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1. Introduction 

The financial and economic crisis that arose in 2008 originated in the US and 

immediately spread to much of the global economy. Examining the specific features of the 

economic system from which the crisis emerged is a key step in developing an understanding of 

the factors that produced this crisis. It may also shed light on the causal factors of financial crises 

in general. This chapter presents an analysis of the institutional features of both the global and 

the US political economy in the decades preceding the crisis. 

As the dominant power among capitalist countries over the entire postwar period, the US 

has played a unique role in the global system, symbolized by the US dollar's status as the world's 

dominant reserve and trading currency. When global capitalism underwent a major restructuring 

starting in the late 1970s, the US, along with the UK, played a leading role in promoting that 

process. To understand the roots of the current crisis, it is essential to examine the new 

institutions that emerged in the late 1970s/early 1980s both in the US and the global economy. 

While a capitalist economic system is defined by certain invariant features, the specific 

institutional form of capitalism periodically has changed significantly.1 Not every historically 

existing institutional form of capitalism has produced serious financial crises, as will be noted 

below. Identifying the roots of a severe financial and economic crisis requires attention to the 

specific institutional form of capitalism that prevailed in the period preceding the outbreak of the 

crisis. The institutional form of capitalism in the decades leading up the current crisis is often 

called  neoliberalism, a term that will be explained in section 3 below. 

Section 2 presents a brief overview of the postwar system of regulated capitalism, which 

prevailed for some 25 years after World War II. Section 3 introduces neoliberal capitalism, 

which replaced regulated capitalism by the early 1980s. Section 4 examines the features of 

neoliberal capitalism that existed at the global level. Section 5 considers the country level 

features of neoliberal capitalism for the country from which the crisis emerged, the USA. Section 

6 explains how neoliberal capitalism, despite promoting a series of long economic expansions 

over several decades, produced unsustainable long-run trends that set the stage for the severe 

financial and economic crisis that broke out in 2008. It also draws some lessons about  the 

conditions that lead to financial crises in general. 

2. Overview of the Postwar System of Regulated Capitalism 

The capitalism that emerged from the Great Depression of the 1930s and World War II 

was significantly changed from its pre-Depression form. In the developed capitalist countries the 
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state both grew larger relative to the economy and took on a more active, interventionist role. 

This assumed somewhat different forms in different countries, reflecting the particular history of 

each region and country. In Western Europe it took the form of social democracy, in Japan a 

corporatist form, while in the USA a kind of military Keynesianism developed.  

However, they all shared certain common features. The sharp capital-labor struggles of 

the prewar period were replaced by a more peaceful, rule-based collective bargaining relation. 

Governments established more or less comprehensive social welfare programs. Governments 

sought to tame the business cycle through active use of fiscal and monetary policies. In addition, 

governments actively intervened in the private sector in a variety of ways through regulation, 

taxation, and subsidies, including significant state control over the financial sector. In many 

countries state-owned enterprises played an important role in some industries, although not in the 

US. Large corporations in key industries established a system of price leadership that stabilized 

both prices and profits. The term "regulated capitalism" seems an apt one for that period. 

New capitalist institutions also arose at the global level. The most important of these was 

the Bretton Woods system that originated in a conference held in Bretton Woods, New 

Hampshire, in 1944. This system involved fixed exchange rates among the major trading 

currencies, with the US dollar, backed by gold at a fixed rate, serving as the major trading and 

reserve currency. The IMF was established to manage the new system, which allowed nation 

states the right to exercise significant control over cross-border capital movements and, to a 

limited extent under certain circumstances, over trade in goods and services. 

The dominant economic ideas in the postwar decades also differed sharply from the pre-

Depression orthodoxy. The old ideas had assigned to government few economic responsibilities 

other than the protection of private property, enforcement of contracts, maintenance of public 

order, issuance of money backed by precious metals, and the protection of economic interests 

abroad. Unregulated market forces were supposed to take care of the rest. Trade unions were 

viewed as would-be monopolists in the sale of labor-power. 

In the postwar period a new Keynesian-regulationist orthodoxy arose. While this included 

the strictly Keynesian idea that a market economy could not avoid serious depressions unless the 

state stood ready to compensate for fluctuations in private investment, it went beyond that view. 

Market failures were also seen at the micro level. The new orthodoxy endorsed state regulation 

of certain sectors of the economy, collective bargaining to overcome employers' advantage in 

wage-setting, regulation of product and job safety, environmental protection measures, and 
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progressive income taxes. In the US Paul Samuelson's famous textbook Economics (1948) 

embodied the new Keynesian-regulationist economic paradigm.2 

By the 1960s regulated capitalism appeared to be a big success. While the business cycle 

had not been eliminated, no major depression had occurred. In the US the degree of income 

inequality actually declined somewhat from 1948-73, with the income share of the bottom 20% 

of families rising from 4.9% to 5.5% while the share of the richest 5% declined from 17.1% to 

15.5% (U.S. Census Bureau 2010). The developed capitalist countries as a whole showed the 

fastest economic growth in 1948-73 of any long period for which data are available (Maddison 

1995). This period came to be called the "Golden Age of capitalism" (Marglin and Schor 1990). 

The free market theorists' warnings of economic disaster should government interfere in the 

market seemed misplaced, and the old free market theory appeared to be permanently consigned 

to the proverbial dustbin of outmoded ideas. 

During this so-called Golden Age, the banks were closely regulated by the state in most 

developed capitalist countries, including the US.  There was relatively little financial speculation 

in those decades. Banks and other financial institutions mainly engaged in the traditional 

activities of lending funds to industry, making long-term fixed-rate commercial and home 

mortgage loans and holding them to maturity, floating new stock and bond issues, and selling 

conventional insurance. There were no big bank failures in the US in this period and no 

significant financial panic or crisis in the developed capitalist countries. 

However, at the very moment of the seeming triumph of regulated capitalism, problems 

of growing severity were welling up under the surface. After the mid 1960s capital-labor conflict 

sharpened, straining the compromise between the two sides. The average profit rate began a long 

decline in the major capitalist countries (Kotz and McDonough 2010: 110 figure 4.1). By the 

early 1970s inflation was accelerating. Starting in 1967 severe stresses emerged in the previously 

successful Bretton Woods monetary system, and by 1971 it was collapsing.  

The business cycle peak year of 1973 marked the end of the Golden Age. There followed 

a period that many analysts regard as the crisis phase of the postwar system of regulated 

capitalism (Bowles, Gordon, and Weisskopf  1990). A relatively severe recession hit the U.S. 

economy in 1974-75, followed by years of accelerating inflation and instability in the 

international monetary system. A general sense emerged that things were spinning out of control, 

while efforts to re-establish economic stability using the Keynesian tools did not succeed. In 

response to this crisis of postwar regulated capitalism, the institutional form of capitalism, along 
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with the dominant economic ideas, changed with surprising rapidity.  

3. The Rise of Neoliberal Capitalism 

By the early 1980s a new form of capitalism had replaced regulated capitalism. In the 

1990s the term neoliberalism arose to describe this new form of capitalism. Neoliberalism refers 

to the new institutions, policies, and ideas that came to predominate first in the US and UK, from 

which they spread to many other countries as well as defining a new global level form of 

capitalism. Neoliberalism is traditionally associated with the trilogy liberalization, privatization, 

and stabilization. Liberalization refers to freeing of markets and firms from state regulation. 

Privatization refers not only to selling off state-owned enterprises but also contracting out public 

services to private enterprises. Stabilization refers to cuts in government social programs, tight 

monetary policy, and efforts to achieve budget balance, justified by the aim of stabilizing the 

price level.3 As will be explained below, neoliberal capitalism has involved a broader set of 

institutional changes than is suggested by the above three terms. 

What came to be called neoliberal capitalism began to emerge in the second half of the 

1970s in the US and the UK. While many identify this shift in the US with President Ronald 

Reagan, it actually began before he took office in January 1981. A program of deregulation of 

regulated industries was launched during the Administration of President Jimmy Carter, starting 

with the Airline Deregulation Act of 1978. President Carter also introduced efforts to deregulate 

trucking and oil prices, and he pushed the anti-trust suit against ATT which led to the breakup of 

that regulated monopoly. The Carter Administration also called for cutbacks in social programs 

and tax cuts for business. President Carter appointed Paul Volcker to the Federal Reserve 

Chairmanship in 1979, who promptly initiated a policy of very tight monetary policy that 

eventually drove the unemployment rate up to double digits, undermining the bargaining power 

of organized labor. In the UK, the 1979 election of Margaret Thatcher launched a similar 

direction of economic change. In 1981 the Reagan Administration deepened the commitment to a 

new direction in economic policy, adding a direct assault on the trade unions signaled by the 

breaking of an air traffic controllers' strike in that year. 

During 1979-81 a new set of economic and political ideas rapidly gained influence in the 

public policy arena, which justified and promoted the developing institutional shifts. At the time, 

these ideas had a variety of names: free market theory, Monetarism, supply side economics, and 

conservative economics. Among academic economists these ideas had been percolating even 

earlier, with the rise of rational expectations theory (Lucas and Rapping 1969) and a renewed 
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interest in the writings of Frederick Hayek. 

The initial shifts away from regulated capitalism -- in the realms of government policy 

and economic ideas -- can be understood as a groping for some solution to the seemingly 

intractable problems that had emerged in the 1970s. There were sharp political and ideological 

battles in that decade over whether the system of regulated capitalism needed more than modest 

revisions, and if it did, what kind of changes would resolve the problems. However, in the US 

and UK the outcome of this complex battle was a rapid plunge toward the renunciation of 

regulated capitalism and an effort to dismantle it. The revived free-market economic ideas 

provided the rationale for a program of liberalization, privatization, and so-called stabilization. 

The term neoliberalism eventually arose to describe this program and set of ideas, based on the 

meaning of "liberalism" denoting limited government intervention in markets and the recognition 

that the old pre-Depression free market ideas had returned in new forms (hence the "neo" 

prefix).4  

The reasons why neoliberal capitalism arose at this time are complex and cannot be 

considered here (see Kotz 2002, Wolfson and Kotz 2010). It may be that more than one possible 

response to the 1970s crisis of regulated capitalism could have succeeded, based on some 

definition of "success." In any event, it was neoliberal capitalism that actually supplanted 

regulated capitalism, and it will be argued below that the neoliberal transformation of capitalism 

did resolve the problems that had undermined regulated capitalism. Neoliberalism ushered in a 

period of long economic expansions and high profits, while simultaneously planting the seeds of 

the financial and economic crisis that broke out in 2008. 

The neoliberal version of capitalism has a peculiarity, in that, unlike in the preceding 

period of regulated capitalism, the new dominant institutions did not equally take root in every 

part of the capitalist world. US and UK capitalism were relatively thoroughly restructured based 

on neoliberal precepts, as was the case in many parts of Latin America and Africa. The transition 

countries in Europe and central Asia incorporated the neoliberal model even more thoroughly in 

their newly developed capitalist systems. On the other hand, the West European countries 

adopted only some neoliberal institutions while retaining many features of regulated capitalism. 

Japanese capitalism changed little in the neoliberal direction. Several Asian countries, including 

China, developed new types of state directed economies in this period. The neoliberal model was 

perhaps most fully incorporated at the global level of cross-country trade and capital movements, 

where the role of the IMF and World Bank changed and new neoliberal global institutions were 
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constructed.5 

In light of the above considerations, neoliberalism can be best understood by separately 

analyzing its global dimension and its features in the dominant capitalist power, the USA. These 

are explored in the following two sections. 

4. Global Level Features of Neoliberal Capitalism 

The new system that replaced Bretton Woods permitted relatively free movement of 

goods, services, and capital (both real and financial) across national boundaries.  This new 

system of international trade and investment was embodied in a series of treaties and agreements 

which have been enforced by various institutions including the IMF, the World Trade 

Organization, and various regional organizations (Kotz and McDonough 2010). Fixed exchange 

rates gave way to the managed float of the major trading currencies. 

The elimination of these barriers encouraged significant cross-border integration of the 

production process. Many goods came to be produced, not in a single country, but as the product 

of many countries' value added, as components and parts moved around the world for assembly 

of the final product.  In some sectors a truly global production system emerged. At the same 

time, the financial system became increasingly integrated globally. This was never fully 

achieved, as some countries, including China and India, held back from joining a single global 

financial market. Nevertheless, a major part of the world's financial system became very 

interdependent and intermeshed. This globalization of the real and financial aspects of capitalism 

was promoted by technological changes in transportation, communication, and data processing, 

but it could not have developed without the change in the global institutions that regulate cross-

border economic transactions (see the papers on financial imbalances and financialization in this 

volume). 

As national markets gave way to much larger global markets, the nature of competition 

among large corporations changed. The major corporations in each industry invaded one 

another's markets, causing the old system of price leadership among a few long-time and familiar 

rivals to break down. In place of co-respective competition among rivals, there arose a tendency 

toward unrestrained competition. Price cutting and price wars, which had largely disappeared in 

much of  the economy in the regulated capitalist era, returned with a vengeance. Big corporations 

in the leading capitalist countries, which had previously made positive profits in good years and 

bad, now faced a much more threatening competitive environment, which included not just the 

possibility of one year's negative profit but the previously unthinkable danger of being driven 
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into bankruptcy. 

One more feature of neoliberal capitalism is best understood as a global level feature: the 

newly dominant neoliberal ideas. Although the rebirth of the old liberal ideas originated mainly 

in the US and UK, these ideas rapidly spread around the world. They even became dominant 

among intellectuals and academics in countries whose governments did not fully adopt neoliberal 

policies, such as China and India. Neoliberal ideas are described in Kotz and McDonough (2010, 

94) as follows: "Neoliberal ideology is marked by a glorification of individual choice, market 

relations, and private property; a view of the state as inherently an enemy of individual freedom 

and economic efficiency; and an extreme individualist conception of society." Neoliberal 

economists asserted that an unregulated market system is optimal, and that government efforts to 

correct any problems that may arise from the private sector will only worsen the final result. It 

would be difficult to underestimate the importance of the role played by neoliberal ideas in 

promoting and justifying the policies and institutional changes that took place in this period, both 

at the global and nation-state level. 

 5. Neoliberal Capitalism in the USA 

The neoliberal restructuring of the US economy can be best understood under three 

headings: the capital-labor relation, the state-economy relation, and internal relations within 

capital. All three were transformed. Each will be considered in turn. 

This author has argued elsewhere that the central feature of neoliberalism is the change it 

brings about in the relation between capital and labor (Wolfson and Kotz 2010). Regulated 

capitalism had at its core a compromise between capital and labor, in the sense that the two sides 

informally agreed to bargain over wages, working conditions, and other related matters. In the 

US, this compromise enabled labor to share in the increases in output that flowed from 

productivity growth. From 1948-73 the real wages of non-supervisory workers rose at the 

average rate of 2.2% per year, nearly as fast as the 2.4% per year growth rate in output per 

worker over that period (Economic Report of the President 1988: 298, 300). This indicates an 

almost equal sharing between capital and labor of the benefits of productivity growth. In that 

period, a significant proportion of the working class found stable jobs at a living wage. Over that 

same period, the share of total income going to the bottom 20 per cent of families rose slightly, 

from 4.9% to 5.5%, while the share going to the top 5% declined from 17.1% to 15.5% (U.S. 

Census Bureau 2010). 

These conditions changed sharply as a result of neoliberal restructuring. Big business, 
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most of which had accepted collective bargaining since the late 1940s, turned against trade 

unions. With support from the state, the newly hostile employer stance succeeded in rapidly 

undermining labor's bargaining power. From 1979 to 2007 the real hourly wage of non-

supervisory workers actually declined slightly, by 1.0%, although output per worker continued to 

rise in that period, by 72.7%, or 2.0% per year, indicating that none of the benefit of rising 

productivity went to the workers (U.S. Bureau of Labor Statistics 2009).6 Even in the late 1990s, 

when the unemployment rate fell to 4%, real wage growth barely kept up with productivity 

growth, rather than spurting to a rate well above the productivity growth rate as had occurred at 

times of low unemployment rates in the regulated capitalist era (Kotz 2009a: 184, Table 13.4). 

The share of family income received by the top 5% jumped from 15.3% in 1979 to a high 

of 21.5% in 2006, before declining slightly in 2007, while the shares of each of the lower 4 

quintiles declined (U.S. Census Bureau 2010). The income share of the richest hundredth of one 

percent rose from 1% to 1.5% of total income in the 1950s to 5% in 2000 and again in 2005, a 

level not seen previously since the late 1920s (Piketty and Saez 2007; also see the paper on the 

distribution of income and wealth in this volume). 

The character of private sector employment also changed in the neoliberal era. In place of 

long-term stable jobs with prospects for periodic advancement, a growing share of employment 

came to consist of part time and temporary jobs as employers demanded "flexible labor 

markets."7 This trend even affected some professional jobs, as colleges and universities, 

particularly in the public sector, replaced tenured and tenure track professors with part time and 

temporary instructors. This created an underclass of low paid, overworked college teachers, 

many of them with doctorates in their field. 

Employers made use of the reduced barriers to capital movement to batter down workers' 

wages by threatening to shift production to low wage countries. In many cases unionized 

workers accepted large pay cuts, only to have their jobs outsourced a few years later anyway. 

Secondly, the state role in the economy changed. The US government did not actually 

shrink in size relative to GDP, a fact that has misled some analysts into thinking the neoliberal 

call for a "free market" economy was only words. The active attempt to regulate, guide, and 

stabilize the economy of the regulated capitalist era was replaced by a hands-off approach. 

Believing that a capitalist economy performed best if left unregulated, both macro level and 

micro level interventions were renounced. At the macro level, counter-cyclical fiscal policy was 

given up as unnecessary. Since money is ultimately a creation of the state (along with the 
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banking system), the Federal Reserve cannot avoid having some impact on money and credit. 

However, the Fed's role shifted from pursuing some balance of low inflation and low 

unemployment to single-mindedly aiming for price stability. 

Even bigger changes occurred at the micro level. Virtually all of the previously state-

regulated sectors, in transportation, power, and communication, were deregulated, apart from 

local regulation of some local natural monopolies. Most significant was the gradual deregulation 

of the financial sector, a process that began in earnest in the early 1980s and continued through 

the end of the 1990s (see the paper on deregulation in this volume). The federal government also 

backed away from enforcement of environmental and occupational and consumer product safety 

regulations. 

While privatization of state owned enterprises occurred in other developed capitalist 

countries, the US had few government owned enterprises at the start of the neoliberal era. In the 

U.S. privatization took the form of contracting out public services from state agencies to private 

companies, in such areas as welfare programs, military services, and prisons. As the state was 

hollowed out, it lost the capability to effectively oversee such contracting arrangements, creating 

opportunities for contracting companies to gain huge profits at the public's expense. At one point 

the Bush II Administration, despite the comparatively effective US tax collection system, even 

proposed contracting out the collection of federal taxes. This proposal was buried under charges 

of reviving the Medieval practice of tax farming. 

Despite a few setbacks to the neoliberal agenda, there were significant cuts in social 

programs in the  neoliberal era. While state social welfare programs did not shrink to their levels 

in the pre-Depression era, the social wage that had arisen under regulated capitalism was chipped 

away. In the previous era, there had been a steady expansion in collectively provided goods and 

services, such as education, and in such social provisions as public pensions and health care 

programs. All of these had complemented the rising private incomes of working people. In the 

neoliberal era, declining private incomes for the majority were joined with shrinking public 

services. The public schools were increasingly starved of funds. The retirement age for a full 

social security pension was raised. The main welfare system for the poor was discontinued, 

replaced by a temporary aid system in the 1990s during the Clinton Administration. The 

unemployment compensation system covered a shrinking proportion of the unemployed. The 

legal minimum wage fell further and further behind the rising cost of living.  

The tax system grew less progressive. Tax rates under the relatively progressive federal 
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income system were reduced, particularly for high income earners, while the regressive payroll 

taxes were increased. At the same time, taxes on corporate profits and property income were 

reduced. As a result, the total tax burden on the rich declined while that on middle income 

families rose. This enabled the same neoliberal politicians who had promoted these changes to 

demand further cuts in public programs, ostensibly to help the tax-burdened middle class. 

The third area of change was in the internal relations within capital. One change -- the 

replacement of co-respective competition by unrestrained rivalry among large corporations --  

occurred at the global level and was discussed above. This development was quite pronounced in 

the US, as large companies in many industries sought to drive their rivals out of the market.  

A second development was a change in the relation between financial and non-financial 

capital. The relation between financial and non-financial capital has changed several times since 

the rise of big business in the US in the late 19th Century (Kotz 2010). In the period of regulated 

capitalism, financial institutions operated under a system of close regulation by state agencies, 

which included controls over what financial products and services could be offered and even 

allowable interest rates for some types of institutions. This regulatory system made the financial 

sector serve capital accumulation in the real sector. Financial deregulation in the neoliberal era 

turned the banks and other financial institutions loose, freeing them to engage in whatever 

activities were most profitable, with little if any oversight from the state. The result was a 

gradual separation of financial from non-financial capital, as the major financial institutions 

shifted their activities from loan-based financing of non-financial corporations toward purely 

financial and often speculative activities. This transformation was profitable for the financial 

sector, as the share of financial sector profits in total corporate profits more than doubled from 

20.4% in 1979 to 41.1 % in 2003 (U.S. Bureau of Economic Analysis 2010).8 The expansion of 

financial activities and the changes in their character in this period has often been called 

"financialization" (Epstein 2005, Orhangazi 2008; and the papers on financialization in this 

volume).9 

During the neoliberal era changes occurred within large corporations. Under regulated 

capitalism the CEO was traditionally promoted from within, from among high level managers 

who had spent their careers with the company. Attaining the CEO position was normally the last 

step before retirement, and CEOs strongly identified with the interests of their company. In the 

neoliberal era, a market arose for CEOs, which involved hiring them from outside the company. 

As this became the new norm, the relation between a CEO and the company changed. Now the 
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typical CEO would expect to spend only a few years at a company, before arranging a move to a 

bigger one. Instead of the long-run interests of the company, the CEO now had an incentive to 

burnish the company's short-term performance indicators (such as the stock price) to compile the 

most impressive resume. The heightened competition of neoliberal capitalism reinforced the 

tendency to focus on short-term results, since the ever-present threat of near-term bankruptcy 

causes long-term considerations to fade into the background. 

Many analysts, including Marx (1967: chapter 14), have observed that a large capitalist 

enterprise resembles a planned economy in its internal relations. A plan is established and each 

employee is expected to contribute to carrying it out effectively. However, under neoliberal 

capitalism, market principles and relations began to penetrate inside enterprises. In some sectors 

company officials' pay was tied to what they could demonstrate in the way of individually 

generated profit. Instead of a cooperative team of high level officials, company officials began to 

resemble a competing group of individuals, each striving to maximize his or her own income, 

without regard for the effects on the long-term performance of the company (see the paper by 

James Crotty in this volume.  

6. Neoliberal Capitalism and Financial Crisis 

Neoliberal capitalism is a coherent system, in which the key institutions are mutually 

consistent and reinforce one another. Neoliberal ideology supports and justifies the whole set of 

institutional changes that constitute neoliberal restructuring. It can be argued that neoliberal 

restructuring was accurately directed at the central feature of regulated capitalism that had led it 

into a crisis in the 1970s, namely the high degree of bargaining power of labor in that form of 

capitalism. Some analysts argue that it was the loss of capital's ability to effectively control labor 

and other popular groups that produced the crisis of the 1970s, with a declining rate of profit, 

spiraling inflation, and international monetary instability (Bowles, Gordon, and Weisskopf 

1990). Neoliberal restructuring took aim at all of the institutions that had bolstered the 

bargaining power of labor and other popular groups. By so doing, it restored effective control to 

capital. The result was the reversal of the declining profit rate, which began a long-term rise in 

the early 1980s in the US and Western Europe (Kotz and McDonough 2010: 110 figure 4.1). 

Neoliberal capitalism produced three long economic expansions, which in the US lasted from 

1982-90, 1991-2000, and 2001-07. The 1990s expansion was the longest of the entire postwar 

period. After the mid 1980s inflation was never a problem. 

By the early 2000s neoliberal capitalism had reached maturity. It had survived 8 years of 
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a Democratic Party Administration in the US and a Labor Government in the UK since 1997. 

Indeed, neoliberalism was extended and deepened under the Democrats and Labor.10 This has a 

parallel in the survival and expansion of regulated capitalism in the US under the Republican 

Administrations of Dwight D. Eisenhower and Richard M. Nixon. History suggests that a 

coherent institutional form of capitalism, once established, has great staying power, as long as it 

delivers high profits and economic expansion (McDonough et al, 2010). 

The term "Great Moderation" arose among mainstream economists in the early 2000s to 

describe the perceived success of neoliberalism at stabilizing capitalism. Unbeknownst to such 

thinkers, the stabilization was far from permanent. The very means by which neoliberal 

capitalism promoted long expansions produced long-run trends that were unsustainable and 

bound to eventually bring a financial and economic crash. 

Since neoliberalism made capital fully dominant over labor, each time the economy 

began a period of expansion the profit rate rose rapidly, encouraging growing investment by 

business. However, with real wages stagnating, in each expansion there was a problem of who 

would buy the growing volume of goods produced by an expanding economy. In regulated 

capitalism, real wages rose at approximately the same rate as output during expansions, so this 

particular problem did not arise. Rising investment is itself a source of demand, and it can sustain 

an expansion for a time, but eventually the result would be production of excess capacity. 

Thus, the very success of neoliberal capitalism at raising profits by suppressing wage 

growth created an incipient problem of overproduction relative to demand during economic 

expansions. A long expansion under such conditions is possible only if some group consumes 

more than its income. The first half of the 1990s expansion was sluggish, but after 1995 growth 

averaged 4.1% per year and lasted another five years. The reason for this was the bubble that 

started in 1995 on the New York Stock Exchange. First investment growth shot up in 1995, and 

then consumer spending growth suddenly accelerated to 4.9% per year in the last 3 years of the 

expansion, as upper-middle and upper income households, believing they were growing rich 

through stock appreciation, went on a spending binge (Kotz, 2003).  The 1990s expansion ended 

abruptly when the stock market bubble burst in 2000.  

The expansion of the 2000s was not nearly as vigorous as that of the 1990s. Nevertheless, 

the US economy was able to expand for 6 years as a huge housing bubble enabled a large 

segment of the population to maintain and even increase spending by borrowing against home 

values. Gross withdrawals by homeowners from home equity reached 9-10% of disposable 
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personal income in 2004-06 (Greenspan and Kennedy 2007).11 

Economic expansion under neoliberal capitalism depended on debt-financed household 

consumer spending. Asset bubbles provided the security against which households were able to 

borrow. To complete the circle, the institutions of neoliberal capitalism promoted the growth of 

large asset bubbles, as well as providing a transformed financial system that was ready to make 

risky loans to the owners of bubble-inflated assets. Asset bubbles tended to arise in neoliberal 

capitalism because, with profits rising rapidly and household wealth concentrating at the very 

top, there tended to be a greater volume of funds seeking investment than the available 

productive investment opportunities. As a result, some of those funds found their way into 

purchasing assets, which starts an asset bubble. However, an asset bubble cannot grow very large 

unless financial institutions are ready to lend to those who speculate in the asset -- and the 

deregulated financial institutions, freed to pursue maximum profits, were eager to make high 

profit but risky loans to support such speculation (see the papers on speculation and derivatives 

in this volume). 

Finally, for an asset bubble to translate into rising consumer spending, financial 

institutions must lend to households that hold the appreciating assets. If households had to sell 

the assets to finance their spending, the bubble would collapse.  In the 2000s the deregulated 

financial institutions were ready to make second mortgage loans even to families with low or no 

income. While such lending may seem irrational, it was widely believed during the housing 

bubble that housing prices would never stop rising. If that were true, loans based on homes 

would be safe regardless of the income of the homeowner (see the paper on bank lending and the 

subprime crisis in this volume). Furthermore, even for financial operators who doubted the 

permanence of rising real estate prices, the penetration of an individualistic market orientation 

inside financial firms encouraged enthusiastic participation in such lending practices, since they 

generated big commissions for those involved which need not be given back if the loans turned 

bad -- the firm would bear loss. 

However, this process caused a secular rise in household debt in the neoliberal era. Prior 

to the early 1980s, the ratio of household debt to disposable income had been relatively stable, 

rising somewhat in expansions and falling in recessions. Starting in the early 1980s, that ratio 

rose rapidly, more than doubling from 59.0% in 1982 to 128.8% in 2007 (Kotz 2009: 314). This 

was an unsustainable trajectory. Once the last great bubble of the neoliberal era burst -- as all 

bubbles eventually do -- a financial crisis was bound to result.  
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The deregulated financial institutions own financing policies in the 2000s worsened the 

eventual crash. As the profits of financial institutions grew rapidly from their speculative 

activities, the urge to increase their rate of profit via increased leverage proved irresistible. While 

household debt relative to income doubled over the neoliberal era, the financial sector itself took 

on debt at an astonishing rate. Between 1980 and 2008, the ratio of financial sector debt to GDP 

rose from 20% to 120% of GDP (U.S. Federal Reserve System 2009). As a result, when the 

housing bubble burst starting in 2007, it soon rendered many highly leveraged financial 

institutions insolvent. 

Historical evidence suggests that a severe financial crisis tends to bring a relatively 

severe and long-lasting economic recession or period of stagnation. To this should be added the 

direct effect of an asset bubble collapse on the real sector. By 2007 about 40% of the $20 trillion 

market value of US housing was bubble-inflated fictitious wealth, according to one estimate 

(Baker 2007: 8). The disappearance of some $8 trillion in housing wealth not only tends to bring 

a financial crisis, it also tends to directly cause a real sector recession, through the wealth effect 

on consumer spending. 

 7. Conclusions 

The preceding analysis suggests several conclusions about financial crises. The neoliberal 

form of capitalism can promote economic expansion for a time, but it gives rise to unsustainable 

long-term trends that eventually set the stage for a severe financial crisis. The tendency of 

neoliberal capitalism to promote large asset bubbles also contains the direct seeds of a severe real 

sector recession due to the effects on the real sector from the eventual bursting of large asset 

bubbles. Also, the history of past severe crises and their aftermath suggests that, once the 

neoliberal form of capitalism gives rise to a severe financial and economic crisis, the resolution 

of that crisis is likely to require major economic restructuring, rather than just some policy 

adjustments within the framework of the existing form of capitalism.  

There are also implications for the regulated form of capitalism. That form of capitalism 

may now appear as an attractive alternative to neoliberal capitalism. Regulated capitalism does 

not give rise to financial crises, and it also provides a wider sharing of the gains of economic 

growth. However, based on the historical experience of postwar regulated capitalism, it appears 

that regulated capitalism, like neoliberal capitalism, has its own internal problems that may 

prevent it from being indefinitely sustainable. 
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Notes 

                                                 
1. In brief, the defining features of capitalism are the wage-labor relation and production for 
profit through exchange. 

2. The new orthodoxy did not entirely shed the old reverence for market forces. The textbooks 
advocated taxes and subsidies over direct regulation wherever feasible to correct market failures, 
viewing taxes and subsidies as devices that worked through market forces rather than 
supplanting them. 

3. The third part of the trilogy, stabilization, is based on the theory that inflation ultimately 
results from an excessive growth in the money supply that in turn is due to government budget 
deficits. 

4. The prefix neo means new or new and different. In most of the world, the term"liberalism" had 
long referred to a policy or ideology of limited government intervention in markets. However, 
the US is an exception -- in the US liberalism has the opposite meaning, causing much confusion 
in response to the term "neoliberalism" in the US. 

5. For an analysis of the varying degree of neoliberal restructuring and its implications, see Kotz 
and McDonough 2010. 

6. The rate of change in such variables as wages and productivity over a long period are best 
measured from one business cycle peak to another. Viewing neoliberal capitalism as established 
by the early 1980s, the year 1979 is the closest peak year (the next is 1990). The year 2007 was 
also a business cycle peak year. 

7. The often heard calls for more flexible labor markets actually means more flexibility for only 
one side of the market -- the employers -- while workers are required to give up hard won job 
rights. 

8. Financial sector profits continued to rise during 2003-06, but nonfinancial sector profits rose 
faster during that period. 

9. Financialization is not the same as the finance capital relation that arose in the late 19th 
century. Finance capital involved a merger of financial and non-financial capital, with the former 
in the dominant position. Financialization entailed the separation of financial from non-financial 
capital. See Kotz 2010. 

10. The so-called Financial Services Modernization Act of 1999, the last major financial 
deregulation bill, which banned regulation of derivatives, was actively promoted by the Clinton 
Administration's Treasury Secretary Lawrence Summers and signed into law by President Bill 
Clinton. 

11. For a detailed analysis of the effects of the housing bubble on consumer spending, see Kotz 
2008, 2009b. 


