’s record of debt owed to the king, was assignable and soon employed by the king 
as an alternative means of Royal payment. Not only did the circulation of tallies permit the expansion of 
the money supply beyond the limits of minting, tallies evolved into a means of circumventing usury laws. 
As Davies states: 

At a time when usury was strictly forbidden and subject to the direst of penalties the 
tally became not only one of the main vehicles for circumventing prohibition, but a 
method of raising loans and extending credit, of acting as a wooden bill of exchange, 
and a sort of dividend coupon for royal debt. 

(Davies, 1994:149) 

Cameron (1967b: 317) attributes the popularity of bills of exchange as the ‘favored instrument of credit’ 
to the fact that usury laws effectively hindered the use of promissory notes. 

3 Investment capital, at this time, was financed by a net supply of working capital (internal earnings), debt 
or attracting additional investors as partners or through the sale of joint stock. Apparently, ‘the cost of 
equity for most firms was considered to be higher than the cost of debt for the entirety of the eighteenth 
century’ (Neal 1994:155). 

4 This statement warrants an important qualification. As stated, it appears I would support the notion that 
historical evolution is linear – a continuous plan made up of periods and great events. In a strict Rostovian 
characterisation, it should be possible to fit a variety of national experiences into a single set of stages that 
runs linearly from take off, through a drive to maturity, into a stage of high mass consumption. While I 
employ reference to transitions across these stages to illustrate the importance of transitions in creating 
the environment prone to financial instability in the earlier discussion of episodes, as a theory of growth I 
am predisposed more to Gerschenkron’s (1962) theory of relative backwardness which ‘takes into 
account the specific initial conditions of a country’; see Rosovsky (1965). Further, there is a need to 
permit a role of agency and action critical in the performance of institutions; see Pollack (1998), for 
example. Thus the simpler reference to Rostow’s stages is employed as a means of taxonomy only, not as 
a compatible theory of historical dynamics. 

5 E.P. Thompson (1963), in his influential book on the making of the working class, raises questions around 
the whole nature of society and industrialisation under capitalist conditions and how changes interact to 
produce a cumulative effect (see Cohen, 1978:53). 

6 The concept of a joint-stock company with paid in capital ceded permanently to it by subscribers appears 
in 1650. ‘…the English East India Company did not make its capital permanent until the reorganization 
under Cromwell in 1650’ (Neal 1990:45). 

7 For a description of the early intermediating financial functions provided by these groups, see Neal 
(1994:165–168). 

8 This is Davenant’s estimate of the total money supply in England and Wales, as quoted in Davies 
(1994:279). 

9 While I retain the convention of referring to the 1720 English episode as a ‘bubble’, the reader might, by 
now, appreciate that I would want to significantly qualify its meaning here. 

10 

This Bubble Act, together with the memories of the losses of 1720, prevented the 
recurrence of any major stock boom in the eighteenth century.  
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It did not, however, put an end to sudden expansions and contractions of credit: all that 
happened was that henceforth these manifested themselves less in the creation of new 
corporate enterprises than in speculation in the stock of existing companies and in 
commodities. 

(Ashton, 1959:121) 

Yet, institutional changes were not limited to the financial structure. Jones (1993) attributes the concept of 
the loyal opposition in the House of Lords as a legacy of the political reaction to the extensive corruption 
exposed by the bursting of the South Sea Bubble. See also, Neal (1998). 

11 Post-crisis analysis debated the cause and effect, to which the credit expansion fuelled the speculative 
mania or the speculation in mining shares caused the credit expansion. The popular explanation (and 
politically expedient one for London bankers) lays blame on credit expansion from an excessive issue of 
country bank notes. The improbability of this as the sole or even primary causal impetus lies in the 
relatively small proportion of total credit that country bank notes comprised. Country bank issues never 
amounted to one-tenth part of the country’s media of exchange, that total itself a small portion of total 
trade credit. (See Pressnel, 1956; Gilbart, 1968 [1882]. 

12 The suggestion that a crisis of liquidity precipitated the 1930s banking crisis is widely accepted. The 
suggestion that the stock market crash precipitated the liquidity crisis is more controversial. See Benston 
(1996) and White (1986). 

13 As estimated in the Survey of Consumer Finances, this participation was both direct and indirect through 
mutual funds and various retirement vehicles. Just three years earlier, participation was 40.4 per cent. See 
Hong et al. (2004). 

14 The following analysis relies heavily on Phongpaichit and Baker (2000). 
15 Paralleling the withdrawal of funds from and spread of financial distress to countries perceived to be 

similarly fragile is the redirection of financial flows to economies perceived as safer havens. The 
rebalancing of portfolios in the wake of the Asian crisis saw a flight of capital from Asia into Europe and 
the United States. Van Wincoop and Yi (2000) attempt to trace the flow of capital out of Asia and find 
that a substantial part of it eventually reached the United States. The route by which Asian capital 
outflows become American financial inflows is indirect, first flowing into the offshore banking centers of 
Hong Kong, Cayman Islands and Singapore, among others, to European banks. The avenues by which 
funds flow from Europe to the United States are less clear save for the fact that they by-passed the 
American banking system. Whether or not these funds eventually found their way into the hi-tech stocks 
trading on the NASDAQ – thus feeding the recent hi-tech stock market bubble – is logically possible but 
as yet uncharted. Emmons and Schmid (2000) present evidence on large US firms to suggest that the 
Asian crisis resulted in increased stock market volatility in the United States and around the world. They 
also suggest that a shift in portfolio investments from Asia to the United States may explain why, despite 
increased uncertainty, increased stock market volatility, and falling after-tax earnings per share, the 
cumulative total return (dividends plus price change) for 1997–1998 on the S&P 100 index surged 
upward to more than 70 per cent (Visano 2004). 

16 De Long (1999:270) states: 

[T]he financial systems of East Asia – information asymmetries, tilted playing fields, 
and all – have supported the fastest growth over an entire generation that the world 
economy has seen anytime, anywhere. A decade ago their systems of financial 
organization were seen not as examples of  
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destructive ‘crony capitalism’ but as adaptations of the Germano-Japanese system of 
large-scale bank-led finance that was efficient for late industrializers, at least until they 
caught up to the world’s industrial leaders. 

He cites (1999, 270 and 39) conversations with Barry Eichengreen and Jeffrey Frankel stressing the 
possibility that this system of financial organisation ‘has advantages at the early stages and the Anglo-
American system at later stages of development’. 

17 

For preindustrial economies and those in the early stages of industrialization…[i]
ndividuals may be unaccustomed to holding financial assets and unwilling to make use 
of financial intermediaries. Under such conditions, financial innovation – in the 
broadest sense, the introduction and utilization of new financial techniques and 
institutions – may assume an importance commensurate with technological innovation 
in industry. 

(Cameron and Patrick, 1967:8) 

18 Cameron and Patrick (1967:6) for example, argue that of the formal financial system, the banking system 
is the ‘most important’ component. While true for the period of development and countries with which 
their comparative history is concerned, it may not hold true in the future, strictly speaking. Functionally, 
the manner in which banks can expand and contract credit so as to constitute a ‘growth-inducing’ factor 
of production (rather than merely acting as a passive facilitating agent) is not restricted to banks 
necessarily. We may see in the not-so-distant future, as information and communications technologies 
develop, the possibility of the traditional functions of the ‘bank’ – which are of critical importance – 
moving outside of the legal enterprises recognised as such. 

19 ‘To prevent this volatility due to private sector bandwagon actions, what is required is a market-maker 
institution with sufficient resources to assure market price stability’ (Davidson, 1999 [1998]: 288). 

20 Observing the durability of financial crises in a wide variety of financial systems, Allen (2001) concludes 
that financial structure – whether intermediary-based or market-based – is a relatively unimportant factor 
in the development of financial crises. This sits in opposition to several authors who argue country-
specific factors play a significant role in the unfolding of crisis episodes, see Corsetti and Roubini (1998a, 
1998b), for example. In contrast, the two-way causality suggested by Cameron and Patrick (1967) 
nuances the positions in a manner that is compatible with the thesis of this study. 

10 
The bottom line: towards institutional indicators of financial fragility 

1 Law and finance theory have increasingly moved into the arena of examining the relationship between 
legal systems and banking systems. The theory holds that 

historically determined differences in legal tradition influence national approaches to 
private property rights protection, the support of private contractual arrangements, and 
the enactment and enforcement of investor protection laws and…these resultant legal 
institutions shape the willingness of savers to invest in firms, the effectiveness of 
corporate governance, and the degree of financial market development. 

(Beck and Levine, 2003:31; see also LaPorta et al., 1998; Levine, 1998; Khan and 
Senhadji, 2000) 
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2 The theories informing the selection of tentative indicators tend to be local or partial theories of such 
elements as bank lending or balance of payments and address the various vulnerabilities suggested by 
crises occurring in the most recent two decades. See Allen et al. (2002: Box 1) for an overview of some 
of the recent academic literature; see also Davis, (1995, 1999), for example. 

3 The so-called CAMELS framework identifies six groups of prudential indicators guiding the assessment 
of financial soundness of individual enterprises – most notably deposit-taking institutions. Capital 
adequacy, Asset quality, Management soundness, Earnings, Liquidity and Sensitivity to market risk, are 
indicators that acknowledge implicitly that the level of debt and hence the capital structure of the 
institution are critical determinants in the stability and soundness of a single financial institution (see 
IMF, 2000b). Accounts of the international efforts to develop macroprudential indicators include Mink 
and Silva (2003), IMF (2000a, 2000b, 2001), Davis (1999). The process of developing analytic and 
procedural tools for assessing financial system soundness is part of the joint World Bank – IMF Financial 
Sector Assessment Program and the related Financial System Stability Assessments. 

4 The effort by the IMF is consistent with the IMF’s recent efforts to establish guidelines for compiling and 
presenting stocks and flows for the financial corporations sector (IMF 2000a) in a manner similar to its 
guidelines for representing stocks and flows with the rest of the world (Balance of Payments Manual) and 
for the general government sector (Government Finances Statistics Manual). For a summary of 
measurement issues and challenges facing the creation of a coherent set of macroprudential indicators, see 
IMF (2000b) and Davis (1999). 

5 A comprehensive set of quarterly financial accounts for the euro area is currently being developed by the 
European Central Bank ‘primarily for the purpose of monetary policy analysis…however these data may 
also be used to support financial stability analysis’ (Mink and Silva, 2003:9). 

6 As a means of assessing contemporaneous developments, this benefit assumes that relevant authorities, 
when compiling the data, are cognisant of changes as the changes are occurring and have the additional 
ability to assess contemporaneously the potential effects. Such requirements are considerably demanding. 
By way of example, consider the structural shift from narrower to broader money in the 1980s, due in part 
to the impact of early advances in computing technologies. Initially and for some time, the impact of this 
change escaped the notice of most monetary authorities attempting to control commodity inflation by 
targeting M1 growth. Assessments of this structural change in the demand for transactions money 
followed even later, see Freedman (1983), Laidler (2003a). 

7 For a primer on balance sheet concepts in the context of assessing financial instability of the type 
experienced in recent episodes, see Allen et al. (2002:12–20). 

8 Demirgüç-Kunt and Levine (2001:12) inquiring into the relative contributions of intermediated versus 
market-based financial systems, analyse a broad set of data from forty-eight countries for the 1980–1993 
period and conclude that ‘financial development matters for economic success, but financial structure per 
se does not seem to matter much’. 

9 The importance of the financial structure on the efficacy of the transmission of central bank policies is the 
primary focus of the Byrne and Davis (2003) study and is a complementary line of inquiry. In general, 
these studies find that the higher the proportion of flexibly priced financial assets (stocks, shorter term 
and adjustable rate credit, for example) in the portfolios of households, the stronger the policy effect, see 
Borio and White (2004) for example. Studies that 
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disaggregate the financial structure and financial linkages have the potential to uncover the information 
necessary to illuminate the ‘black box’ of the monetary policy transmission mechanism (see Rowley and 
Visano, 2004). More broadly, the disaggregated balance sheet information has the potential to best 
illuminate the transmission of all shocks of a financial nature. 

10 Systemic financial risk is that risk that 

an event will trigger a loss of economic value or confidence in, and attendant increases 
in uncertainty about, a substantial portion of the financial system that is serious enough 
to quite probably have significant adverse effects on the real economy. Systemic risk 
events can be sudden and unexpected, or the likelihood of their occurrence can build up 
through time in the absence of appropriate policy responses. The adverse real economic 
effects from systemic problems are generally seen as arising from disruptions to the 
payment system, to credit flows, and from the destruction of asset values…. In all but 
the most highly concentrated financial systems, systemic risk is normally associated 
with a contagious loss of value or confidence that spreads to parts of the financial 
system well beyond the original location of the precipitating shock. 

(Group of Ten, 2001:126) 

11 Failure to provide effective media of exchange results from the inability to manage effectively the supply 
of the product. This inability may derive from either the bankruptcy of primary issuers or from otherwise 
uncontrollable increases or decreases in supply that impact adversely on the values of the media in the 
exchange of either consumer products or assets. The point of this study is, however, that despite best 
intentions of the monetary authorities, the ability to maintain a stable value for the medium of exchange 
is, at times, beyond their control. 

12 The historical evidence suggests that the transmission of distress works most often through the domestic 
banking system (see Allen et al., 2002). The evolution of the financial structure promoted and supported 
by advances in information and communications technologies may, at some future time, reveal this, too, 
to be an artifact of the current financial structure. As financial systems develop, an increasing amount of 
financial activity is moving outside the traditional banking system and this may eventually diminish the 
significance of banks per se in future crises. 

13 The value of loans made by deposit-taking banks to private sector debt divided by GDP ‘improves upon 
traditional financial depth measures of banking development by isolating credit issued by banks to the 
private sector, as opposed to credit issued to governments or public enterprises’ (Levine, 1998:603). 

14 The degree of concentration measures the extent of consolidation only insofar as consolidation takes 
place at the level of the firm. It omits the extent to which joint ventures and strategic alliances may create 
a de facto higher degree of concentration, see Group of Ten (2001). 

15 Cameron (1967b) employs a similar measure as a measure of bank density, though he adopts the asset 
perspective. Notably, his estimates of the relative size of the banking sector suggest some support for the 
hypothesis that as financial systems evolve the importance of intermediated finance first rises then 
recedes. By his estimates (1967b: Table IX.1:301–302), the ratio of bank assets to national income in 
England and Wales in 1775 was 15.2 per cent, rising to 29.6 per cent in 1825 and to 34.4 per cent in 1844. 
Bank assets to GDP in the United  
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States, by comparison, were 68.5 per cent in 1929, 58.5 per cent in 1952 and by recent estimates are now 
down to well below one-third. 

16 Further, it is noted that most frequently, the issue is presented as part of a more conventional treatment of 
the tension between stability on the one hand and efficiency on the other. Bordo et al. (1994), as a typical 
example, consider the extent to which the apparent stability of the larger Canadian banks is at the expense 
of lower efficiency in the allocation of funds in a comparison with the American banks. 

17 

[T]he width of a shock can be defined as the fraction of firms…or markets 
simultaneously affected at impact. The depth of a shock can be defined as the fraction 
of firms or markets subsequently affected by the shock during the transmission phase. 

(Group of Ten, 2001:127) 

18 Demirgüç-Kunt and Levine (1995), for example, estimate stock market concentration using the share of 
market capitalisation of the ten largest companies. 

19 If banks are the only or primary financial intermediaries, total non-bank liabilities less total bank 
liabilities will yield a measure of those financial liabilities exchanged in financial markets. Where other 
financial intermediaries form a significant portion of the financial system, the above measure of total 
market reliance would require appropriate adjustment. 

20 Of these three potential channels, Furfine (2001) and Santor (2003) identify the interbank lending market 
as the primary channel through which distress spreads. In its study of a sample of American large and 
complex banking organisations, the Group of Ten (2001:140) conclude that through short-term interbank 
lending and derivatives exposures direct interdependencies ‘have increased substantially’ over the 1990s, 
that direct interdependencies ‘are significantly and positively related to consolidation’ through these same 
avenues, and that this result suggests an increase in systemic risk. 

21 

For some purposes it is useful to characterize an economy in terms of its leading 
sectors; and a part of the technical basis for the stages of growth lies in the changing 
sequence of leading sectors. In essence it is the fact that sectors tend to have a rapid 
growth-phase, early in their life that makes possible and useful to regard economic 
history as a sequence of stages rather than merely as a continuum, within which nature 
never makes a jump. 

(Rostow, 1990:14) 

22 The balance sheet characterisation is limited however by the fact that it will reveal overtly only direct 
interdependencies arising from on-balance sheet exposures. It omits, by definition, off-balance sheet 
exposures and requires additional interpretation and evaluation of indirect interdependencies from 
correlated exposures to other sectors and markets. 

23 For an example of how a series of balance sheet ‘snapshots’ might inform an assessment of a 
speculation-crisis episode, see Allen et al.’s (2002: Annex II) characterisation of Thailand’s Intersectoral 
Asset and Liability Positions before and after the 1997 crisis. 

24 Spotton and Rowley (1998) address this issue of methodological challenges in the context of a meta-
analysis of American theories of financial crises and market volatility.
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