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T
ypically, few people turn 
to dead French poets for eco-
nomic analysis, but Stéphane 
Mallarmé proved wiser than 
many a billionaire financial 

trader when he wrote, “A throw of the 
dice will never abolish chance.” Translat-
ed into the prosaic language of the global 
economic crisis, his epigram might read, 
“Even the sale of more than $60 trillion 
in credit default swaps will never abolish 
the risk of crummy loans.”

Until recently, the wizards of Wall 
Street believed they had abolished—or 
at least “managed”—risk so well that they 
could turn the global economy into a 
casino. By playing the roles of both the 
gambler and the house, they were always 
guaranteed to come out the winner. In 
the process, they borrowed deeply and 
redoubled their bets, multiplying the risk 
inherent in a capitalist economy.

It worked for a while. In 2007, the fi-
nancial sector reaped 40 percent of all 
U.S. corporate profits, as debt-driven 
speculation proliferated in a dizzying ar-
ray of financial devices.

But now the financial edifice has 
crashed, spreading failure from subprime 
home loans to other mortgages, and en-
dangering investment banks, commercial 
banks and insurers in the United States 
and Europe—and even whole countries, 
such as Iceland.

The contagion continues to spread to 
hedge funds, emerging markets, pension 
funds, state and local governments, credit 
card issuers, major corporations, and the 
rest of the more than $600 trillion finan-
cial derivatives market. That amount is 
roughly 11 times the value of the world’s 
annual production.

Former Federal Reserve Chairman 
Alan Greenspan now admits the fail-

ure of the ideology that governed the 
financial markets in recent decades. “I 
made a mistake in presuming that the 
self-interests of organizations, specifi-
cally banks and others, were such as that 
they were best capable of protecting their 
own shareholders and their equity in the 
system,” Greenspan told the House Over-
sight and Government Reform Commit-
tee on Oct. 23.

But the crisis has roots in the real econ-
omy, especially with regard to wage stag-
nation and growing income inequality.

When President-elect Barack Obama 
takes office in January, he will have to 
transform the failed model of casino 
capitalism into a more democratic, egali-
tarian and stable system. To do so, he will 
need to strengthen the role of govern-
ment in providing direction for the real 
economy. But he will also need to make 
government the servant of the majority 

of working Americans, rather than an 
ally of corporations, or what University 
of Texas economist James K. Galbraith 
calls “the predator state.”

Beyond tougher regulation and sim-
plifying the financial system, govern-
ment needs to raise incomes and reduce 
inequality—thereby spreading the wealth 
around not only for the sake of fairness, 
but also simply to make the economy 
work better. It also needs to guide the 
economy toward innovative investments 
that create high-wage jobs, especially in 
the fields of energy efficiency and alter-
native technologies.

A brief history of 
financial disaster

Finance has triumphed over industry 
since the beginning of the 20th century, 
according to economic historian Law-
rence Mitchell. But New Deal reforms—
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more financial system regulation, more 
government spending—tempered finan-
cial volatility for a quarter-century after 
World War II.

But University of Missouri economist 
Randall Wray argues in a paper for Bard 
College’s Levy Institute that the success 
spawned two destructive consequences: 
financial players sought new ways to get 
around regulations, and they became ac-
customed to the government preventing 
a new Depression.

Under what the late economist Hyman 
Minsky called “money manager capital-
ism,” new financial products and institu-
tions undermined the role of traditional 
banking. Modern-day investors believed 
that the new economy would always head 
up, either through dot-com stocks, hous-
ing or some other vehicle.

In the early ’70s, the post-war Bretton 
Woods system of global financial man-
agement crumbled. A vast global pool 
of unregulated “Eurodollars”—or profits 
that global investors and companies did 
not repatriate to the United States—erod-
ed the power of governments to regulate 
currencies. This financial globalization 
accelerated broader economic global-
ization—the dismantling of government 
regulation in favor of a free hand for large 
corporations. It also triggered the birth of 
financial derivatives, which are products 
that derive value from some underlying, 
real commodity (like a futures contract 
in Swiss francs). 

Financial globalization also eventually 
opened up a wider market for financial 
securities. Banks were turning pools of 
mortgages into securities, so they could 
profit from originating loans but not have 
to keep loans on their books. 

Mortgage brokers soon joined the 
game. They offered financial incentives to 
sign up high-risk borrowers, who yielded 
bigger fees for originating loans. It be-
came a race to get these loans securitized 
and sold as quickly as possible.

Eventually, banks, hedge funds and in-
surance companies—like the bailed-out 
AIG—would also profit by selling de-
rivatives, such as credit default swaps that 
were used as insurance against the risky 
securitized loans.

Yet these swaps were not real insur-

ance. Issuers did not need to keep capi-
tal reserves, as insurance companies do, 
and many of the banks selling swaps 
also bought swaps, thus undercutting 
the rationale for getting the risk off their 
books.

Even worse, virtually nobody under-
stood what the risks were, or how these 
investments should be valued. Rating 
agencies—such as Moody’s and Standard 
and Poor’s, whose AAA ratings justified 

buying the swaps—gave instructions to 
asset-backed securities issuers about how 
to package their most risky loans and still 
win top ratings. The issuers, in turn, paid 
the agencies handsomely.

What’s more, any product that could 
be used as a hedge to protect against risk 
could also be used to speculate. 

Writes Wray: “A huge part of credit de-
fault swaps were not hedges but huge bets 
that bonds would go bad, that countries 
would go bad. Just pure gambling.”

Banks ended up carrying more risk 
than they had before securitization. The 
whole scam, Wray writes, “sucked away 
what little accumulated wealth low-in-
come homebuyers had managed to put 
toward a down payment.” 

The long slowdown

Over several decades, the financial in-
dustry has been increasingly parasitic. It 
has sucked wealth out of the rest of the 
economy, rather than facilitating invest-
ment in real growth.

The underlying problem, economic 
historian Robert Brenner argued in his 
2002 book, The Boom and the Bubble, is a 
long-term slowdown in U.S. growth rates 
and a squeeze on profitability. That’s es-
pecially true in the manufacturing sector, 
where there is excess global capacity to 
produce goods in many industries. 

As a result of that long slowdown, 
Brenner argues, the world economy in-
creasingly relied on growing U.S. debt 

and financial bubbles. It also prodded 
corporations to hold down wages and 
increase profits—by busting unions, by 
shipping jobs overseas, by shrinking the 
social safety net, and by shifting tax bur-
dens away from corporations and the 
rich.

The result? Since 1976, the after-tax in-
come of the bottom one-fifth of Ameri-
can households has grown only 6.3 per-
cent, while income for the top 1 percent 

has soared 228 percent. Nearly all the in-
come gains in the most recent recovery 
went to the richest households. Over the 
past eight years, corporate profits grew at 
the expense of wages as a share of nation-
al income, and workers’ incomes were flat 
as productivity grew.

From 1969 to 2004, short-term family 
income volatility doubled, recently rising 
to a new peak, according to research for 
the Economic Policy Institute by Yale po-
litical scientist Jacob Hacker. 

The casino economy hit home for 
working families with a vengeance. But 
the rich sought out ever-increasing prof-
its from hedge funds, private equity firms, 
leveraged buy-outs, commodity specula-
tion, and much more. Meanwhile, most 
Americans went deeper in debt to try to 
maintain their standards of living, as jobs 
grew slowly and domestic manufacturing 
investment slowed.

Rutgers University historian James 
Livingston finds all-too-close paral-
lels between now and the beginnings of 
the Great Depression. He says that the 
Great Depression resulted not only from 
mismanagement of a routine business 
downturn, but also from “a massive shift 
of income shares to profits, away from 
wages and thus consumption, at the very 
moment—the 1920s—that expanded pro-
duction of consumer durables became the 
crucial condition of economic growth.”

To avoid a new depression, Obama 
will need to stop any remaining financial 

over several decades, the financial industry 
has been increasingly parasitic. It has sucked 
wealth out of the rest of the economy, rather 
than facilitating investment in real growth.
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panic. Most analysts of varied ideologies 
argue that governments can often halt 
panics by acting quickly and making 
loans—liquidity—readily available. 

Impaired by their ideology, the Fed-
eral Reserve and the Bush administra-
tion acted more slowly than they should 
have. When they finally took more dras-
tic action, they focused mainly on the 
bailout of financial institutions, not the 
economy.

In late September, Treasury Secretary 
Henry Paulson initially proposed an inef-
fective $700 billion plan to buy the banks’ 
worst assets. That was followed by a half-
hearted Oct. 13 decision to invest $250 
billion of the bailout directly in the na-
tion’s banks—making the federal govern-
ment part owner of many of these banks, 
including the largest.

But even as the United States became 
an owner, it—unlike many European 
governments—surrendered all owner-
ship control, leaving the bailed-out com-
panies essentially free to do whatever 
they want with the money. The govern-

ment also overpaid for its share of the 
bailed-out institutions—paying double 
what investor Warren Buffet paid for his 
stake in Goldman Sachs, according to a 
steelworkers’ union analysis.

If the government had followed Presi-
dent Franklin Roosevelt’s example—or 
even the ’90s Swedish model—it would 
have taken over the banks, replaced the 
executives, and made the institutions 
solvent. This way the banks could have 
been ready to do their proper business, 
namely channeling savings to invest-
ment, whether under public, private or 
mixed control.

Many financial reforms are needed. 
First, a new administration must put all 
financial institutions under regulatory 
control and move all assets and liabilities 
on their balance sheets. Columbia Uni-
versity economist and Nobel winner Jo-
seph Stiglitz argues that a financial prod-
ucts’ safety commission should oversee 
all innovations, but regulators should 
simply ban many derivatives. Financial 
stability should become a key goal for 
regulators, along with full employment 
and price stability.

Second, given the mysteries surround-
ing most of the financial world, regula-
tors must ensure investment informa-
tion is clear and comprehensive. To do 
this, Stiglitz argues for reforming many 
perverse incentives, banning exploitative 
practices and curbing risky business with 
“speed limits” on bank expansion. Other 
reformers propose more efforts by the 
Fed to restrain speculative borrowing or 
to require banks to increase capital re-
serves when the economy heats up.

Third, to diminish speculation and fund 
new public investment for development, 
the government—ideally as part of a 
global agreement—should impose a small 
tax—within 0.25 percent—on all financial 
transactions, as Nobel-winning economist 
James Tobin proposed in the ’70s.

In short, to reduce financial risk, the 
government will have to steer capital 
away from risky, exploitative ends and 
toward profitable but socially productive 
ends.

more than market fixes needed

But fixing the casino economy involves 

more than better control over capital 
markets. There’s also a need to rebalance 
the real economy.

Most important is the need to re-
lieve immediate pain: Provide help for 
distressed homeowners to stay in their 
homes—either as renters or as buyers, 
but under less onerous terms—and ex-
pand unemployment insurance to cover 
more workers longer and with more 
support. 

A massive stimulus plan is also needed. 
But to create new jobs, it should down-
play tax breaks and instead invest in 
infrastructure repair and new construc-
tion, support hard-pressed state and lo-
cal governments, provide more money 
for education aid and basic research, and 
lead an energy efficiency campaign, with 
public and private employers retrofitting 
homes and public buildings.

Any stimulus plan should also be a 
prelude to a longer-term strategy to 
solve the failed casino economy’s core 
problem—the inequality and instability 
of most people’s incomes. That requires 
three government actions:

First, rebuild wage-raising labor mar-
ket institutions—including unions.

Second, expand the social safety net, 
most immediately by creating universal 
health insurance.

Finally, tap new sources of long-term 
growth. The most promising project 
would be a massive effort for energy ef-
ficiency, new technologies (such as high-
speed trains) and sustainable, safe alter-
native energy production.

Resolving the crisis requires global co-
ordination, both in stanching the spread 
of the crisis and eventually in creating a 
new Bretton Woods agreement. It should 
focus on human development first, view-
ing trade and foreign investment simply 
as one tool among many for improving 
people’s lives.

Globalization under current rules has 
encouraged the casino economy. The al-
ternative to its corporate-friendly trade 
pacts is not to eliminate trade pacts alto-
gether, but rather to implement fair-trade 
pacts that coordinate growth to raise 
global standards of living.

The casino economy had its chance, 
and it crapped out. n
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A
t the end of a long elec-
toral season marked by 
bipartisan vows to bring 
“change,” America’s massive 
military budget remains a 

hulking and seemingly immutable fact 
of national life. Given the financial cri-
sis and the promise of President Bush’s 
departure from office, many have hoped 
that overheated defense spending might 
give way to the need to addressing do-
mestic problems. 

Yet, countering these hopes, the Penta-
gon has already maneuvered to lock the 
Obama administration into greater mili-
tary spending. On Oct. 9, Congressional 
Quarterly reported that a forthcoming 
spending estimate from defense officials 
would call for $450 billion in additional 
funds over the next five years. The publica-
tion Defense News subsequently confirmed 
with Bradley Berkson, the Pentagon’s di-
rector of program analysis and evaluation, 
that the military would indeed be seeking 
additional funds—although Berkson cited 

the figure of $360 billion over six years.
In either case, these billions would be 

increases on top of already escalating mili-
tary budgets. The Pentagon is currently set 
to receive $515 billion for 2009, and $527 
billion for 2010. Each sum is roughly five 
times what the federal government will 
spend annually on education, housing 
assistance and environmental protection 
combined.

‘Playing chicken’

The last decade brought a momentous 
surge in defense appropriations. Even 
without the additional money called for 
in the October estimate, proposed mili-
tary spending for 2010 almost doubles 
the already astronomical budget from fis-
cal year 2000, which was approximately 
$280 billion. 

This, however, is not the whole story. 
Adding to the Pentagon “base budget,” an 
extra $16 billion goes each year to the De-
partment of Energy to maintain nuclear 
weapons. And Congress funds wars in 

Iraq and Afghanistan with supplemental 
authorizations, which came to $180 bil-
lion in fiscal year 2008.

The country spends as much on the 
military in a single year as it did in the 
recent $700 billion financial bailout. Yet 
the Pentagon is now calling for more.

Normally, the U.S. president submits a 
defense request to Congress early in the 
New Year as part of the regular budget 
process, and prior deliberations with mili-
tary officials are not made available to the 
public. The purpose of leaking the new de-
fense-spending estimate appears to be po-
litical. With Bush leaving office, and amid 
uncertainty about a new administration, 
the Pentagon presumably wants to set the 
bar high for military spending.

“The thinking behind [the document] 
is pretty straightforward,” Dov Zakheim, a 
top budget official at the Pentagon during 
Bush’s first term, told Congressional Quar-
terly. “They are setting a baseline for a new 
administration that then will have to de-
fend cutting it.”

The War Dividend
Will the Pentagon lock the Obama administration 
into ever-escalating military budgets?
by  m a r k  e n G l e r
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a U.s. marine humvee 
cruises through the desert 
near al asad, Iraq.
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