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FINANCIAL SECTOR AND THE 
GOVERNMENT

• Governments regulate the activities of the financial system

• Governments borrow from the financial system: issuance of 
sovereign bonds

• Governments may take more direct role in the system: Intervene 
directly in the functioning of the system, e.g. directing  the 
allocation of credit through development banks, owning or 
controlling a section of a commercial bank
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Should it? 
To what extent?



GOVERNMENT INTERVENTION IN THE 
MARKETS: SOME HISTORY

• Before Keynes: Although markets can fail these 
failures are just anomalous events à Period of free 
capital movements
Optimism about the nature and role of free markets
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ADAM SMITH (1723-1790) 
THE FATHER OF MODERN ECONOMICS
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• Keynes (1936): imperfections are 
inherent in markets and there is no 
natural tendency towards the production 
of optimal outcomesàTo ensure the 
desirable outcomes of high levels of 
growth and employment, governments 
should necessarily intervene in the 
economy. 

• (Without the Great Depression Keynes 
views would not have the impact that they 
did! ) 8
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THE GREAT DEPRESSION
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The Great Depression (1929-39) was the deepest and longest-lasting 
economic downturn in the history of the Western industrialized world. 
The depression originated in the U.S., after the fall in stock prices that 

began around September 4, 1929, which sent Wall Street into a panic and 
wiped out millions of investors. It then became worldwide news with the 

stock market crash of October 29, 1929 (known as Black Tuesday).
The Great Depression had devastating effects in countries rich and poor. 

Personal income, tax revenue, profits and prices dropped, while 
international trade plunged by more than 50%. Unemployment in the U.S. 
rose to 25%, and in some countries rose as high as 33%. Cities all around 
the world were hit hard, especially those dependent heavily on industry. 
Construction was virtually halted in many countries. Farming and rural 

areas suffered as crop prices fell by approximately 60%
The US economy would not fully turn around until after 1939, when 

World War II kicked American industry into high gear.
the Great Depression is commonly used as an example of how far the 

world's economy can decline
https://www.youtube.com/watch?v=GCQfMWAikyU

https://www.youtube.com/watch?v=GCQfMWAikyU
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• Irving Fisher, the great depression 
and Bretton Woods:

Ø Another strand of though in this 
period: viewing financial crisis as an 
integral part of the business cycle 

( not anomalies or rational response to 
deteriorating economic circumstances)
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ØFisher (1933) attempted to determine the root cause of the Great 
DepressionàA crucial factor: level of debt in the economy
§ Upswings in the economy encourage increasing debt levels 

(appearance of greater investment opportunities)
§ Higher investment à higher debt à growth of speculation in 

asset market (gains through rising asset prices) à raise in 
inflation rate (increase in borrowing increases money 
supply)àreduces the value of debt à encouraging more 
borrowing

§ At a crucial point : CRISIS à borrowers are no longer to meet 
their liabilities, they liquidate their assets (distress selling)à
deflation à debt increases à fear of bank insolvency àbank 
runs à activity declines à unemployment rises 
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• Irving Fisher, the great depression and Bretton Woods 
(cont.):

Ø The Great Depression(1929-1939), shook people’s faith in the ability 
of free financial markets to deliver optimal outcomes.

ØBretton Woods in New Hampshire in 1944:
§ Representatives of 44 countries
§ Aim: to construct an international economic system that would reduce 

the instability of the financial system
§ These reforms caused long period of stability
§ Currencies holding to their peg
§ International movement of capital was greatly restricted
§ Keynes argued that capital controls should be obligatory on all 

countries à IMF would allow such controls but not insists upon them 14
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• Structuralism:

Ø Destruction of markets was not limited to industrial countries

Ø In Latin America the structuralism developed within the Economic 
Commission for Latin America (ECLAC) in 1947
§ Structuralist approach : “center-periphery” paradigm:
Unequal nature of the world economic system
The industrial revolution in “center”à increase the productivity of 
the factors of production 
Developing countries, “periphery”, have to export more and more 
these factors (commodities) to be able to import the same quantity 
of capital goods à trapped in commodity production and export 
to serve the center 
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•Structuralism (cont.):

§ “Import-substitution industrialization”/ ISM: High tariffs on 
industrial imports, except for essential high-tech capital goods

Aim: move the economy onto a virtuous circle of industrialization, rising 
productivity, wages and employment.

§ Encourage capital inflows to fund this development 

§ Criticism in 60s: key industrializing sectors controlled by foreign 
investors

§ Swept away in 70s: authoritarian military regimes and monetarist 
policies  
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• Monetarism and return of faith in markets:

Ø Kindleberger (1978) distinguished 2 different schools of thoughts: modern schools 
of monetarism and Keynesianism (Currency school vs. Banking school )

ØCurrency school : Control the money supply

ØBanking school : Expand it

Ø Monetarists: Money supply (M) is exogenous to real income (Y), prices (P) and 
interest rate (R) i.e. an increase in M à increase in P but no change to Y
Faith in ability of free markets and price adjustment mechanism and little faith in 
state’s ability to take this role

Ø Keynesians: “quantity theory of money” : increasing M could increase Y, M is 
endogenous and a response to credit needs 

Ø Dominance of each school in different periods

ØPost-war: Banking school
Ø1970s: collapse of the fixed exchange rates à Monetarist 18



• Neo-liberalism:

Ø Chicago School of Economics: efficiency of markets and free competition vs. 
government interventions in markets that distort markets and prevent optimal 
outcome

Ø No need for government to intervene in the economy to ensure full employment, 
in a free market situation prices will adjust to ensure that all factors of production 
are employed

Ø Markets automatically adjust to full employment
monetary or fiscal policy merely create inflation

Ø Election of Margaret Thatcher (1979) and Ronald Reagan (1980) à ideological 
perspective came to the fore

Ø Nevertheless early pure monetarist policies such as control for the money supply 
were soon abandoned
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• Neo-liberalism (cont.)
ØRelevant domestic policy proposals

Ø The deregulation of domestic financial markets

Ø Privatization

Ø Reduction in the power of trade unions

Ø Smaller government

Ø Lower tax rates

Ø Opening the international goods and capital markets

Ø In 1990, the birth ad rise of the “ Washington Consensus”:
Ø Privatization

Ø Free trade

Ø Export-led growth

Ø Financial capital mobility

Ø Deregulated labor markets

Ø Macroeconomic prudence
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Intervention in markets is usually counterproductive; regulations should 
be light and markets should be freed



• Financial fragility, uncertainty and asymmetric 
information

ØKindleberger (1978) distinguished between “upswings”(mania 
behavior) and “downturns” (panic behavior) in the economy 

ØIn upswing à demand for credit increasesà rise in bank 
loansà asset prices riseà encourage more borrowing à
the bubble expands

ØDistinguish:
ØInsiders: are aware of the situation, sell out at the top of 

the market 
ØOutsiders: attracted by the mania
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• Financial fragility, uncertainty and asymmetric 
information (cont.)

ØBubble can continue to expand if outsiders outnumber 
insidersà at some point: Period of “distress” when nature of 
bubble is recognized and influx of outsiders cease à until 
some trigger sets off a panic and investors rush to withdraw 
their funds (like a bank run)

ØExamples: dotcom boom of late 1990s or the Dutch Tulip 
mania in 1637

(At the peak of tulip mania, in March 1637, some single tulip bulbs sold for 
more than 10 times the annual income of a skilled craftsman!!!!)
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(WHAT ARE BUBBLES?)
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• Financial fragility, uncertainty and asymmetric information 
(cont.)

ØKeynes (1936): Future is inevitably uncertain
There is no way to determine the value of a true asset in today’s 
market à the true value is the discounted future profits à these 
profits cannot be known

ØDavidson (1998): Agents analyze past and present market data in 
forming rational expectations as a basis for making utility 
maximizing decisions à a way to objectively obtain “fundamental 
price” that the market can converge on

ØAll new information is instantly discounted into the current market 
price à no possibility of speculative profit, booms and crashes!
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• Financial fragility, uncertainty and asymmetric 
information (cont.)

ØNew strand of theory in 1980s: Asymmetric 
information (Joseph Stiglitz - Nobel prize 2001):

lenders and borrowers do not have access to equal 
information

(usually borrowers are better informed!)
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• Financial fragility, uncertainty and asymmetric information 
(cont.)

ØMishkin (1996): 2 problems of asymmetric information:
ØAdverse selection (before the transaction occurs): In debt and equity 

markets lenders have no way to distinguish good borrowers from bad 
ones à the price they are willing to pay represents the quality of the firm 
but low-quality firms will be eager to issue securities at a price that inflates 
their value and high-quality firms are unwilling to issue securities at 
average price.

ØMoral hazard (after the transaction occurs): The borrower has an 
incentive to engage in high-risk strategies.

– Banks are less subject to asymmetric information problems than securities 
marketsà relationship with the customers and knowledge of local market 29
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• Return of psychology and behavioral finance:

ØFoundation of financial theory: assumption of rational, utility-
maximizing agents à banish psychology from the study of economic 
behavior

Ø1970s Pioneers behavioral economists:
ØAmos Tversky, 
ØDaniel Kahneman 

ØActual behavior systematically violates the precept of rational 
optimizing behavior à these anomalies could be predicted

ØSupporters of market efficiency: deviations from rational behavior are 
random and uncorrelated

ØNew school of though “Behavioral finance”: people employ 
psychological short-cuts in their decision making. 31
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• Return of psychology and behavioral finance (cont.)

ØSome concepts of behavioral finance: Emotions are a key driver of a person’s 
behavior. People have been shown to be loss averse, generally appearing to 
dislike losing something roughly twice as much as they like gaining it.

ØProspect theory (Kahneman & Tversky): 
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RICHARD THALER
NOBEL IN ECONOMICS 2017 FOR
• More realistic understanding of human behavior into 

economic theory, and for using the resulting insights to 
improve public policy

• Thaler is considered a founding father of behavioral 
economics, a field that shows that far from being the rational 
decision-makers described in economic theory, people often 
make choices that don't serve their best interests

• Not simply argue that humans are irrational, which has 
always been obvious but is not particularly helpful

• People depart from rationality in consistent ways, so that 
their behavior can still be anticipated and modeled
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CONCLUSION
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QUIZ

•www.wooclap.com/MBCH2
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http://www.wooclap.com/


JUST FOR FUN!

• Fear the Boom and Bust: Keynes vs. Hayek
The Original Economics Rap Battle!

• By Russell Roberts:

• https://www.youtube.com/watch?v=d0nERTFo-Sk
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https://www.youtube.com/watch?v=d0nERTFo-Sk
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