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The global financial crisis has revived both Austrian and post-Keynesian economic
theories and reinvigorated the debate between these schools over the nature of the
business cycle, the impact of external shocks, and the sources of uncertainty that
destabilize markets. The Industrial Age social movement known as distributism
also has experienced a popular resurgence because of its warnings about the com-
bination of political and economic power and the moral consequences of economic
indirection. This article contends that these three diverse perspectives are critically
important in their own unique ways to the preservation of economic freedom in an
era of immense complexity, massive bailouts, and calls for heightened regulation
of a multifaceted and dynamic financial sector.

An interesting outcome of recent financial troubles has been the revival of an
age-old question over the causes of economic instability. The global crisis has
resurrected debate between two non-mainstream economic schools, the Austrian
and post-Keynesian, over the nature of the business cycle, the impact of external
shocks, and the sources of uncertainty that destabilize markets. Among the post-
Keynesians, Hyman Minsky, in particular, has enjoyed a posthumous surge in
popularity with the resurrection of his financial instability hypothesis (FIH).!
Minsky contended that crises such as the one from which we are attempting
to extricate ourselves are endemic and result from normative changes in debt
tolerance that are initiated during periods of prosperity. Participants in financial
markets advance through progressively sophisticated stages of financing that
draw them ever farther out on a limb in the firm’s quest for profitability and the
individual’s desire to maintain his standard of living.? Instability is inherent,
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as Minsky saw it, because investors are pressured to adapt their behavior and
expectations to increasingly complex financial instruments that heighten risk, and
consumers are encouraged to take on ever higher levels of debt to keep pace. All
participants are compelled to embrace financial innovation or endure an ignoble
end through obsolescence.

Supporters of Austrian economics often respond that, absent government
intervention, economies grounded in a system of law and property rights contain
the corrective mechanisms necessary to weed out incompetence, inefficiency, and
even unethical behavior, thereby stabilizing markets in a pattern of sustainable
growth. Austrian economics differs from the neoclassical tradition primarily in
its rejection of the neutrality of money and in the emphasis in Austrian business-
cycle theory on disruptions caused by government interference, particularly
in credit markets, which misallocate resources by generating asset prices that
fail to reflect individual valuations.’ The major financial problem, as those
sympathetic to Austrian economics see it, is that system shocks have become
institutionalized by way of the manipulative policies of central banks. Monetary
authorities, burdened with fallible reason and imperfect information, act in ways
0 as to prevent attainment of natural levels for interest rates and the money
supply. These interventions impact employment, asset prices, and other critical
macroeconomic variables, and they prevent private banks from observing natural
signals and making the adjustments that they would undertake in the absence of
central authorities. Banking firms thus orient their activities in response to actions
(and anticipated actions) of central banks rather than the natural movement of
markets. Many analysts argue that the Federal Reserve System kept interest rates
artificially low for a prolonged period in a way that underpriced asset risk and
inspired an artificial boom that has now gone bust.

Comprehending the technical jargon—derivatives, credit default swaps, refer-
ence entities—associated with the present crisis has been a significant part of the
problem. We are fast exiting the period when laymen could describe the workings
of financial markets and even the assets in which they are invested with clarity.
If we desire mass participation in the financial sector (indeed, today we require
it as government entitlements, traditional retirement plans, and other institutions
disappear), then we must be able to explain investment as much for the moral as
for the material stability of the system. Continuation of massive bailouts adds
to the perception of an intrusive government whose policies only exacerbate
injustices that have already occurred. Economic downturns are inevitable in
capitalist economies, but the seemingly arbitrary determinations of who wins
and who loses in the present flux have shaken confidence in the system.
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Along with the revitalization of Austrian and post-Keynesian economic philoso-
phy, the somewhat obscure Industrial Age social movement known as distributism
has enjoyed popular resurgence because of its warnings about the combination of
political and economic power and the moral consequences of economic indirec-
tion. Distributism was promoted by an eclectic collection of intellectuals, artists,
clerics, and social thinkers, including G. K. Chesterton, Hilaire Belloc, Arthur
Penty, and Harold Robbins. The distributists advanced the implausible solution
of voluntary wealth distribution in response to the growing divide in income
and the working class’s loss of dignity and living standards during the Industrial
Revolution. Distributism’s contemporary relevance is found in its emphasis on
concentration, an abhorrent word to Chesterton who observed its abuses as much
in the exploitative behavior of the trusts as in the pervasive reach of the state. He
recognized that popular response to the growth of monopolies would be a turn
to government—an even greater evil—as reflected in his statement, “socialism
is but the completion of capitalist concentration.” Chesterton believed that the
socialist threat does not arrive externally through imposition of ideology or
dictatorial control but rather through endogenous, institutional transformation
that concentrates power and blurs the line between public and private interests.

The continuing economic instability and still troubling financial signs suggest
the need to catch our collective breath and reflect on what has happened to the
global economy. The complexity of present problems suggests that disparate
perspectives are necessary to fully understand the threats to economic growth and
human liberty posed by financial disorder. Elements of Austrian, post-Keynesian,
and distributist thought shed light on a dilemma that resists neat encapsulation.
Supporters of Austrian theory keenly assert that central banks inject a variable of
flawed decision-making into a spontaneous market order of immense complex-
ity.> Post-Keynesian analysis contends that complexity in financial instruments
and processes contributes to uncertainty and volatility; advancing sophistication
has an inherently destabilizing influence. Distributism emphasizes the negative
moral effects of economies in which causes and consequences have become
detached. Chesterton, in particular, posits the loss of liberty in such a system,
which attends an evolutionary progression from capitalism to socialism and the
arrival of an oppressive force he labeled “consolidarity”—a blending of the worst
aspects of big government and big business. These three diverse perspectives
on the destabilizing and potentially despotic forces of modern economies are of
critical importance to the preservation of economic freedom in an era of massive
bailouts and calls for heightened regulation of a vastly complex financial sector.
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A Rational Analysis of the Crisis

The market system is critically dependent on a baseline of predictability. Action
must lead to intended consequence with some measure of consistency to ensure
a minimum degree of confidence. Losing one’s shirt is a possible outcome of
participation in a capitalist economy. That outcome, however, is not problem-
atic (indeed the possibility of failure is necessary for the long-term health of
the economy) as long as some credible source can explain with a minimum of
coherence why some are shirtless. The most psychologically damaging aspect
of the present crisis is its reflection of our increasing inability to explain profit
and loss, contribution and value.

Innovation in finance is emerging as a major source of economic volatility.
So, too, is pace—the frenetic acceleration of the American economy that saw one
type of derivative alone, the credit default swap (CDS), grow into a $54.6 trillion
industry in little more than a decade.® Such growth is a tribute to the creative
genius of American capitalism. It is also one means by which investment firms,
insurance companies, and other traditionally conservative American institutions
bypassed standards of leverage and jeopardized the system. One need only observe
an April 2009 Time.com article by Douglas McIntyre entitled “More Quickly
Than It Began, the Banking Crisis Is Over” to get a feel for the dizzying pace
of crisis management in the present age.” Discussions of insolvency’s forcing
the nationalization of the banking system were commonplace only a couple of
years ago; today there is talk of banks’ record revenues and potential to exploit
consumers in their newfound, government-backed positions of market power.*

The aggressive investment stance of many banks is a relatively new phe-
nomenon. Paul Krugman notes that after the Great Depression the United States
implemented “a tightly regulated banking system, which made finance a staid,
even boring business.” He suggests that boredom is good in finance; the sim-
plicity of one’s mortgage being held by the same institution for thirty years may
imply constrained profitability to some, but there is wisdom to this traditionalism
that supports the psychology of the consumer as much as the solvency of the
lender. Krugman observes that even in the 1960s, “finance and insurance together
accounted for less than 4 percent of GDP.”'° That mindset changed beginning
in the 1980s with the emergence of “securitization” where lenders and financial
intermediaries began to bundle and remarket loans in ever more sophisticated
packaging." In particular, the bundling of subprime mortgages into securities—
and the aggressive trading positions of banks, investment firms, and insurance
companies in this market—jeopardized the system by making the assessment of
risk associated with these assets virtually indeterminable. The intent of securitiza-
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tion was to invigorate the financial system and spur greater levels of economic
growth while spreading risk among more players, theoretically adding stability.
Instead of distributing risk and stabilizing financial markets, risk escalated and
became concentrated in companies “too big to fail.”

AIG became the corporate poster child of too-big-to-fail, but after more than
$180 billion in government bailout funds, many who are sympathetic with dis-
tributist economic views might argue that it was too big to save. AIG and other
insurers used innovative financial instruments to shift much of their risk exposure
out of regulated insurance contracts and toward unregulated capital markets.
Catastrophe bonds, for example, offer high rates of return in exchange for buyers’
willingness to accept the risk that catastrophic events—hurricanes, tornadoes,
floods—may occur and drop the maturity value of those bonds significantly.'

Similarly, the credit default swap (CDS) is an insurance-like contract designed
to transfer credit risk between parties by enabling one party to pay a sum that
serves effectively as a premium while the other agrees to pay if a specific “credit
event” occurs, such as a corporation’s defaulting on its outstanding debt. The
CDS transactions were created to lessen the exposure of bondholders to economic
changes that threaten the financial health of the firms whose bonds they hold.
According to the chief executive officer of Creditex, Sinil Hirani, they serve “a
very useful function of allowing financial markets to efficiently transfer credit
risk.””® The problem has been the emergence of the “naked CDS” that enables
speculators—investors who take out insurance on bonds even though they do
not actually own those bonds—to bet on whether firms will repay their debt.!* In
a remarkably short period of time the generation of naked CDSs overwhelmed
the market. This form of insurance recently has branched out to cover the debt
obligations of public institutions such as municipal and state governments. '
Lack of regulation in the CDS market led to incredible ease of engaging in such
transactions and the impossibility of knowing overall exposure of financial and
insurance firms to particular credit events such as defaults and bankruptcies.

Michael Greenberger, a University of Maryland law professor and formerly
a director at the Commodity Futures Trading Commission, describes the CDS
this way: “It’s sort of like I think you’re a bad driver and you’re going to crash
your car. So I go to an insurance company and get collision insurance on your car
because I think it’ll crash and I’ll collect on it.””'® Traders profited significantly
by betting on failure. While attempts to minimize investment risk are natural and
long-established responses to market conditions, what has changed in the past
few decades is the potential profitability of betting on others’ misfortune, the
leverage possible to play this game, and the eagerness of traditionally conserva-
tive financial institutions to join in.
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The uneven application of technology also played an interesting role in the
specific case of CDS transactions. The terms of seven-plus-figure CDS contracts
were often established via email and text message, and there was little back-end
automation that would enable observers to assess the overall level of risk.!”
Lack of regulation over CDS reporting requirements and the inconsistency and
unreliability of pricing and other information that was spread across multiform
databases enabled systemic risk to develop under the radar at an alarming rate.'®

Many parties have been guilty of excess in the present crisis. Consumers
were willing to take on historically outlandish levels of debt, and lenders were
willing to provide it. Underlying it all is an ethic of competition that convinces
financial analysts, investment bankers, hedge fund managers, and even consum-
ers that their survival is at stake in these decisions. Reflection on contemporary
financial problems in historical perspective has scholars rethinking the purpose
of financial regulation and methods of its implementation. Columbia’s Charles W.
Calomiris questions whether even the expansion of government insurance to bank
depositors was a good idea. Calomiris notes that the theory of irrational bank
runs as a major source of instability in past economic crises was popularized in
A Monetary History of the United States (1963) by Milton Friedman and Anna
Schwartz, but he suggests that we may need to rethink our overall approach to
public insurance for the financial sector."” Traditional deposit insurance is one
means of eliminating this potential source of instability; however, Calomiris argues
that studies over the past few decades suggest that “deposit insurance removes
depositors’ incentives to monitor and discipline banks, and frees bankers to take
imprudent risks.”? Lack of discipline has been exposed throughout the financial
system and even among the regulatory agencies that oversee it.

Other analysts see the situation differently, insisting that inadequate regula-
tion has been a principal cause of financial troubles. Paul Davidson contends
that repeal of the Glass-Steagall Act by Congress in 1999 broke down traditional
functional divisions among parties to financial transactions, enabling American
banks to sell the mortgages they created to underwriters who then repackaged
them for sale to investors.?! Repeal of this legislation created a situation in which
mortgage-originating banks had no real need to ensure the creditworthiness of their
customers because in most cases mortgages were resold on the secondary market,
often within days of origination. As has now become clear, this legislative change
worked in combination with the laxity of bond rating agencies, the unrealistic
expectations of investors and consumers, and the rising inability of investors to
accurately value securitized assets, thus enabling the churn of mortgage-backed
securities throughout the system and obscuring levels of systemic risk.?
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Regardless of the exact causes of the crisis, it appears that the level of growth
we recently enjoyed has been a mirage produced by excessive leverage throughout
the system. Watching competition in financial markets spin off into the stratosphere
with the development of increasingly complex financial assets and methods, we
may recognize some good in the staid practices of traditional finance as Krugman
has noted. After all, is this a sprint or a marathon? Moreover, the government
intervention that ostensibly has been necessary has significant shortcomings in
its attempts to right the ship, being hamstrung by institutional confusion, the
lack of market orientation, the pressures of “constituency,” and the commonly
observed inclination to inefficiency. It seems that no one desires a government
solution but many have called for it. Yet, the magnitude and intricacy of present
problems suggest that there will be no silver bullet emerging from either the
public or the private sector. A variety of perspectives are needed to help navigate
the institutional complexity of the present system, identify underlying incentives
for the behavior that contributed to the crisis, and open the window to our social
imagination in finding solutions.

Distinguishing among “Moral” Alternatives:
Austrian, Post-Keynesian, and Distributist Views

While there are significant differences among Austrian, post-Keynesian, and
distributist traditions, there is also nuance within these streams of thought that
make them far from monolithic and actually enable elements of convergence
among them. Minsky’s followers, for example, hardly represent the full spec-
trum of post-Keynesian economics. Bill Gerrard has defined it as a “diverse and
continuing research effort, characterized at times more by its fragmentation and
internal division than by any unity of purpose.”” Minsky’s financial instability
hypothesis is emphasized here for its relevance to contemporary problems. Post-
Keynesianism as a whole is distinguished by its emphasis on the non-neutrality
of money; “sticky” wages and prices; ubiquity of uncertainty and asymmetric
information; and, in the case of Minsky and his followers, endogenous financial
instability that results from natural cycles of economic expansion and contraction.

Austrian thought is more uniform than that of the post-Keynesian School,
but it, too, demonstrates variation on different levels. Joseph Salerno, Murray
Rothbard, and Jeffrey Herberner created a stir in the 1990s by publishing articles
in the Review of Austrian Economics that suggested Mises and Hayek differed
in their respective views on such a fundamental issue as the role of the pricing
mechanism in the “problem of socialism.”** Another contributor to Austrian
economics, Wilhelm Rdpke, is known for giving the tradition a distinctly humane
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face in his explorations of the religious and ethical underpinnings of economic
life. Ropke was notable for his consideration of the “extra-economic” (particularly
religious) foundations of the market order, and for his distributist-like emphasis
on small units of production and their contribution to human happiness.? Yet, he
retained the central Austrian position that artificial adjustments to interest rates
by central authorities inhibit natural adjustment processes and lead to negative
outcomes.?® Austrian economic philosophy is characterized by the subjective
theory of value; advocacy of a “minimal state”; praxeological interpretations of
economic behavior;” ordinal marginal utility; non-neutrality of money (com-
mon with the post-Keynesians); and, most importantly, the greater efficiency of
resource allocation and preservation of human liberty facilitated by free market
economies vis-a-vis other forms of economic organization.

Distributism, by contrast, offers no theoretical alternative to schools of eco-
nomic thought; rather, it provides a unique paradigm on present problems that
assumes an evolutionary character to capitalist economies that inevitably works
toward the concentration of power and the illusion of individual choice. The
distributists’ eclectic composition insists that this social movement was far from
uniform. Despite Chesterton’s being a principal spokesman, G. K. s Weekly being
described as the “official organ of distributism,”*® and the fact that Chesterton
took umbrage at too-casual associations of his movement with socialism, some
distributists were more favorably disposed to collectivist alternatives than were
others. By the 1930s, Eric Gill, a major figure in the movement, was said to be
increasingly inclined toward communism, having come to see fascism as the
terminal point of big business and believing the communist system to be the
only realistic alternative to it.”” Another formative thinker, Arthur Penty, was for
a period captivated by the culturally transformative potential of guild socialism.
Thus, beyond the thought of Chesterton and Belloc as core theorists, distributist
ideas are far from doctrinaire.*

Despite differences among contributors, and even ideological changes over time
in individual views on the social problem, certain principles define distributism
and set it apart: (1) expansive distribution of economic resources, (2) emphasis
on the negative consequences of economic concentration, (3) inherent worth of
the individual and the sanctity of the family, and (4) preference for small institu-
tions and subsidiarity in social relationships.

Distributism, just as Austrian and post-Keynesian economic theories, offers
aunique perspective on contemporary problems that increasingly seem to evade
conventional solutions. At the least, these three distinctive perspectives may
bring awareness to the fact that present troubles are rooted in conditions present
from the beginning of capitalism: asymmetric information, moral hazard, and
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motivations for economic action that go beyond the thoroughly rational behav-
ioral models of neoclassical economics. These models are and will forever be
limited by the vast complexity of the human person and the institutions that go
well beyond what can be captured by mere calculus.

There have been significant attempts to harmonize different economic phi-
losophies. The neoclassical synthesis attempted to reconcile Keynesian macro-
economic insights with the neoclassical microeconomic perspective to better
reflect the way the economic world functions. The belief that “countercyclical
fiscal policy” is necessary during significant recessionary periods was advanced
by Paul Samuelson and others who championed the synthesis. At the same time,
advocates of the synthesis accepted the utility and profit maximization theories
of the neoclassical school as well as the view that markets tend to function as
neoclassical describes economics over the long term.*! Some observe a prefer-
ence for fiscal vis-a-vis monetary policy for those advocating the synthesis. The
International Monetary Funds (IMF) chief economist and MIT economics pro-
fessor Oliver Blanchard states that while synthesis supporters believe monetary
policy can be employed to smooth fluctuations in reality it is subordinate to fiscal
initiatives: “one feels that fiscal policy was still the instrument of predilection, that
policy was thought of as fiscal policy in the lead with accommodating monetary
policy in tow.”*? This preference means that, in periods of crisis, governments
will intervene in the attempt to stabilize their economies. That is the dominant
economic paradigm that exists today and, for many who support Austrian eco-
nomic theory, one of the major problems in the system.

The Austrian, post-Keynesian, and distributist traditions differ from the ratio-
nal, utility-maximizing principles of neoclassical economic theory in the sense
that their economic assumptions are, to a considerable extent, moral assertions.*
For the Austrian theorists, derision of central bank monetary policy as inherently
destabilizing is also an indictment on the kind of hubris that convinces those in
power that they can determine appropriate levels of interest rates; it is one piece
of coercive authority that seeks to direct the social order and the path to prog-
ress. The “fatal conceit” of those constructivists who seek to extend government
control into citizens’ private lives is that the state can implement a planned order
at the expense of natural and spontaneous development in a free society where
individuals have true moral choice. That exertion of control begins with govern-
ment attempts to adjust economic growth to desired rather than natural levels, but
such manipulations inevitably have not only material but moral consequences as
seen when market participants over-leverage their positions in periods of loose
money. Conversely, for the post-Keynesians any decision to absolve government
of responsibility in helping chart the path to the common good is morally
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deleterious from a social perspective. Government has a significant role to play
because some determinations in social and economic development go beyond the
capabilities of markets; moreover, the state must help relieve citizens from the
burden of economic survival in periods when volatile markets threaten economic
stability—it is a moral as much as a material obligation.

Distributists see moral hazards on both sides. Like the Austrians, they acknowl-
edge that state power (and its extreme realization in socialism) threatens the
freedom of individuals to chart their social, material, and ethical development.
Distributists, however, see the path to socialism’s emergence through the con-
solidation of big business and big government that is inevitable in capitalist
economies and through the increasingly indistinct delineations between public
and private sectors that result from this consolidation. Big institutions of all kinds
are the villains in the distributist worldview. Yet, despite their mutual view of
government as something of a necessary evil, Belloc and Chesterton perceived
the need for some authority to break up concentrations in economic power that
impede social and moral development.

Post-Keynesian Analysis of the Crisis

Post-Keynesian economics is disciplinarily diverse, being influenced by the
thoughts of Alfred Marshall, Joan Robinson, and Thorstein Veblen among others,
including most notably John Maynard Keynes himself.3* The Veblenian influence
contributes to the notion that social institutions, broadly conceived, are highly
significant in economic outcomes. The state, households, business firms, trade
unions, banking system, religious organizations, and other institutions participate
in a vastly complex and rather open-ended economic environment within a general
condition of “bounded rationality” where the “economic system is not a ‘self-
balancing’ but ‘cumulatively unfolding’ process.”** Post-Keynesianism has been
characterized by its view of capitalism as evolutionary and its inductive approach
to economic research, relying on observation to mold “realistic abstractions”
rather than beginning with the “imaginary models” of neoclassical economics.*

Minsky has emerged as a post-Keynesian authority on financial crisis and is
distinguished at present for having cautioned against deregulation of the financial
sector and the expansion of debt throughout the American economy. He studied
under Harvard economist Joseph Schumpeter and was preoccupied with the
application of Schumpeter’s theory of “creative destruction” to finance. “Nowhere
is evolution, change and Schumpeterian entrepreneurship more evident than in
banking and finance,” Minsky stated, “and nowhere is the drive for profits more
clearly the factor making for change.””” Traditional financial methods necessarily
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become obsolete as innovative means of money-making yield greater returns.
Following on Keynes’ observation of a “veil of money between the real asset
and the wealth owner” as a “specifically marked characteristic of the modern
economy,”*® Minsky contended that changes in the money supply along with
profit expectations and institutional complexity are among factors that complicate
asset valuation and contribute to instability.

Luis Carlos Bresser-Pereira believes that the crisis resulted from the triumph
of neoliberal ideology—a combination of neoclassical and Austrian economic
principles in which progressively empirical and positivist economic approaches
replaced the development economics of Gunnar Myrdal, Albert Hirschman, and
others.** Neoliberalism spawned overconfidence in the corrective capabilities of
markets that was shattered with the realization that some of the world’s major
financial firms had overextended and perhaps even misrepresented their financial
positions in pursuit of profit. Financial deregulation in the United States fully
reinforced irresponsible conduct and, to some extent, detached the financial
sector from the real consequences of its actions. To Bresser-Pereira, the recent
moves of policymakers who originally had been “taken in by the neoclassical
illusion”—radical increases in liquidity, the rescue and recapitalization of major
banks, expansionary fiscal policies, and renewed efforts to regulate the financial
system—have all been appropriate.*® Austrian critics of Keynesianism would
point out that monetary and fiscal policies have unintended consequences of
their own that inevitably require correction in what becomes endless application
of exogenous shocks by public authorities.

Economists such as John T. Harvey of Texas Christian University see the need
for such policies as inevitable because financial crises result not from “outside
interference” but rather from forces that are “integral parts of capitalism.”™
The optimism that overwhelms the system in good economic times and leads to
unrealistic economic forecasts is systemic, a part of the market system that comes
about naturally as productivity and profitability increases lead to ever greater
expectations. Unrealistic expectations lead to speculative behavior, eventually
creating panic as debtors recognize their insolvency and default on obligations,
and investors are forced to sell overvalued assets at substantial loss.** The sys-
tem works its way toward a “Minsky crisis” where agents, who have taken on
increasing levels of debt during economic upswings, discover that credit is no
longer available and become unable to meet their obligations as income falls
because of natural adjustments in the investment-capital cycle.®

Post-Keynesians see financial deregulation as enabling not only risky invest-
ment practices and exotic assets but also the kind of vertical integration in
corporate structures that consolidate power and enable market manipulation.

47



Charles McDaniel

Such consolidations prompt government action during crises because the mas-
sive institutions that result are thought to have the potential to bring down the
entire system. Fear of big-business combinations has led some post-Keynesians
to advocate additional government regulation of the financial sector as well as
politically “dependent central banks and development banks.”* These recommen-
dations, however, overlook the disruptions caused by government intervention and
ignore the fact that regulatory systems combining political and economic power
are the most threatening of all to economic freedom and human liberty generally.

Austrian Economics and the Crisis

Unfortunately, we do not have the benefit of Friedrich Hayek’s or Ludwig von
Mises’ analysis of present financial conditions. Contemporary proponents of
Austrian economics, however, have weighed in on the crisis and have identified
institutional impediments to the market’s natural adjustment processes that they
see as contributory. Frank Shostak offered a defense of the Austrian position
against that of Minsky and the post-Keynesians, insisting that in the case of the
American economy, the Federal Reserve Bank has undermined the system by
fostering a “reckless expansion of credit” followed by an equally significant
contraction.® Indeed, Shostak demonstrates that wild swings in monetary policy
between 2000 and 2004 when the federal funds rate was lowered by more than
5 percent and, again, from 2004 to 2007 when the federal funds rate rose from 1
percent to 5.25 percent, contributed to a volatile period in finance that left banks,
consumers, and investors scrambling for cover.*

Austrian theorists point to the business cycle as enabling sustainable growth
through processes of natural adjustment and the need for government to mini-
mize interventions in deference to those processes. Jerry Tempelman observes
the negative consequences of public interference:

When credit creation by monetary authorities exceeds a society’s structural
saving rate, financial intermediaries end up lending money at interest rates
that are below the rate where supply and demand clear in the market for loan-
able funds. As a result, the information embedded in market prices (including
interest rates) is distorted, affecting entrepreneurial decisions and causing a
misallocation of capital across the economy.*’

David L. Prychitko sees the emphasis on back-end credit problems in the
present financial cycle as causing policy-makers to overlook the importance of
volatility in the money supply that preceded these troubles. His analysis builds
on Ludwig von Mises’ “dynamic theory of the boom-and-bust cycle” outlined
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in The Theory of Money and Credit (1912).*® Prychitko neatly summarizes the
Austrian theory of how monetary authorities distort markets and create instabil-
ity: “The central bank’s injection of credit on a massive scale initially lowers the
costs of (financial) capital among profit-seeking firms, and provides false signals
and illusory safety margins that might encourage significantly more speculative
and Ponzi financing.”* To point out the deceptive nature of central bank credit,
Mises coined the term commodity credit to describe the genuine cash flows into
the banking system, resulting from changes in the savings and consumption
preferences of households that lead to the “natural rate of interest”—a point on
which Mises agreed with Swedish economist Knut Wicksell.* These injections
of faux credit (that are not based on private savings) lead to artificial expansions
and the contractions that inevitably follow, precluding market participants from
acting on natural changes in the business cycle.

David Howden sees distortions brought about by central bank policies leading
to what has been termed the financialization of the economy—displacement of
real economic activity by purely financial activity as profit-seeking organizations
respond to central bank policy “at the expense of consumer want preferences.”!
Howden insists that boom-and-bust cycles result from a knowledge problem as
entrepreneurs, lacking knowledge of real conditions because of central bank
interventions, are attracted to the financial sector for its enhanced, though arti-
ficially inspired, profitability.

Howden sees this distortion emanating from central bank actions as contrib-
uting to the “informational cascades” described by Bikhchandani and others as
pricing information drifts farther away from first-order users who have access
to detailed knowledge of conditions affecting the price of commodities. The
entire system adjusts as “individuals no longer concern themselves with the
particular reasons for price changes. Instead, they accept the price system as an
approximate summary of these underlying reasons and economize on resources
accordingly.”®* Contemporarily, informational cascades have contributed to a
real-estate bubble where consumers, relying on easy credit, lost sight of “real”
home values and depended on innovative forms of finance—refinancing, vari-
able rate financing, balloon mortgages—that depended on increasing real-estate
values to enable consumers to cover their debt obligations. Lenders were willing
to provide credit with knowledge of these conditions. A question that divides
Austrian and post-Keynesian theorists is to what extent central banks contribute
to such cascades that precipitate crises.

Economic theorists and policymakers who adhere to the Austrian School were
prescient in predicting the long-term consequences of monetary policy that was
too lax in extending credit throughout the system for too long. William White,
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who headed the Monetary and Economic Department of the Bank for International
Settlements from 1995 to 2008, warned of “the cumulative build-up over time
of significant deviations from historical norms—whether in terms of debt lev-
els, savings ratios, asset prices or other indicators of ‘imbalances.’”> As chief
economist of Goldman Sachs in 2002, William C. Dudley, who today heads the
Federal Reserve Bank of New York, stated that federal monetary policy should
have been tightened in the period from 1996-1999 to make the contraction of
2001 less intense.* Presumably, this would have prevented the spiraling inten-
sity of central bank actions over the past two decades. Mark Thornton, writing
for Mises Daily in 2004, criticized Fed Chairman Alan Greenspan’s “new age
economic panacea’ that was primarily fueled by “equity extraction” enabled by
low interest rates.” For Thornton, what Greenspan offered was not a panacea
that provided greater “flexibility” as the chairman suggested, but rather “the
shackles to an economic nightmare.”¢

Austrian economic philosophy has been exceedingly helpful in explaining the
disruptions caused by monetary authorities and their impact on economic growth.
However, Austrian theorists, at times, have been too insistent on the Fed’s role
as the nearly exclusive villain in the present crisis. Federal policy has indeed
contributed to instability and encouraged irresponsible lending and borrowing
practices; however, such policies were matched by the unrealistic expectations
of lenders for continued high rates of return as well as consumers’ seemingly
insatiable demand for credit. If the Federal Reserve’s “accommodative” policy
was the sole cause of the crisis, then we should locate a more appropriate, directly
implicating term with which to describe it. Austrian theorists undoubtedly are right
that Fed policy distorted natural price and risk mechanisms that set the crisis in
motion, but it also encountered an American public that was more than willing
to take the credit system beyond the natural limits that the Federal Reserve had
helped to obscure.

A Distributist Perspective on the Crisis

In making the case for distributism, Chesterton suggested that capitalism fosters
economic institutions that combine with government in some form and inevita-
bly lead to socialism. If there is any truth to Chesterton’s theory, then attempts
to address the financial crisis—the provision of TARP (Troubled Assets Relief
Program) funds, government purchase of private securities, and heightened regu-
lation of financial firms—should strike fear in the hearts not only of economic
conservatives but all who are committed to liberty. Chesterton at least provided
us with an inventive language and unique perspective that might help open the
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window of our social imagination with respect to present problems. Moreover,
his understanding that the solution is essentially Christian should interest those
who see the more robust engagement of religious traditions in economic life as
part of the answer.

The principles of distributism suggest that the form of the present crisis
was cast in rising complexity and concentration, the narrowing concept of the
good, and the increasing specialization of modernity that has partitioned ethics.
Chesterton recognized that increasing profitability had become the singular goal
of economic existence in nineteenth-century Britain to the detriment of the arts,
education, and religion. He also understood that complex linkages of ever-more
specialized functions contribute to dependency and an increasing fragility of
social structures even as they strain the ethics of individual participants.

Four key observations taken from Chesterton’s essays on the flaws of Industrial
Age society resonate with contemporary problems: (1) confusion over causes
and consequences, (2) preference for bigness over smallness, (3) increasing
separation of ownership from property, and (4) economic indirection. These
phenomena associated with the social consequences of industrialization may
help explain some of the perplexing aspects of the financial crisis—the disjunc-
tion of performance and reward, the rising power of government, and the loss
of economic freedom—that sound more like descriptions of socialism than
capitalism. Chesterton would suggest that there is logic in the resemblance. He
constantly warned of “big commercial combinations” that are as imperial as
they are impersonal, and he was convinced that big business inevitably leads
to big government. From the distributist view, critics of the Obama administra-
tion’s policies are right to see the increase in government authority as a threat to
liberty, but they should also recognize that the mergers and consolidations that
concentrated power during the boom times of the past three decades likely have
contributed to the problems.

Chesterton realized that the socialists’ solution was even more nefarious than
that of the capitalists for its greater concentration of not only economic but also
political power. In his 1935 debate with Bertrand Russell, Chesterton pointed
out the socialist “fallacy that there is an absolutely unlimited number of inspired
officials and an absolutely unlimited amount of money to pay them.”s” He called
socialism “an extreme enthusiasm for authority,” and he viewed socialist senti-
ments as arising from a similar desire for power as that expressed by the capital-
ists but from a widespread base; hence, socialism is the greater evil. In his essay
“The Crime of the Communist” in The Scandal of Father Brown, Chesterton has
the Professor of Chemistry describe socialism in a way with which he obviously
agreed: “A scientific government, with a really ethical responsibility to posterity,
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would be always looking for the line of promise and progress; not leveling and
flattening it all back into the mud again. Socialism is sentimentalism; and more
dangerous than a pestilence, for in that at least the fittest would survive.”?

Chesterton’s last sentence is telling in light of the present crisis. He recog-
nized that even pestilence allows the survival of those most fit, while socialism
artificially supports those incapable of subsisting on their own. The idea that the
American government would prop up firms and individuals who, most would
concede, have done harm to the nation’s economy would have been unthinkable
only a few years ago. The most chilling aspect of recent changes in domestic policy
is recognition that we are becoming desensitized to aberrations in contribution
and reward. Today, the stakes are said to be so high that value contributed and
even the ethics of participants are increasingly irrelevant to determinations of
winners and losers. Government has begun to make such assessments in a way
that Chesterton undoubtedly would see as the type of socialism that results from
capitalist concentration.

Chesterton noted the willingness of industrialists and common men alike to
immerse themselves in the scale and, at times, incomprehensibility of the system to
justify one’s actions. At that point, moral accountability is lost. Impersonalization
and pervasive short-term thinking of big institutions have been critical factors
in the present crisis. Individuals, convinced of their insignificance in the grand
scheme of the things, feel little responsibility for the overall integrity of the
system. Mortgage lenders, recognizing the churn of their industry as mortgages
are passed through the secondary market, lost the incentive to ensure the cred-
itworthiness of their customers.

State socialism and big business combine to forge large institutions in similar
ways. Chesterton coined the term consolidarity to describe the commonalities,
blending what he saw as the monopolistic consolidation of business with the
diversity-destroying solidarity of the state. Whatever it is called, he says,

It will be a world of organization, or syndication, of standardization. People
will be able to get hats, houses, holidays, and patent medicines of a recognized
and universal pattern; they will be fed, clothed, educated, and examined by a
wide and elaborate system; but if you were to ask them at any given moment
whether the agency which housed or hated them was still merely mercantile
or had become municipal, they probably would not know, and they possibly
would not care.”

Ireland’s experience in the crisis perhaps most closely conforms to Chesterton’s
notion of consolidarity. Rapid expansion of the Irish economy from roughly
2000 until 2007 was fueled by debt that spread across public and private sectors.
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Government policy encouraged irresponsible investment practices. Heavy indebt-
edness to major European banks, in turn, put pressure on the European Central
Bank (ECB) and, in combination with problems in Greece and other member states
of the European Union (EU), has threatened the continent’s financial position.
The aid package that Ireland negotiated with the International Monetary Fund
(IMF) in 2010 amounts to 85 billion euros, which is around 54 percent of that
year’s gross domestic product.®® The strain to recapitalize banks will impact the
Irish economy for years to come. The IMF estimates that government debt could
reach 123 percent of GDP by 2014, with more than 30 percent of that targeted
toward recapitalization.®’ Robert Samuelson states that Ireland’s conversion to
the euro resulted in a loss of control over its credit policies and led to a mirage
of economic expansion fueled by construction projects funded by credit.®

Ireland’s boom and bust lends credibility not only to distributist but also to
post-Keynesian and Austrian perspectives on the global financial crisis. Loose
credit policies of the ECB in its dominant role with the Irish banking system
created a mirage of economic expansion that fueled massive, highly leveraged
construction projects in a way that was fundamentally unsustainable, just as
Austrian School economists would predict. Post-Keynesians would note that it
also created immense complexity among government agencies, lenders, inter-
mediaries, and debtors that contributed to irresponsible behavior and helped
lower traditional standards for financing, resulting in what Wolf describes as
“self-fulfilling euphoria and then panic.”* Much of the recent panic, even beyond
Ireland, has been caused by artificial infusions of capital that overextended
economic resources. These manipulations, often in some consolidaristic form
of public-private cooperation, not only strain resources but, as Chesterton likely
would observe, also confuse market participants as to the causes and consequences
of economic action.

Lack of understanding of causes and consequences in urban life was a growing
concern for Chesterton in his rapidly industrializing England. He observed that
modernity creates dependencies and contributes to a lack of resiliency. “What
is wrong with the man in the modern town is that he does not know the causes
of things,” Chesterton stated, “and that is why... he can be too much dominated
by despots and demagogues.” Modern man “is the type of cultivated Cockney
who said he liked milk out of a clean shop and not a dirty cow.”* He insisted
that the disconnect between causes and consequences grows with the rising
sophistication of “town civilization.”

Lack of direction and direct relationships in economic life is what the dis-
tributists fought against. “Directness” is “the essential idea of distributism”
and a critical component in preservation of a comprehensible, moral system.
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“It concerns direct ownership, direct expression, direct creation and control.”®
Some indirection in modern society is inevitable, but the resignation of human-
ity to indirectness in economic life is unacceptable. “The evil is not so much
that people do adopt indirect methods, which up to a point is rational enough,”
Chesterton said, “but that they deny that there is any disadvantage to indirect
methods, and are therefore ready everywhere to substitute them for direct ones.”®
In our time, the waning comprehensibility of investment is a problem, but worse
is the normalization of practices in which investors increasingly are detached
from—or even ignorant of—what they own.

Exercise of reason without a clear connection to tradition and the public good
was a key element of “insanity” for Chesterton; it is “reason used without root,
reason in the void.”® Insanity of the type Chesterton described has perhaps reached
a temporary zenith with the derivative contract, but there is potential that other
assets of greater complexity and similar collective volatility may be developed
in the future, or perhaps lurk today within the system. What interest do parties to
naked CDS contracts have in the events that ultimately trigger their settlement,
other than the obvious transfer of money? That seemingly pointless question
today would be of paramount importance to the distributists. They recognized
that the drift from personal ownership and active involvement with what one
owns strains social bonds and creates opportunities for injustice. In their time,
absentee landlords with increasingly distant relationships to their tenants yielded
the slums of English industrial towns. In our time, it allows detached investors
to gamble on outcomes (often negative) in which they have no particular stake
other than profit or loss.

The complexity of financial problems that continue to plague us reveals a
moral flaw that is shared by politicians, factory workers, retail merchants, and
Wall Street bankers alike. It is an economic ethos that values consumption beyond
one’s means and breaks with normative modes of competition by pressing the
boundaries of ethics in the interest of achieving greater personal gain. Perhaps
the previous statement drifts to moralizing. Does the moral question in this crisis
not also have significant material consequences? So long as we continue to view
overextension of credit and living beyond one’s means solely as a consequence
of failed reason and not of ethics, this problem will continue. We will recover
and prosper again (perhaps with alarming speed), but the stakes will increase
for the next crisis. Reerecting the economic train on the same tracks by simply
pumping liquidity into the system and not addressing the root problems—now
that is failed and flawed reason, even insanity.

One might protest that we are a mass society that requires massive institu-
tions, and to a disconcerting degree that is true. For Chesterton that reality meant
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Christianity is essential to prevent the exploitation of human beings by machine-
like systems of political economy. He noted that when property is distributed and
the psychology of small property becomes pervasive, then you have “something
more like a land fit for Christians to live in. You can make them understand, as
you cannot make plutocrats or proletarians understand, why the machine must
not exist save as the servant of man, why the things we produce ourselves are
precious like our own children, and why we can pay too dearly for the possession
of luxury by the loss of liberty.”®®

Is there a better way to describe fears concerning the solutions proposed for
our present crisis, that the desire for possession of luxury may now threaten us
with loss of liberty? Government plans for economic recovery are likely to further
concentrate economic power and combine it with political power in ways that
are inequitable and unpredictable.

What Chesterton would see in the present crisis is the need for distribution
and a return to the psychology of small business, small property—an approach
that for him was fundamentally Christian. Christianity established limits, for
Chesterton, to the size and impersonalization of economic institutions that help
to prevent society from crossing the boundaries of common sense. Christian faith
insists that we must hold property dear and treat each other as ends not means.
He was convinced that he had located #he Christian mode of economic life in
distributism, but he was unable to articulate a method for its implementation in
a way that would provide a realistic alternative to capitalism and socialism. Still,
his criticisms of the two dominant economic philosophies of his day are highly
meaningful with respect to contemporary problems.

Conclusion

If there is a silver lining to the dark cloud that is the global financial crisis, it has
been the reinvigoration of a conversation on the kind of sustainable growth that
ensures not only material prosperity but also moral flourishing. The remarkable
economic advances of the past several decades have tempted us to complacency
that we have mastered the economic cycle and achieved a system that is morally
self-sustaining. However, recent financial turmoil and recognition that ethical
transgressions have contributed to it shock us back to reality. Realization that our
financial system often lacks coherence and discipline and the fear that government
intervention will contribute to bigness, arbitrarily determine winners and losers,
and threaten economic liberty suggest the need to return to the economic debates
of history.
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Austrian economic thought illuminates the present crisis by demonstrating
the unnatural quality of government action in a system of economic liberty. The
minimal role of public institutions should be the goal of capitalist economies that
desire efficient resource allocation, sustainable growth, and the moral develop-
ment of participants. Government is necessary for social order, but its actions
tend to disrupt harmonies of the economic cycle through the decision-making of
politicized bodies that function with imperfect information and flawed reason.
Auburn economics professor Roger Garrison provides an Austrian recipe for
what now must be done to restore financial health and place the economy on
the road to recovery:

For the Austrians the liquidation of malinvestments is essential to the economy’s
recovery. Resources need to be reallocated. Hence, any government-spending
program that serves to rekindle the housing boom or even to keep resources
from leaving the housing industry is counterproductive. It locks in the misal-
located resources. Similarly, restoring macroeconomic health requires the
liquidation of many other early stage or long-term investments whose expected
profitability depended on artificially low borrowing costs.®

Post-Keynesians insist that rising complexity can destabilize economies by
veiling information necessary for rational decision-making and by normalizing
practices that encourage participants to take on unsound levels of risk. Minsky
predicted in 1980 that in future financial crises, “big government will not be as
quick nor as able (because of inter-national financial relations) to pour money
into the economy, as in 1974-1975.”"° Government has perhaps defied Minsky
on the former point by acting with relative speed; with regard to the latter, it has
proceeded despite the fact that some would say it is unable to do so in a fiscally
responsible way. The problem in addition to the debt load is that bailout arrange-
ments between big government and large financial firms are inevitably political
and contribute to a kind of consolidarity in which individuals and smaller firms
are often at a significant disadvantage vis-a-vis bigger institutions. Government
involvement in the private sector also may lead to arrangements in which distinc-
tions between public and private institutions become obscured.

Chesterton offered hope through his assessment that “the monopolist momen-
tum is not irresistible”; the need is to return to social sanity of the kind that can
“balance property and control machinery.””' Christianity, with its emphasis on
humility, community, and equitable distribution is indispensable to the construc-
tion of a morally and materially sustainable system. We have much wisdom in the
economic insights of our faith traditions to help us not only survive this financial
turbulence but perhaps emerge from it with a greater sense of wholeness and,
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in the process, achieve a firmer foundation for economic growth. But there has
been lack of discussion concerning religious and moral traditions in the present
crisis. Now that the rationality of finance has worked itself into a corner, our
solution is to employ more reasoned approaches in extricating ourselves that
raise the stakes of success or failure ever higher. Regulation, not ethics, is our
present answer. However it was “reason in the void” or, as Chesterton would
put it, insanity, that led to this crisis. Sane solutions will address the problems
by working to eliminate the void rather than attempting to improve the rational
choices within it.

Whatever will be the solution to the present crisis almost certainly will involve
a variety of viewpoints because of the complexity and seeming intransigence of
present problems and the fact that no one economic school appears to have the
answer. The difficulty in establishing a new economic perspective from which to
address financial troubles is observed in Thomas Kuhn’s work in the philosophy
of science and his observation that paradigms, in economics and other sciences,
are highly resistant to change.” The groping for solutions by policy-makers and
scholars to the present crisis has exposed the absence of a definitive, alternative
paradigm capable of deposing the neoclassical synthesis. The synthesis remains
dominant, for better or worse, “which means that policy-makers will continue to
experiment with ad hoc solutions” and “policy-making will remain predictable
even if its effectiveness is limited.””?

The work to begin changing the economic mindset must begin somewhere.
The real benefit of revisiting past debates among Austrian, post-Keynesian, and
distributist thinkers is in exploring their unique perspectives on financial problems
that, collectively, convince us of what we already know: There will be no pana-
cea for present problems. Any valid solution will strike a balance in attempts to
restore “truly” free markets, moral virtue among participants, and minimal though
effective government oversight. The Austrians are right that unwise government
interventions have ripple effects on markets that can last for decades, just as the
post-Keynesians are correct that rising sophistication in finance contributes to
the potential for economic volatility and the problems associated with it. If the
distributists contributed anything, it was recognition that moral decline is often
associated with rising sophistication; for with complexity comes indirection, the
detachment of owner and property, and confusion over causes and consequences.
A wise society understands this inconvenient truth and attempts to account for
the fact that virtue is often lost in bigness. If we fail to address the loss of virtue
that often accompanies the rise of large and complex institutions, then we will
bequeath a moral burden on the next generation as large as the monetary one.
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