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I. INTRODUCTION: THE SOCIO-ECONOMIC LOGIC OF CREATIVE-DESTRUCTIVE FINANCIAL SYSTEMS 

  A Systemic Crisis.

    Books, essays and articles on the causes, dynamics and impacts of the 2007+ global economic/ financial crisis and the related economic depression are numerous and growing. Widespread agreement exists on the sequence of events leading to the crisis (European Parliament, 2009,US Government Financial Crisis Inquiry Commission, 2010): from the housing bubble and the sub-prime crisis in the US market to the risk of default and the federal rescue with large amounts of public money of the two giants of US housing credit firms Fannie Mae and Freddie Mac and one of the largest US insurance company AIG); from the crisis of the five largest American investment banks that were at the core of global finance (the default of Lehman Brothers and the acquisition or transformation of the others) to the financial panic caused by the vast proliferation of the toxic products of the shadow finance that fostered a generalized crisis of confidence in banks, firms and families, thus contributing ultimately to the recession of the real economy.  

 
 One cannot find a similar agreement in the interpretations of the nature of the crisis, its causes and dynamics, the responsibilities of private and public actors, the economic, social and political impacts, the responses and exit strategies (Cooper 2008, Morris 2008, Soros 2008, Read 2009, Woods 2009, Paulson 2010, Roncaglia 2010). 

We consider the 2007+ global financial/economic crisis a systemic one that highlights key aspects of a forty year phase of world capitalism (insufficient constraint on credit creation, excessive growth of business, government, and household indebtedness, unregulated growth of numerous innovations including financial derivatives, untransparent structural interdependencies, inequalities and disequilibria at the world level). And, in order to be understood, it must be framed into a broader context and in a longer time perspective, which this article aims to do. The crisis exploded in the core of global capitalism, in contrast to previous (1990s) regional crises such as the Asian, Mexican and Russian crises in the 1990s. 
Money, banking, and finance are special social constructions -- socio-technical systems -- characterized by many types of vulnerabilities to crisis – hyper-inflation, exchange rate crisis, domestic and sovereign default crisis, bank failures,  equity and real estate/housing crises, among others – and require substantial regulation as does any humanly constructed system, particularly complex, dynamic systems (Burns and DeVille, 2003, 2007).
 All countries with credit-creating banking systems, whether developing countries or advanced economies, have had and continue to have banking crises.

The chapter identifies and analyzes from a socio-economic systems perspective, key aspects of economic-financial crises, which have been neglected or insufficiently analysed in most scientific and media accounts and with which our framework  can complement the usual macro-economic analyses. We focus to a great extent on the United States, since the 2007+ crisis  started in the core country of contemporary market capitalism and spread rapidly elsewhere.
More generally, we suggest that the explanation of banking and financial crises lies in the key freedoms and power processes to create credit (that is, a form of money creation) which together with innovation capabilities tend to result in over-expansion and the generation of high risk prone and vulnerable systems. The key mechanisms of over-expansive credit-creation (e.g., through diverse and innovative forms of leveraging) but also of contraction (e.g., de-leveraging typically entails crowd-type behavior -- imitation and diffusion of self-fulfilling beliefs), generate uncoordinated and destabilizing market behavior, in bubble formation as well as in bubble collapse with respect to particular markets and sectors: whether equities, real estate, financial instruments such as derivatives, and hedge funds, or  tulips, South Sea pie-in-the-sky, etc.

Increasingly (with historical perspective and increased reflection) there is growing awareness of the systemic properties of  banking and other financial systems. It is appropriate and necessary to apply systems concepts and analytic methods in describing and analyzing the recurrent, complex phenomena of financial boom and bust cycles. This is an alternative paradigm to the paradigm of the self-correcting market tending to equilibrium.
  We emphasize the social construction of these complex, dynamic systems, their vulnerability to instability and crisis, and the necessity of  effective regulation – institutional design and regulation mechanism differing from and more effective than what has been attempted earlier (Burns and DeVille, 2003, 2007).
3. Key Functions and Properties of Financial Systems

A bank is a financial institution licensed by the state to conduct a complex of “banking functions”: for instance, they accept current or deposit accounts, and they are to safeguard the deposits of customers; at the same time, deposits may be channeled into lending activities by lending to households and businesses or investing in hedge funds or equity, CDOs. Regulator(s) are supposed to supervise licensed banks for compliance with specified requirements (laws, directives, regulation) and respond to violations of requirements (of course if detected) through giving directives, imposing penalties or revoking the bank’s license.

Banks are typically empowered to create credit, which they can decide how to allocate through their selection of loan recipients. Banks create credit by providing loans that are deposited. When a bank makes a loan, a bank credit and deposit are created, and these creations function as money (“money creation). Banks are expected in the credit creation process to maintain “reserves,” a fractional amount of liquid assets (for instance, 5 or 10%) compared to the amount of loans to be held. This “securitization” is known as the capital reserve ratio (or the capital adequacy ratio). However, experience shows that banks have found (and continue to find) various ways to circumvent this and other restrictions. 

The banking functions which concerns us here relate to the powers to create and allocate credit. Banks (and near banks) as credit creating and allocating systems are powerful societal tools: 
 to mobilize and expand and allocate credit for households, business firms, and governments to finance their projects, investments, developments. A social systems model of financial functioning points up the wide support among not only financial agents themselves but business and government leaders as well as people with needs, projects, aims to invest, etc. The range of things in which people are prepared to invest/speculate range from the useful to the superfluous: stocks, gold, wheat, patents, real estate, mortgage packages, tulips, an El Dorado in Latin America -- whatever can be collectively given value, in particular market value, and pursued as a potential bonanza.  The key is the collective definition of the situation which may evoke the mobilization of financial resources and actions of bidding (see later discussion).

Drawing on earlier work, we analyze the ways in which institutional features of the banking and financial systems – relating to credit-formation, financial innovations, and risk-taking predispositions – lead to overexpansion and ultimately to the threat and likelihood of systemic collapse – particularly in the context of weak or ineffective regulation. 

The article identifies key factors that influenced banking and financial systems and their regulation developed over the past 50 years in the USA, Europe,  and elsewhere that make them highly vulnerable and prone to crash as in 2007+: 

(i) key powers -- to a considerable degree, discretionary -- to create substantial credit/money and freedom to determine whether or not to provide or withdraw such credit and to determine in which areas of investment or endeavor to allocate credit;
 

 (ii) multiple forms of economic, political, and expert power to influence the political process and to establish and maintain institutional properties and policies (power and struggle are emphasized in Ingham’s sociological perspective (Ingham, 2005, 2011); 

 (iii) inherent tendencies of polyarchic credit-creation markets to instability and destabilizing dynamics; limited exceptions occur under conditions of highly effective information diffusion and regulation 

(iv) regulatory limitations and failings that facilitate financial market instability and collapse  
(v) ideology influencing the design and practice of regulatory arrangements, for instance, the  role of neo-liberalism in the pre-2007+ crisis period and what became the hegemonic paradigm of self-correcting and self-regulating markets that ensure proper functioning and stabilization (with state regulation or governance) 

(vi) destabilizing performances and developments including bubble formations and collapses  (through crowd-like behavior with diffusion of self-fulfilling beliefs and contagion).
(vii) systemic properties and vulnerabilities (see Ingham, 2011; Stiglitz, 2011).
Previous research (Burns and DeVille, 2003; Caprio and Honohan, 2009; Ingham, 2011; Kindleberger and Aliber, 2005; Reinhart and Ragoff, 2009, among others) has shown that banking and financial systems in the past and also today are predisposed to recurrent overexpansion, crisis and possibly collapse. The intensity and frequency of  such crises is a function of external shocks (such as a major recession, mass epidemics, war or the threat of war) and/or internal factors such as the credit creation and allocation mechanism and the lack of effective regulation or misdirected regulation as in the 1930s (Burns and DeVille, 2003) or in the 2007+ crisis, or systematic mismanagement and fraud  on the part of bank and financial managers, among other factors. Or, possibly all of these.

Repeated attempts to constrain and regulate the uses and abuses of bank powers of credit creation and allocation have succeeded only partially, in spite of a long history of trying. Part of the problem is that banks are not only serving important societal functions, which policymakers and multiple stakeholders support, but also many of them are economically and politically powerful with their own private interests and substantial capacities to influence and manipulate policies and the architecture of regulation (Martinelli, 2007). Moreover, banks in a capitalist system are capable of major innovations in their strategies, products, and procedures – often in ways to circumvent the requirements to which they are subject, as we point out later.
     

II. TRANSFORMATION OF REGULATORY ARRANGEMENTS: IDEOLOGY AND ALTERED SOCIO-ECONOMIC CONDITIONS AND THE CRASH OF 2007+

The 1929 Crash led, in the USA and many other countries, to the establishment of a complex of bank and financial regulatory arrangements (Ghilarducci et al, 2009:148), in the USA, among others, the Glass-Steagall Act of 1933, 1956 Douglas Amendment, Investment Company Act of 1940, Investment Advisory Act of 1940, the Commodity Exchange Act of 1936, the Security and Exchange Act of 1934 (with the 1963 Amendments) (see Burns et al 2012, about laws and regulations from the 1930s compared to the regime “the New Financial Arrangements” (NFA) set up in the 1970s and 1980s).

The New Deal arrangements (along with Bretton Woods institutions) functioned  reasonably effectively until the 1960s, when, as we discuss elsewhere (Burns et al, 2012) laws and regulations from the 1930s compared with the regime established in the 1970s and 1980s.and the regime a number of economic and regulatory failings emerged. These challenges dovetailed with the parallel ideological and institutional struggles that established Neo-liberalism and the notion of the supremacy of the market and its agents, in particular their capacity to fully self-regulate and self-equilibrate (Crotty, 2009).

1. Construction of the Neo-liberal NFA: High Risk Banking and Financial System and its Collapse.

Neo-liberal ideologues attacked “excessive regulation,” claiming that it was blocking innovation and economic growth”. Many of the problems in the 1970s such as stagflation, etc were blamed on government regulation and excessive government intervention.  (All of this was taking place in the context of 1968, the Vietnam War, massive global demonstrations, open radical movements in many countries). This set the stage for the construction of new financial and regulatory conditions, the so-called New Financial Arrangements (NFA).
 

In the period 1970s to the 2000s the restructuring and transformation of the banking and financial system  entailed, among other things, the removal or rewriting of the 1930 laws and policies and the introduction of new ones. 

Wray (2009:815) points out:

Some of these changes responded to innovations that had already undermined New Deal restraints while others were apparently pushed through by administration officials with strong ties to financial institutions that would benefit (from the changes, our addition). Whatever the case, these changes allowed for greater leverage ratios (in some cases reaching 20 to 30 times capital), riskier practices, greater opacity, less oversight and regulation, consolidation of power in ‘too big to fail’ financial institutions that operates across the financial services spectrum (combining commercial bank, investment banking and insurance and greater risk…..No one captured the reigning sentiment better (or played a bigger role in the deregulation movement) than Chairman Greenspan: ‘Market participants usually have strong incentives to monitor and control the risks they assume in choosing to deal with particular counterparties…Private regulation generally is far better at constraining risk taking than is government regulation. In other words, the state would take a step back and let ‘free markets’ regulate themselves.’ [Greenspan quoted in Ferguson and Johnson (2009)].
The overall deregulatory thrust launched during the 1970s and continuing more or less “hegemonically” until 2007 facilitated, among other things, major increases in leverage. Increased leverage, motivated by higher bank profits, significantly increased basic vulnerability to default at the same time; in part, the very substantial profits were not used to reinforce banks’ capital base and solidity in a context of  increasing stakes. The FRB under Greenspan operated more or less unconcerned with asset “price inflation” and focused instead on domestic U.S. consumer price inflation which remained low largely due to cheap Chinese imports (Ingham, 2011:254).

In general during this period the normative climate was lax: macro-, meso-, and micro norms of prudence, and risk-adversity were weakened or ignored. The general atmosphere became permissive and risk insensitive, symbolized in the attitude and policies of Alan Greenspan as Chairman of the FRB,  his statements and policies reinforcing the “loosened climate”. For long periods, FRB policy was to maintain very low interest rates, basically interest free loans if one corrected for inflation, and at the same time to step in to rescue those suffering failures during the 1980s, 1990s, and early 2000s.

The growing ideology of neo-liberalism, the range of technological innovations – some of them enabling avoidance of regulation, and, in general, the overall powers of the financial industry resulted in conditions where regulatory arrangements were increasingly inadequate to deal with the risky financial systems which began to emerge in the 1970s and afterwards.
 The neo-liberal framework and its principles convinced regulators that agents in the financial markets were much more competent than themselves and fully capable of dealing with any major risks. Regulators admired and trusted the industry’s technical skills displayed in quantitative risk models of financial agents and the industry, which enabled them to price and manage risk better than earlier and better than the regulators could ever manage (Ghilarducci et al, 2009:154).

2. The Systemic Crash of 2007+ 

In a relatively short period of time, from Spring 2007 until Autumn 2008 (and still continuing), the NFA began to unravel. There had been warnings from Warren Buffet, George Soros, and Nouriel Roubini, among others, which undoubtedly alerted some, but did not elicit initiatives to deal with what was not yet an immediate crisis, or to even prepare for such an eventuality. Greenspan and his successor Bernanke were still sanguine as late as 2006 about the robustness of the financial system. Greenspan advertised the financial innovations that “enabled” financial agents to efficiently judge risk (with mathematical precision). Ben Bernanke voiced the same idea just a year before the crisis began to reveal itself: “...banking organizations of all sizes have made substantial strides over the past two decades in their ability to measure and manage risk” (see Ingham, 2011:255).

The immediate cause of the 2007+ crisis was bursting of the US real estate/sub-primes bubble which provoked a chain reaction affecting the widely extended and highly complex system of financial products (derivatives, mortgage back securities, collateralized debt obligations, credit default swaps and other types of hedge funds). The continuous expansion of credit, the unchallenged rise of shadow finance, the increasing un-prudential attitude of investors toward risk, the secular weakening of regulatory regimes and agencies, the overemphasis on maximization of share prices, and the windfall gains of chief executives and financial speculators were all phenomena contributing to what was a series of financial crises that monetary authorities seemed at first capable of managing. But, as it turned out (unexpectedly), the 2007+ crisis could not be managed -- as previous bubble crises had (such as those of the Savings and Loan Associations and IT) -- with traditional monetary policy measures; massive injections of public money were required to save large financial firms from default, both in the US and in Europe. The crisis was, therefore, systemic and  propagated very quickly to the entire world.
The systemic aspects of the financial system – and its vulnerabilities – were demonstrated as bank failure after failure spread through the USA and Europe, in part because of bank inter-linkages in a population with a high proportion of vulnerable agents. These had been established through the widespread creation and diffusion of CDOs throughout banking networks; through non-transparent over-the-counter agreements (OTCs); and finally through the rapid spread of negative information through networks: financial news, announcements of FRB, other central banks, research reports, etc.

III. PRELIMINARY PHASE MODEL OF THE CREATIVE-DESTRUCTIVE FINANCIAL CYCLE
 

What we refer to as the creative-destructive financial cycle consists of  a complex of causal mechanisms operating in interconnected phases of a complex, dynamic system. In the first section below, we briefly indicate key features of a general social systems approach. The following section presents a systems phase model of the creative-destructive financial cycle. The key factor in the cycle is the credit-creation and -retraction mechanisms. 
1. Socio-economic System Modelling

Briefly, our approach to socio-economic systems modelling diverges substantially from the mainstream  economic rationality model, assuming rational agents with very considerable if not full information and market properties with  high self-equilibration capacity. Our  model stresses the properties of socio-economic systems with multiple agents having limited informational and cognitive capabilities, social structural and power relations, a complex of core processes, and inherent instabilities and non-linearities (such as “tipping points”) that set off regressive and cascading destabilizing (sometimes destructive) processes. 

The model identifies multiple interconnected mechanisms in financial systems. A complex of mechanisms such as those associated with expansion of credit and  investment/speculation in particular commodities and assets make up a phase in a larger multi-phase process (see Figure 1). Each phase is characterized by its own rule complexes and governance (although there is overlap among the phase arrangements). The systems approach enables us to better understand and effectively analyze why, after even a major collapse such as that of 2007+, so many of the old arrangements are maintained or reconstructed. Of course, there is not complete replication; there are also changes made in some of the rules and policies. But, in general, the institutionalized functionality is maintained and reproduced – institutional properties and mechanisms are carried over into the successor arrangements, although with many of the same inherent flaws and vulnerabilities, as our analyses suggest. 

The analysis here focuses on critical processes, namely the credit creation and allocation mechanisms. In sum, the creative-destructive financial cycle consists of multiple interlinked causal mechanisms that operate in phases and make up a loop (or spiral because one does not return to an identical initial phase due to restructuring, socio-economic changes, changes in laws and institutional arrangements). As discussed later, the creative-destruction financial cycle may be modulated,  constrained, facilitated by contextual factors: laws, regulatory regimes, agents in a position to exercise influence as well as natural catastrophes and shifts in material conditions, among other factors.

2. Socio-economic Systems Model of the Creative-Destructive Financial Cycle

The socio-economic systems model presented below consists of multiple interconnected phases. Each phase in such a model (see Figure 1) represents an interaction process space which is regulated by one or more rule systems and institutional arrangements. The phases are distinguished by the dominant mechanisms operating: for instance, the self-reinforcing expansion of credit-creation and of particular commodity prices in Phase 2, and the self-reinforcing contraction of prices and credit availability in Phase 4. Phases 1 and 3 concern processes of collective definition of the social reality. Note: Collective (and shared) definitions of the socio-economic situations, when accomplished, serve, in part, to coordinate autonomous agents: banks, investors, speculators, etc. in their orientations and in participation in the “market” interactions in phases 2 and 4 processes. Such discursive processes also play a critical role in the shift from one phase to another. In Phases 2: market mechanisms of resource mobilization (including credit creation and allocation) and investment/speculation drive particular asset values/prices up; in Phase 4 disinvestment and dis-speculation lead to market exit for individuals. On the collective level, there may be collapse.

Figure 1: Phase Model of The Creative-Destructive Financial Cycle 

























The entire cycle consists of the multiple phases, each phase characterized by its participating actors, one or more key mechanisms (an “ensemble of mechanisms”) and structured and regulated by particular rule systems and governance arrangements.  Phase 2, the mobilization of credit and other resources and the investment/speculation initiatives, operates according to the normative and institutional regulations applying to mechanisms of credit formation, credit allocation and debt creation processes. Phase 4, the contraction phase, operates according to the logic of agents trying to dispose of their (speculative) assets and escape from their indebtedness and avoiding connection with toxic agents or their “assets”.

Phase 1: Definition and Framing of Financial and Banking Reality. Prior to any major expansion (or contraction) there is a process of collectively defining and framing the situation, the socio-economic “reality” (beliefs about “prevailing conditions”). In our perspective, information is not immediately available or homogenous. There are multiple   processes of communication and collective judgments which contribute – under some conditions – to coordinating participants (or potential participants) beliefs about the situation, for instance, “the fact” that major asset or capital gains can be realized in particular assets or in a class of assets such as railroads in the 1800s, IT sectors in the 1990s, or real estate assets in the 2000s. At the same time, actors are alert to the availability of disposable assets (for instance from rapid economic growth in some areas with high profitability) and credit availability (central bank policies, the strictness of regimes regulating credit, bank culture (degree of professional prudentiality), recent experience with creative-destructive cycles, etc. Phase 1 processes overlap with those of Phase 2 (there are mutual feedbacks between the judgments and definitions of the situation and the concrete actions and interactions of financial players) which characterize phase 2. Early initiatives in investment, particular when carried out by prominent agents, contribute also to framing and defining the situation (just as their retreat or withdrawal later may set off a contraction process). A proper phase 2 (rapid expansion) depends on a degree of Phase 1 consensual framing and definition of the situation: convergent in the judgments and statements from key market actors, authorities, researchers, and their analyses. 
 Consensus tends to be reinforced through dissonance reduction mechanisms that attend to positive voices (and ignore negative indications) so that the positive perspective comes to dominate the discourses. Risks are defined as low and below thresholds of non-acceptability.

Phase 2. Expansion phase – credit creation and allocation and investment/speculation initiation. Periods of expansion are characterized by a definition of a positive environment to invest/speculate together with the availability and utilization of relatively cheap credit and investment resources. As indicated above, in our characterization of Phase 2, in leading up to an expansionary phase, key groups of actors develop common definitions of the situation (Phase 1 developments are reinforced by judgments and actions in Phase 2). Initial expansion (Phase 2) feeds back to Phase 1 processes, reinforcing and extending beliefs in an expansive period, a time of great investment/speculative opportunities (see arrows feeding back from Phase 2 to Phase 1). 

Credit  based asset price escalation takes place -- as market participants compete to mobilize resources and make gains quickly through rapid asset price increases, by investing in or speculating on an asset or an assembly of assets. The escalation process is fed by credit and resource mobilization (for instance, selling off other assets including financial commodities).

During the expansion, those market participants who believe that a particular process of asset price increases are justified tend to grow as the boom persists – more are drawn in as well as those already engaged, possibly increasing their investments in the particular asset. As Dudlev (2010:4) puts it: “Those that had doubts about the importance of the innovation or the persistence of the gain in asset prices lose confidence in their opinions as they underperform and lose business and market share.” Belief structures are reinforced and crystallize and dissonance reduction mechanisms come into play. Those who believed that the large gains in asset prices were justified by the innovation and who benefited from those beliefs  become more prevalent. As new and often less well-informed investors plunge in to participate in the boom, they are likely to overwhelm the so-called “smart money” that gets frustrated after having lost repeatedly trying to take the other side (Dudlev, 2010:4).

Banks, as indicated earlier, have the power to create credit, that is privatized money production, through making loans (deposit creating loans), with a great variety of forms which were developed rapidly during the decades prior to 2007+. The confidence in the credit/debit – as in money value itself – works as long as everyone believes in it, remains confident that it can and will be paid (Burns and DeVille, 2003). When that confidence evaporates, as happened to many banks in the 2007-2008 period, the system collapses. The credit-money is no longer available (unless, the state intervenes to sustain it (see below)).  
The contagion of optimism – positive expectations --- is reinforced by the judgments and actions of market actors – and risk-taking readiness grows. Agents seek and are provided with credit by banks and other financial agents. All can share in the collective effervescence of an expansion.
 Given limited knowledge, no agent(s) knows how far the expansion can go, that is, when a limit may be reached (see remarks below on tipping points).  

In a highly expansionary phase, new ways to mobilize and/or create credit are often developed and spread. As a result of the highly expansive credit creation, banks and other financial agents become over-extended, tending to lack adequate capital holdings to back the financial commitments they make. The vulnerabilities may not be recognized or tested, until an external or internal shock occurs (often unexpectedly). 

In general, major innovations relating to the 2007+ crisis took place in the 1970s and 1980s – in the context of radical liberalization ideas --  and played a significant role in the financial crisis, in large part because they fell outside of regulation but also because often they were not fully understood (but this hardly seemed to make any difference in the euphoric climate of the 1980s, 1990s, and early 2000s). Residential mortgage-based securities (RMBSs) was a type of security whose cash flows come from residential debt such as mortgage, home-equity loans and subprime mortgage.  Instead of commercial debt securities, which were well established, banks and financial agents issued these new types of securities. Further innovations were to come. Selling pools of government backed mortgages as early as 1968 allowed the government sponsored housing insurance institutions, Ginnie Mae, Freddie Mac, and Fannie Mae to acquire new funds with which to buy additional home loans from mortgage brokers which furthered these agencies Congressionally mandated mission to "expand affordable housing". 

The packaging of sub-primes as well as other types of loans ("collateralized debt obligations” (CDOs) and the subdividing of them into different tiers of risk) was a way for banks to get rid of loans (liabilities). Once rid of them through sales, they were in a position to make additional loans. Also, CDOs were sold and spread to many kinds of investors throughout the world (e.g., U.K., Belgium, French and German financial and banking interests), lowering the costs of borrowing and enabling more credit-creation and allocation. Such spreading of risks meant that there was a lack of overview, there were many cross-cutting interdependencies of risks ("networks of risk"). And the emergent risks of these --  the system vulnerabilities – came to be “discovered” eventually through the process of failure and contraction, following the 2007+.
In the context of an ongoing hyper-expansion of wealth, commercial and investments banks (in Europe, the USA, and much of the world) – along with hedge funds, insurance companies, and other financial institutions – developed and/or adopted new ways to further increase credit-creation and credit-utilization in the pursuit of substantial gains, including many projects of pure speculation. All-too-much of this was outside the purveyance and regulatory powers of agencies with the responsibility to regulate banking and financial institutions.

Such "financial engineering" includes new instruments for spreading risk, such as CDOs and which lower the costs of borrowing and enables still more credit-creation and credit-utilization -- all of which contributes to reductions in precautionary behavior and increased risk-taking. 

The “gold rush” process in this case does not end in gold but with a bursting asset bubble, as actors with available capital or ability to borrow credit (created) are faced with opportunities to make large gains through investment in particular selected assets; actors expect to buy cheap and see the value grow and pay for the cost and principle of their debt and reward them with a large profit. An asset bubble (or bubbles) emerges, setting the stage for the contractions and crashes of Phase 4. 
 (Bubbles are, however, usually idiosyncratic in terms of their institutional context, causes,  duration and severity).
In this systems model, the key to feeding asset bubbles is the mobilization of money resources, available credit in particular. For instance, in the subprime/structured finance boom, the surge in credit availability drove up the demand for housing and pushed up housing prices and this further increased demand (Dudlev, 2010:3). In this climate of expansion, the anticipation or actual experience of default of such lending was very low “reinforcing the notion that subprime lending was not very risky.” This also fed into the demand for complex CDOs “secured” by the subprime assets mixed with others. As Dudlev (2010:3) stresses: “During the boom, the structured finance models appeared to be sound because losses (at least, at that time (our remark)) on the underlying subprime mortgage loans were low and because the correlation rates in performance across different assets in the pools were low, just as the models had assumed.” 
Enthusiastic buyers drive up asset prices on the constructed, shared belief that the risks are low -- whether the assets focused on are technology stocks, subprime mortgages and complex CDO secured by such assets, or earlier bubbles such as those of the railroads, tulips, or an El Dorado in Latin America. 

The 2007+ bust was based on many financial innovations, around which there was considerable uncertainty. But institutionalized devices such as insurance schemes reduced the sense of uncertainty and were ostensibly judged to spread risks.

The rapid spread globally  of the expansion was a result not only of capital market liberalization  in the past 40-50 years in the most developed economies but of the utilization of new communication technologies (as well as judgment or decision algorithms) that facilitated much greater global interdependencies and contagion potentialities (for instance, electronic “bank runs”) than earlier. 

Phase 3. Re-definition of the situation – Shifts in information and/or behavior which results in a re-framing and re-definition and re-framing the money and financial conditions as negative. 

Usually there are early indications and some agents exit or substantially reduce  their exposure.  The regulators may respond to these early indications, lowering  the interest rate or making expanded credit available.  Reassurances may or may not work for a time, but these early indications suggest that a tipping point region may have been reached.

But growth of a bubble and approaching tipping point(s) – are not precise or clear  (Crotty, 2009, p. 568). In our perspective, there is a significant phenomenological aspect to any social definition of the situation. The actors involved are defining the situation, in this case, redefining the situation as uncertain or increasing risky.
 Typically, the banks and other financial agents are early to react – long before ordinary citizens and even local and regional governments re-assess the situation. 

Limits are defined not only by the banks who start to move and transform their assets in pursuing  precautionary strategies and movements. Also, marginal players (businesses, households, and banks) fail. Precautionary judgments emerge and spread and eventually come to dominate as failings increase in number and severity; even those with considerable solidity draw back from the expansionary rush. But there is no exact point of tipping, since the socio-economic order is sustained partly through collective belief and appropriate discourses/propaganda (Burns and DeVille, 2003), which makes for shifting and not fully predictable “tipping ranges”;
 in any case, we are talking about a stochastic process).
 Thus, when a tipping point occurs resulting in rapid contraction, including massive de-leveraging, wealth is destroyed, a substantial proportion of this wealth is, of course paper/electronic wealth, whose powers depend on market developments

So, multi-agent games on financial markets are transformed from positive contexts (where participants have risk tolerant orientations) to negative contexts (where orientations tend toward risk adversity), and behavioral processes shift. Although there may be very early signs of greater risks and possible failures, there typically continue to be competing optimistic discourses and dissonance reduction mechanisms at work in Phase 3. These contribute to slowing or delaying any transition to Phase 4. But as negative signals become stronger or more frequent, events and statements operate to hasten a transition, that is, driving developments over the tipping point. (A good example of a “precipitating discourse” is the statement of the FRB chairman in August 2007 that “There is a crisis of CDOs,”  which contributed to a tipping and, within a short period of time, a full-blown Phase 4 contraction was in the making) 

Events and discourses undermining positive beliefs about the situation and result in a transition (Dudlev, 2010:4). “Asset bubbles often come to an end when the basic belief system is contradicted by events. This can happen very naturally as a matter of course because economic fundamentals deteriorate, or because there is a change in rules or regulations that disrupts the balance between supply and demand.”
 And, of course, market actors  tend to influence one another to define or assume a worst case scenario, unless there are powerful counter-discourses and actions (as possibly those initiated in Phase 5).

Phase 4: Contraction and the drying up of credit availability and the bubble (s) bursts.
The process XE "process"  of credit expansion results over time in many companies and households as well as possibly governments becoming excessively indebted (relative to their capacity to repay if there were to come a crunch). Some at the very margin fail early – and some banks and other economic agents take note of this, becoming more cautious, calling in old loans and showing more precaution (than in the recent past) in taking or making new ones. In addition to some companies going into bankruptcy (and bringing losses to their creditor banks and their suppliers and unemployment to their workers), more solid companies simply reduce or stop investments. This also impacts on their suppliers, employees, banks, and markets generally. An expansionary process tips over into a contraction and more and more businesses, banks, and households shift to caution and even cutback on economic activity. And, of course, some (eventually more and more) fail. A full-fledged contraction – entailing, among other things, a “credit crunch” -- emerges and spreads.
In Phase 4, agents take actions predicated on developments in Phase 3, characterized by emerging discourses, data analyses, and re-definitions of the situation and, in general, movement toward greater pessimism and risk-avoidance. Banks withdraw and/or withhold credit. Households, businesses and governments begin to sell off risky assets if they can or avoid incurring debt; some may fail to honor their debts, putting other businesses and banking agents in possible jeopardy. As Bullard et al (2009:409) emphasize: “The speed with which the markets can “turn off the tap” make financial institutions especially vulnerable to temporary disruptions of liquidity in financial markets.”

Financial firms finance their holdings of relatively illiquid long-term assets with short-term debt.    
The Phase 4 process is characterized  by mutual reinforcing contraction (reduction in output and employment, holding back on or retraction of planned projects, banks withholding or withdrawing credit, etc.).
 There are also multiple de-leveraging processes (Crotty, 2009: 574-575). Crowd behavior and contagion are characteristic because of the high uncertainty about what is going on, what others intend or plan to do (“incomplete information”), the seriousness of the contraction. In general, there is a lack of arrangements to coordinate the actions of market agents, creditors as well as debtors (see later discussion). 

For instance, in the 2007+ crisis, there were initially (Autumn, 2007) dramatic declines in trading volumes and liquidity in the markets for mortgage-related securities. Investors panicked.  Bullard et al (2009:408) report: “Trading in all RMBSs (Residential Mortgage Based Security)
 declined sharply when defaults and ratings downgrades made investors wary of RMBSs in general… For example, a ratings downgrade, especially of a previously highly rated security, could induce panic selling by signaling possible downgrade or losses on similar securities. Ratings downgrades and declining asset values can also force additional collateral to maintain a given level of borrowing. AIG collapsed in September 2008 when it was unable to raise additional collateral in the wake of a downgrade of its debt rating.
 In general, deterioration in the collateral value of borrower assets was an important amplification mechanism during the recent financial crisis (our emphasis). Falling asset prices caused lenders to demand more collateral which caused borrowers to dump risky assets, thereby exacerbating declines in their market values and leading to further demands for more collateral.”

Phase 4 is characterized by particular institutional and normative arrangements that allow for rapid contraction without coordinating mechanisms or constraints (just as Phase 2 arrangements allow for substantial and often rapid expansion without coordination). Banks have the freedom to withdraw or withhold credit under a range of conditions. Debtors are also free to exit, however they can. There is no interaction coordination of the contraction process, the actions of multiple agents trying to exit or to escape hazards. There is no normative limit or equilibrating mechanism (e.g., limiting how quickly banks and financial institutions de-leverage). Of course, a government with substantial resources under its control may limit how fast and far the contraction may go, but typically the government cannot force agents to “think positively” and to sustain credit availability, etc.). At the same time, as observed in Europe, government rescues of banks (whether nationalization or substantial capitalization) made some governments vulnerable later to sovereign debt crises as international markets began to doubt the capacity of some states to honor their debts and avoid defaults.

On a societal level a crash brings destruction of speculation-derived wealth as well as other wealth, unemployment, declining government revenues plus increased costs of government income maintenance programs (such as unemployment insurance).

Phase 5. State Responses and Interventions – if any. 

The state (its political leaderships, its key financial regulatory agency) typically participates in Phase 3 reporting (or warning) of negative developments, providing discourses and data which become part of the mixture of data, discourses and judgments circulating in Phase 3. It may or may not indicate or promise measures to limit or block the emerging contraction

or possibly crash.

Phase 5 encompasses those actions (and non-actions) of the state to an emerging crisis (See Bullard et al, 2009: 408). Some initiatives may be intended to constrain the contraction dynamics: insurance of deposits, government proclamations that they are ready to increase liquidity (but these processes may not be activated immediately but only after major failures and collapses and, in any case, they may turn out to be insufficient). 
Several scenarios are possible. 

· Scenario A: Government initiatives including bailout or guarantees may be sufficient to enable continued functioning of key financial processes of the system, of course, financed  by taxpayer monies. There is possible recovery through state measures, as in the Obama administration’s Keynesian and other initiatives and interventions vis-à-vis the 2007+ crash.
 But, if the state action fails, deepening contraction and possibly  collapse may occur as in Scenario B (the recent cases of Iceland, Greece, Ireland, Portugal, and Spain in the current crisis).

·  Scenario B. Little or no state intervention (either because of lack of resources or because of ideology, e.g., opposition to state intervention or fear of institutionalizing “moral hazard”). Massive destruction of wealth, potential loss of confidence in the system.  

· Scenario C. Scenario A efforts fail and support is sought outside (IMF, EU, USA) as in the case of Greece, Ireland, Portugal, Spain and potentially other EU
 states. 

In the case of the USA, the application of Greenspan’s monetary philosophy was effective in managing crises without fostering inflation- through the increase of the money supply by the US Treasury.
 This was possible because of the central, privileged position of the dollar and the ensuing willingness of major exporting and saving countries like China and Japan to finance the huge growing American public and private debt in order to finance their largest export market. 

Phase 6. Adaptive and Transformative Processes. The Phase 5 scenarios typically entail substantial changes in regulation (even in the case that a policy of non-intervention obtains as in Scenario B).  Financial agents and regulators as well as others reform some of the rules and try to re-establish a belief – sometimes quickly, other times slowly -- that the financial system can once again be an effective system. Part of the discourses and the related belief complexes try to explain the failures as the result of faulty decisions by financial agents themselves and/or the government regulators, claiming that the system can be restored and made to function properly (possibly with more state intervention and regulation, possibly with less).

· Ultimately, some discourses and initiatives may contribute to redefining the situation, from a negative and unpromising climate to some promising indications and openings. Transition to Phases 1 and 2 may take place, otherwise the contraction phase continues for a period of time, as indicated by the arrow from Phase 6 to Phase 4.

· Even with a number of reforms, the basic mechanisms identified in the system model presented here are retained (or re-established), above all:  banks as key institutional agents for credit creation and allocation; and banks and other financial agents with substantial economic, political, and expert powers.

After each boom and bust cycle, a renewed positive definition emerges – sometimes rapidly, other times slowly -- that the conditions of business are potentially promising and, among other things, asset prices will again rise and enable significant capital gains. However, accompanying the typical discourses of renewal are expressions such as “this time will be different than the past” (Ingham, 2011:254; Reinhart and Rogoff,  2009).  Of course, there are differences: new regulations and regulatory agents together with other state interventions may help restore confidence. If our analyses are largely correct, a degree of system vulnerability remains (that is, is “reproduced,” although possibly reduced to some degree). 

3. Discussion

(1) The behavior and developments in each phase may be specified in terms of an assembly of variables or indicators: for instance, during Phase 2 expansion: growth in loans and debts, changes in the indebtedness of corporations, governments, and households, rise in particular asset prices, changes in capital ratios, etc.; during Phase 4 contraction: reduction in credits, changes in indebtedness, level of bankruptcies, home foreclosures, etc.; during Phase 5 measures and indicators of policy shifts and intervention measures may be provided. These remarks apply to Phases 1 and 2 as well. 

(2) In phases 1 and 3, there are collective processes of framing and defining the market situation as well as policy conditions (a “social definition of reality”). Rating agencies and research networks and central banks as well as prominent financial agents are, of course, among the key agents in phases 1 and 3, who influence and frame the “definition of financial situations.” 

It should be stressed that Phases 1 and 3 mechanisms of collectively framing and defining the socio-economic situation operate as well to stabilize/destabilize mechanisms, for instance the expansive mechanisms of Phase 2, or the contraction mechanisms of Phase 4.
 These definition-of-reality phases also are the key to transitions from one set of conditions, for instance, a shift from general state of optimism, a shared perceived low or acceptable risk situation  -- to increasingly a collective state of shared pessimism, risk-aversion, and strategies of withdrawal and seeking protection.
(3) Key socio-economic mechanisms – credit creation and allocation and investment/speculation -- in Phase 2 are predicated on the framing and definition of the situation in Phase 1 of positive beliefs about opportunities for gains and perceived/defined low-riskiness of investment/speculation (reduction in “uncertainty”). 

On the other hand, in a Phase 4 process -- predicated on Phase 3 negative assessments and judgments -- agents attempts to reduce or avoid risk by selling off assets (or commodities) and reducing or re-financing debt. Rapid contraction/destruction of credit based asset values or prices, i.e. price de-escalation, is characteristic, as agents (creditors as well as debtors) scramble – in an uncoordinated manner -- to escape the emerging maelstrom (see later on problems of coordination).

Phases 2 and 4 are characterized by established institutional and normative arrangements: (1) these give freedoms to banks and financial institutions to provide credit and to select those who will receive it; and also to withdraw or withhold credit, for instance, during a contraction. In other words, there are freedoms that allow for allocation and/or withdrawing or withholding credit under a range of conditions. The recipients of credit allocation or withdrawal/withholding are decided by the credit creators and allocators as well as the debtors or potential debtors themselves. (2) In Phases 2 and 4, there is no formal coordination among the agents: during the expansion there is a “gold rush” process and  during a rapid contraction  a “fire-in-the-theater” process (Buckley et al, 1974) . 

There is no coordination and there are no normative limits or equilibrium. Coordination failures occur among creditors and result in collectively suboptimal credit provision – excessive credit creation during expansion and disastrous lack of credit during contraction. At the same time there are coordination failures among debtors in the case of “gold rushes” and “collective panics” (collective action problems). There are no natural limits or equilibrium with respect to commodity prices (and price increases) in an expansion or in a contraction.

(4) Phases 5 and 6 refer to state and societal reactions, respectively, in response to the contraction of Phase 4. We have indicated differential responses of the state and a few conceivable scenarios. The key actions are those maintaining or re-establishing the functioning of, and confidence in, the systems, its money as well as its agents. State policies and strategic actions impact particularly on the emotional climate – the sense of confidence, optimism – among financial agents and their clients and potential clients (Pixley, 2012). 
 Future work will elaborate these considerations.

(5) Impacts and ramifications. Wealth and income distribution in the United States and other societies with financialized economies have become significantly more unequal during the 40 years leading up to 2007+ (Martinelli, 2007). The de-regulation associated with the NFA was dangerous, highly risky. As a result of the 2007+ crisis a large part of the credit essential to the running of the economy dried up, creating substantial (and in many instances, devastating) problems for businesses, their workers, sectors, and regions, households as well as governments (which depend on tax revenue from business as well as from employees) that in most cases had nothing to do with the taking on of excessive risk (Ghilarducci et al, 2009:160). This negative externality was neither fair nor reasonable. The entire economy suffered the worst depression since the Great Depression of 1929 (a development that was not supposed to happen ever again). The government – in trying to save the situation – bailed out companies (e.g., GM) and the banking and financial systems (including giants such as AIG, Citibank and Bank of America).
 This led to further government budget deficits, the likelihood of future tax burdens, and major distortions in government budgets and fed into in the economy and government budget crises as in the USA, Greece, Italy, Portugal, and Spain.
IV. CONCLUSIONS

1. Key Points 
(1) A major thesis of this chapter is that generally speaking financial crises are endemic to capitalist financial arrangements.
 In the period 1880-2008, Aikman et al (2010) show that their sample of countries
 were in a state of banking and /or currency crisis 10 to 25% of the time.

(2) Credit booms and busts are systematically related to the incidence of financial crises with their social and economic costs (Aikman et al, 2010). The phase process model corresponds to the cyclical behavior observed in connection with financial boom and bust – and repeated periodically. Aikman et al’s research (2010: 28) indicates that the credit boom-bust cycle dynamics appear to be largely invariant to the monetary policy regime – fixed or floating, lax or tight, rules or discretion, as our model would imply. But the model also implies that the amplitude and phase length of a cycle may vary as a function of enabling factors  and diverse constraints. Only with a very different institutional regime would behavioral patterns be expected to differ significantly (see below).
 (3) Key factors in the systemic properties and functioning of capitalist financial systems have been the institutionalized powers and freedoms of banking and other financial institutions: 

I. Freedom of “banks” and financial intermediaries to create and allocate (as well as withhold and withdraw) credit (in phases 2  and 4). 

(II) Freedom of banks and financial intermediaries to determine for what purposes credit will be used  – including speculation, that is, in extreme cases whatever useless or dangerous (risky) purposes bank management may decide. Instead of billions of dollars and euros in credit being channeled massively into “green” or other critical investments and developments prior to 2007+, it went to a great extent into risky mortgages, CDOs, and thousands of risky speculations. 

III. Freedom of financial agents to innovate (create) strategies and products to increase leverage opportunities or to avoid or circumvent regulation, e.g. devices to  increase credit expansion, over-the-counter trading (OTC)
 so that laws which apply to the “market” do not apply to such transactions or the transactions are not publicly or market-wise monitored or even visible. 

IV. There is a lack of social coordination in the market processes as represented in phases 2 and 4. Finally, there is a lack of coordination in the sense that the strong interconnectedness among financial institutions requires meta-level monitoring and policy making institutions that are either absent or with insufficient ways of interconnection. 

2. The Paradox of Resurrection: Reform: More of the Same, Possibly with Improvements

After a creative-destructive cycle ends in major contraction or crash, there is paradoxically  a return to a variant of the same financial system. While one might single out “dynamic intertemporal inertia” to explain the persistence or resilience of such a system, the explanation is found on a deeper level where an institutional and social systemic approach is brought to bear on the question:

· Credit creation and allocation mechanisms are highly institutionalized in the banking and other financial systems:
· The system is a highly functional one in a modern society. If we did not have such a system, we would have to make one up, or at least come up with a “functionally equivalent” system.
· There are powerful vested interests with pressure group capabilities associated with the institutionalized mechanisms of credit creation and allocation in the financial system, supported by particular ideological assumptions and models.
· Aware of the risks of failure and collapse, especially after the 2007+ crash, policymakers have returned to the idea of “getting the rules and regulations right this time.”And this is an enduring belief and influential propaganda that the system can be made to work right. But, as this  article and the work of  others has suggested, there are powerful incentives and needs, opportunities for gain, and substantial freedoms to innovate often in ways to circumvent or to corrupt systemic and other rules of regulation. These make the reconstructed system vulnerable to “doom cycles” even with several improvements. 
· There is no obvious alternative within the existing distribution of power (concerning limitations of paradigm shifts, see Carson et al, 2009)
The general arrangements of credit creation and allocation are more or less maintained and reconstituted through crisis after crisis, even after a major failing and crash. 

The basic logic remained the same even with the recent re-installment of new (some of it old) regulatory controls; they may alter the half-life of the cycle and its amplitude, but they will not eliminate it. One or more new designs are required.

3. Alternative Systems

Our model and the related analyses imply that the current reform packages are not likely to work (see Alessandri et al, 2009); they are likely only to change the cycle length and amplitude (which, nonetheless may be an improvement over the 2007+ crisis). The “doom cycle” will be repeated over and over as Aikman et al (2010), Kindleberger and Aliber (2005), and Reinhart and Rogoff (2009), and others have argued and empirically demonstrated. 

The arrangements underlying the creative-destructive cycle must be replaced with other arrangements which avoid or surpass the fatal flaws of the creative-destructive financial systems which we have seen thusfar. An entirely new and different system will have to be conceptualized, tried, and developed.
 
I. Credit creation should be understood as a public good and made much more decentralized and diverse than it is now. 

II. The pure private freedom of action in credit creation and allocation should be eliminated or at least severely constrained  (as well as the powers and possibilities of innovation). The role of banks in credit creation should be reduced substantially, that is also to reduce the connection between savings and credit creation and investment (Wicksell, 2007).

III. There is a need to establish special private, public and non-profit
 institutions (with broad stakeholder representations on their boards) to function as public utility “investment centres” having the powers to mobilize capital as well as to create credit (under authorization and strict guidelines and supervision of a central bank), to allocate toward investments in projects in prioritized areas. This would set the stage to greatly increase the number and diversity of agents of credit creation and allocation and drivers of investment and development; it would also provide to a degree a functional equivalent to the large, powerful private banks that are “too large to fail.”

IV. Even this redesigned credit creation and allocation process would require state (or an independent agency) to address coordination problems and other regulatory issues.
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PHASE 2: EXPANSION. Rapid Expansion of  market values of selected/focused on commodities, as market participants bid up values/prices. Easy credit available to private households, companies, public bodies, and speculators to buy, invest, speculate.  High expectations and optimism, plus low risk-adversity among (growing numbers of) participants. 


Excessive expansion of credit based assets, as 


banks compete with one another. Constraints on leveraging possibly reduced; more agents 


allowed to engage in credit creation, for instance, 


quasi-banks. High accumulation/“storage” of vulnerable credit invested in assets.  


   


Hyper-vulnerability and likely instability. 





PHASE 1: SOCIAL DEFINITION OF THE SITUATION. Potentially Expansive conditions. Information flows and social judgments as a collective movement among market agents and potential agents defining market reality (data sources, experts including chief of FRB, e.g., Greenspan, other experts, financial gurus)  Definition of the situation as either recovering or potentially expansive, potential speculative commodities, among other commodities/ innovations that might grow rapidly in value.


At the same time, social perception/realization of a context where credit and available assets appear to be more easily mobilized than earlier and, therefore, substantial gains can be made by investing/speculating in particular commodities on the basis of available credit. Discourses and interpretations increasingly likely to trigger expansive mechanisms











PHASE 6: ADAPTIVE & TRANSFORMATIVE PHASE


Market, regulatory, and societal Agents: engage in political processes, Adaptation to crisis situation and state and other interventions.


Mechanisms: pressure group politics &


Lobbying; adapting to crisis situation and 


State responses; reforming & transforming the financial system and its mechanisms


Developments: State maintains or reforms financial system but no radical transformation. Possible transition to expansion phase, or the system remains in contraction and stagnation. 


Cascading impacts (likely to the “real economy”), sorting out, re-organizing, adapting.


Possibly consolidation/concentration of banking and financial sector.





PHASE 3: SOCIAL DEFINITION OF THE SITUATION. Collective defining and re-defining the situation. Indicators of potential problems, risks. Emerging discourses among some actors expressing concerns, warnings. Increasing likelihood of triggering of regressive mechanisms. Discourses, expert statements, data increasingly likely to tip rapid contraction.





PHASE 4: CONTRACTION. More and more holders of the high risk assets try to sell them, prices plummet. Eventual contagion and panic processes. Other assets based on the high risk assets as well as assets generally are pulled in (a major socio-economic awareness process of shifting to risk-adversity and reducing vulnerabilities). Increasingly rapid contraction.


Demobilization of monetary resources: Withdrawal or withholding of credit. 


Bankruptcies, freezing or backtracking on projects.





PHASE 5: STATE RESPONSES TO RAPID CONTRACTION/COLLAPSE (OR RAPID EXPANSION)


Discursive processes: frame & define situation and


 what the state and other relevant agents should or might do (prescribed measures, established strategies, new proposals)





Mechanisms: radical money creation, forced credit expansion and guarantees, nationalization, legislative changes including reforms





Developments: Phase 5A: Massive state involvement in markets, financial agents,  debtors. Possible restoring confidence, smooth transition possible.


State may fail, however, to save the situation, seeks intervention from outside (IMF, EU, USA or other)





Phase 5B: Little or no state intervention. Collapse becomes massive and destruction of credit based assets as well as other assets. Spill-over to other economic subsystems





Phase 5C: Scenario A efforts fail and support is sought outside (IMF, EU, USA) as in the case of Greece, Portugal, Spain and potentially other EU states in the 2007+ crisis
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� Structural crises are endemic in capitalism and one of the ways in which capitalism continuously transforms itself (Burns and DeVille, 2007). The classics of social sciences, from Adam Smith to Karl Marx, from Max Weber to Karl Polanyi, from Joseph Schumpeter to John Maynard Keynes and Michal Kalecki, have all argued, although in quite different ways, that capitalism is inherently contradictory and unstable and is transformed periodically through processes of creative destruction (Martinelli, 2007) .


� Ingham’s work (2004, 2011) also develops a non-equilibrium view of economic system. One of the problems, making for conceptual  inertia, if not stagnation in economic theorizing, is, as Ingham (2011:253) points out, that economics makes up an “epistemic community” sharing a particular paradigm; and that economic orthodoxy based on this paradigm is taught to new scholars as well as graduates recruited to government, finance ministries, treasuries and regulatory agencies. 


� In our social systems perspective, banks are functionally powerful – because of their institutionalized role – to create and allocate credit to those in need/demand for credit; investors, developers, governments, and households. Supply and demand pressures drive credit creation and allocation. Demand for credit is potentially infinite (like salvation; people have many goals, ambitions, projects that exceed the resources available). The creation of credit is not limited significantly by land, labor, and capital (except by the requirement of a capital adequacy ratio of assets to be held in relation to the amount of money lent out). But even this requirement can be circumvented, as it was prior to 2007+ by the many forms of credit creation including leveraging and packaging loans and selling them to other banks and near banks. Of course, constraints may derive from professional prudence, the regulators themselves, or a temporary or sustained lack of demand.


� Banks are, of course, often licensed to make loans in particular areas of investment: savings and loan associations providing home mortgages, agro-banks serving farmers, commercial banks, investment banks, export banks, etc. But, for the purposes of this article, we emphasize general societal functionality.


� For instance, hedge funds and private equity funds relied on exemptions from the US Investment Company Act of 1940 and the Investment Advisory Act of 1940 (mainly through avoidance of public offerings (and the greater transparency that such offerings would provide)) to avoid being subject to these statutes (Ghilarducci et al, 2009:158).


� Neo-liberalism  -- the godfather of the high risk banking and financial system that led up to the 2007 Crash -- was no emergent (or “invisible hand”) phenomenon. There were powerful, purposive agents who initiated and established it. During the early period of the Cold War, a movement led by business interests and associated intellectuals worked to create a better climate for business and the wealthy in the USA (indeed, the “cold war” provided a context for stressing the importance of capitalism and the business community).


� As Stiglitz (2011:2) points out, “The regulatory structure did not keep up with changes in the financial system…The international banking regulatory structures (such as Basle II) were based on the normative idea of self-regulation…. “  The prevailing deregulatory philosophy influenced those appointed to enforce regulation (Stiglitz, 2011:2). 


�This ideology came to pervade through the financial, corporate, government and intellectual elites. The core of this cognitive framework has been the neo-liberal conception of the self-regulating market, according to which markets are always capable of and effective in producing great wealth and restoring their equilibrium whenever either powerful exogenous factors or statistically unlikely events create imbalances. 





� There is a long history within economics of considering credit creation  and credit expansion and contraction as powerful forces of disturbance. Wicksell (2007) referred to the highly “elastic credit supply” from the financial sector as a source of monetary disturbance  and economic crisis (see also Ingham (2004) on credit-money creation). In the course of presenting the final version of  this article, we found a parallel conceptualization of the credit cycle formulated by Haldane and his associates at the Financial Stability Unit of the Bank of England (Aikman et al, 2010; Alessandri and Haldane, 2009).   


�Our social systems theory, actor-system dialectics (Baumgartner et al, 1986; Burns, 2006; Burns and Flam, 1987; Burns and Hall, 2012; Carson et al, 2009) enables the integration of economics and sociology as well as politics. It is grounded in conceptualizations and analyses of human agents and their interactions as well as the institutional arrangements and cultural formations in which they are embedded. System spheres such as markets, administrative systems, the state, democratic associations are distinguished by their particular powerful actors (as well as those who are dominated or marginal), the institutional arrangements and cultural (rule regimes) applying, the technologies utilized, and their dynamics and development tendencies.


Our approach to social systems theorizing differs substantially from other efforts to develop such theorizing (Burns, 2006; Burns and DeVille, 2007). For instance, in contrast to the approach of Talcott Parsons and his many earlier followers, the theory is neither functionalist, nor static. And  in contrast to Niklas Luhmann’s approach which lacks human agents, our theory has specified agents in institutional positions who exercise power, cooperate and conflict on the basis of their positions and the types of resources they control. They are active, possibly radically creative/destructive forces, shaping and reshaping institutions and cultural formation as well as their material circumstances. 


� A very different and widely recognized model of credit cycles was formulated by Kiyotaki and Moore (1997); it focused principally on exogenous shocks to the economy, while the stress in our socio-economic systems model is on the endogenous credit-creation mechanism.  


� Inconsistency in the definitions of or beliefs about the situation will result in disagreements, incoherence and will manifest itself in Phases 2 and 4 as ambivalence, inconsistent decisions, reversals, etc.  


� Under some conditions, Phase 2 may be characterized more or less by limited or constrained expansion, that is, the phase may entail a variety of constraints along with the facilitations of credit creation and allocation facilitators. This may occur because of heavy central bank or the banking system’s constraints on credit availability (e.g., stringent requirements relating to bank liquidity and capitalization, as are presumably being instituted presently).  Or high taxes on financial trading and/or financial gains also operate as constraints. Social strife, international developments may also contribute to risk aversion, constraining expansive initiatives. In other words, an expansion may be limited or constrained to varying degrees by a variety of factors.





� In the late 1970s (see later), Wall Street took initiatives to create private forms of the RMBSs and by 1984 there were well-established, legal markets for these securities, expanding from 11 billion in 1984 to 200 billion in 1994 to 3 trillion in 2007!. They collapsed in 2008 and were replaced by government backed securities with much tighter underwriting and higher standards). 


� Dudlev (2010:3) defines a bubble as “price increases that becomes alienated from fundamentals…” Dudlev points out a number of “bubble” cases in the USA: the run-up in the value of the dollar in the mid-1980s, the stock market crash in 1987; the Long-term Capital Management debacle in 1998; the technology stock market boom (“dot.com bubble” of the late 1990s and crash of early 2000; the credit and housing price bubble and crash of 1997+. 


The technology stock market boom in the 1990s was based on strong demand for technology stocks based on widespread belief that major asset or capital gains would be realized, and consequently there was an expansive rush to invest in IT stocks. Nevertheless, there was a great deal of uncertainty. Still, belief and expectations about extraordinary gains became self-fulfilling; asset prices increased making for a positive feedback loop reinforcing the beliefs underpinning the high market valuations above “real values”. Some like Cisco went far in their successful development but there were many losers – and market actors experienced substantial uncertainty about who would be the winners and who would be the losers. During the phase of expansion and high optimism, many investors/speculators were trying to jump on an obvious “band-wagon” – credit costs were relatively low, expected gains potentially very large. Risk was ostensibly low as the situation was defined by the opinions and actions of multiple market agents. Of course, at the end of each such period of excessive expansion, a major collapse in prices and destruction of assets in the sector as well as far beyond the particular sector occurs.





�Uncertainty grows during Phase 3 processes (as it declines during a phase 1 process). Moreover, under potential bubble conditions, as Dudlev (2010:5) points out:”Uncertainty means that policymakers can never be sure about the existence, size, or persistence of an incipient asset bubble. As a result, this task of dealing proactively with bubbles will  be very difficult…..Credit bubbles that burst threaten the stability of the financial system much more directly than equity bubbles. That is because much of the debt is held by banks and securities dealers that are highly leveraged. As a result, when the bubble deflates it takes the financial system with it. In contrast, because most equities are held on an unleveraged basis by investors, such as pension and mutual funds, a sharp decline in equity prices will not typically threaten the entire financial system.” 


� Tipping point (Granovetter, 1978) refers to a threshold (which may be highly fuzzy) where a shift takes place between one context to another (for instance, from Phase 2 to Phase 4 or Phase 4 to Phase 5) and entails the activation and function of rather different socio-economic mechanisms.


� According to Minsky (1977), it is the proportion of marginal agents in the whole population (“size”) that determines the level of tipping point,  that is, the proportion of “financially frail” or vulnerable debtors, businesses, and banks determine the level of the tipping point, other things being equal. Moreover, accoding to Minsky, bubbles are less likely to grow large when there is a great deal of vulnerability in the system, which inclines most agents to be risk-averse and/or un-credit worthy. 


� Dudlev (2010:4) reports, “In the housing boom, the end came about for several reasons. One limiting factor was that the rise in home prices outstripped income growth. Thus, for the boom to persist, underwriting standards had to be continually relaxed; only in this way could a new cohort of first-time buyers qualify for big enough mortgages to be able to ‘afford’ to buy their homes. 


� Rapid contraction under conditions of no coordination of exit combined with contagion results in panic behavior, collective action problems as in the fire-in-the-theatre problem (Buckley et al, 1974).


� RMBS is a type of security based on residential debts such as mortgages, home-equity loans, and subprime mortgages. 


� AIG (American International Group, Inc.) was a major global supplier of credit default swaps (CDS) insurance for debt.


� It is important to stress in any analysis of the policy failures and ineffective regulation of the financial system in 2007+ that previous crises in the 1980s and 1990s were successfully managed basically through central bank monetary policy. Previous crises such as the IT asset-price bubble of early 2000s – or the crises taking place at the semi-periphery of the world capitalist system (1997-1998) -- were more or less successfully managed through further credit expansion (that is, avoiding a repetition of the key error of the 1930s crisis). These successful interventions undoubtedly contributed to the myth that that the financial system was solid and resilient – a belief dashed in the aftermath of the 2007+ breakdown.


� A basic argument of this article is that the scale and momentum of the 2007+ global crisis erupted not only because of national states’ de-regulation or ineffective regulation, for instance, the laissez faire attitude toward leverage ratios but also and because of predictive errors, policy failures and mismanagement on the part of government authorities. System vulnerability is multi-dimensional, robust.  


� In the case of the real estate asset-price bubble and sub-prime crisis, even the monetary policy of very low or even zero interest rates did not work, because of the sudden reversion from low risk to high risk perception among bankers, managers, savers and consumers alike -- from generalized confidence to widespread lack of trust. The sudden reversal of trust and the generalized financial panic were made worse by the collective ignorance about the complex financial innovations and the doubts  about the robustness of the financial system itself. The general tendency under such conditions was to save oneself at the expenses of others when matters seemed out of control and likely to become worse (a classic “collective action problem”).


� The transition to phase 2 or to 4 can be interpreted and analyzed in terms of changes in the expected rates of profit  – and the factors that influence those expectations (Wicksell, 2007).





� An implication of our model is that in the context of a contraction, where agents are doubtful or pessimistic, austerity measures (for instance, to balance the government budget) are wrong-headed because they increase uncertainty about the system and uncertainty about the capabilities and reliability of economic agents.


� States in Europe and North� XE "North" � America have assumed a substantial degree of responsibility for rescue and stabilization policy, which helped to reduce the burdens and losses of many (see earlier discussion). 


� Contrary to both the theorists of the market as a spontaneous order, on the one side, and the theorists of the inevitable collapse of market capitalism, on the other, crises are endogenous to capitalist development, but do not destroy it. The 2007+ crisis is not the end of globalized capitalism, but marks the advent of a new phase, after the previous phases following World War II. 


� Australia, Canada, Denmark, Germany, Spain, France, Great Britain, Italy, Netherlands, Norway, Sweden, and the USA.


� Banks and other financial organizations are institutionalized systems of power and freedoms in utilizing those powers. In particular, credit creation is a powerful societal mechanism for societal development as well as for those who are part and parcel of it and for those on the outside who want to gain from it. But it is a double-edged sword. Its agents also have potentialities and tendencies to abuse and to cause havoc leading to destabilization and crashes which result in destruction of wealth and significant damage to fundamental economic functioning (“the fundamentals,” the real economy).


� As suggested earlier, highly complex products of financial innovation made many traditional regulatory mechanisms obsolete – or irrelevant since some of the key innovations were designed to circumvent laws and regulations. Also, a number of innovations enabled cascades of leveraging. The past 30-40 years have witnessed  an extraordinary array of financial innovations and developments: hedge funds, CDOs (collateral debt obligations), tiered CDOs, credit defaults swaps, a number of innovations which increased leveraging, for instance, far beyond 1 to 10, in some cases 1 to more than 50. Many of these innovations and their impacts were not regulated by existing laws and regulatory tools – the innovations or their consequences could not have been anticipated in preparations of laws and policy regimes. Innovative banks and financial institutions have been able to develop credit and financial instruments that in many instances operate outside of, or in the shadows of, normal regulation.


� The expansion prior to the 2007+ collapse was characterized by the creation of instruments for spreading and “managing” risk. Many financial innovations during the expansionary phase were poorly understood (either by the innovators as well as the regulators).  Examples of such innovations were the repackaged and “securitized” subprime mortgages which resulted in significantly overpriced/inflated priced housing through CDOs – which were saleable because they were securitized through CDO – and were supposed to spread risk. Instead, their widespread use in the mortgage market contributed to a more or less typical financial and real estate bubble connected to de-regulated financial markets.


� The global economy needs think-tanks to consider new designs, new forms of governance, new discourses, and accounting systems for the financial system. The work needs to be guided by the normative idea that money and credit are public goods, not private commodities. Moreover, it is essential to keep in mind that money is a complex social construction. It has multiple functions (Burns and DeVille, 2003). It serves as a standard and store of value, a medium of exchange, and as a basis of investment and initiative of projects. It is difficult to effectively regulate – as a single “thing” or “commodity”. Given the complex, contradictory uses of money, it is not enough to simply regulate interest rates. One needs a vector of measures which facilitates broad regulation by the central bank.


� This stresses the role of civil society agents (communities, NGOs) in credit-investment mechanisms but also in monitoring and assessing performances of investment centres.


� For instance, the state would have to monitor and regulate levels of credit creation and credit/equity levels. (Caprio and D’Aspice (2010) provide analysis showing that banks having high credit/deposit ratios had a higher likelihood to be in crisis in 2008).
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