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Abstract 
The paper focuses on the present chaotic state of affairs created by the 
romantic escapades of an unregulated, chauvinistic economic system 
that has affected the lives of millions of global citizens across the 
globe.  
Part I of the paper deals with a preliminary understanding of the 
present capitalistic system tracing its roots to the times of Renaissance 
and Reformation and how it became entrenched with the advent of 
Bretton Woods Agreement. Part II of the paper deals with the Critical 
Analysis of the subprime mortgage crises of 2008. Part III will argue 
that a return to the prudent economic policies of Rawls, Keynes and 
the forgotten norm of NIEO holds the key to a sane development. Part 
IV will give the conclusion and suggestions for providing a workable 
framework for the present economic system. 
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1. The Conceptual Background of the Laissez Faire Economy 
The advent of Renaissance and Reformation was a turning point for the political 
development of the various institutional structures. It provided a ground work not only 
for the growth of vertical institutions (state) but also for the growth of horizontal 
institutions (market). The market forces that developed subsequently bore a close 
resemblance to the Darwinian Concept of Evolution. The Darwinian aspect of 
economy is dealt by historian Niall Ferguson. He points out six points of similarities  
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A) GENES : The market forces in its post-modern corporate form, performs the 
same biological function where organizational memory is passed from one firm to 
another new firm, just like the organic nature of human body . 

B) MUTATION: This refers to the changing and adapting nature of the economic 
world marked by innovation in technological and managerial practices . 

C) COMPETITION: The extent and longevity of competition determines the 
existence of a commercial entity based on the axioms of demand and supply. 

D) NATURAL SELECTION: The author uses the term “differential survival .” 
which refers to the natural selection through market allocation of capital and human 
resources  

E) SPECIATION: It signifies the creation of new financial institutions. 
F) EXTINCTION: The relentless market is unforgiving in nature resulting in the 

demise of concepts and institutions that are unable to compete.1 
 
Interestingly, Niall Ferguson is not the first to note the Darwinian aspect of the 

laissez faire economy. The idea can be traced back to the works of Herbert Spencer 
itself. Herbert Spencer‘s seminal work “The Social Statics.” was published nine years 
prior to Darwin’s “Origin of Species.” 2 Society itself provided the criterion for higher 
and lower form of development and distinguished obsolete from the fit.3 In Spencer’s 
world an industrialized world should be left to private enterprises instead in the head of 
State’s Hands. Charles Taylor analysis of a modern man or the “New Social imagery.” 
provides an intriguing analysis about the advent of the new Economic Man. He 
contrasts the relationship between man and society in the Greek period and in the 
liberal era of Locke, Ricardo and Smith. Any deviance from this hierarchy would upset 
the cosmos and would be injustice to the nature. 4 Things that resisted this order must 
“pay penalty and retribution to each other for their injustice according to the 
assessment of the time.” 5 In the words of Taylor “It was clear that each needed the 
others, but there was also a descending scale of dignity; some functions were 
intrinsically higher than others.”6Even the political concept of State came to be viewed 
through the lens of Economics. Antoine de Montchretein has offered a theory that state 
is primarily orchestrated to make an economy flourish, hence giving birth to the 
concept of Political Economy.7 The actual political event which ushered the concept of 
individualism in was the idea of utilitarianism. The burgeoning middle class had 
emerged from the shackles of the feudal economy. The wealth of this new class 

                                                        
1 Niall Ferguson ,” The Great Degeneration : How Institutions Decay and Economy Die .”(2012) Allen 
Lane, an imprint of Penguin Publication, page 64 

2 George H. Sabine “ A History of Political Theory (1973 ) Oxford, IBH publication ( New Delhi ), 
Page 652. 

3 Ibid 653 
4 Charles Taylor, “ Modern Social Imaginaries .” Critical Quest (2009), New Delhi, page 6 
5 Quoted in Louis Dupre, “ Passage to Modernity : An Essay in the Hermeneutics of Nature and 
Culture .”(1993) ( New Haven, Connecticut : Yale University Press, )page 19 

6 Supra note 8 page 7 
7 Ibid page 15  
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depended not on land but upon capital accumulation.8 Adam Smith’s idea was 
instrumental in creating the laissez faire economy as we know today. The ideas of 
physiocrats along with the Utilitarian political infrastructure laid the ground for laissez 
faire economy. 9 

The idea of the laissez faire economy has since remained the dominant feature of 
the world economy. The State system became strong with the advent of the Welfare 
State system. War economies benefited the welfare state model. The salient feature of 
the war driven economy are as follows: (1) A need to make good wartime damage.(2) 
Existence of an enormous demand for goods .(3) A huge pool of purchasing power 
accumulated during the war (4) The establishment of the World economy which went 
on to create the IMF and World Bank.10 

 
 

2. Tracing the Genesis of the US 2008 Subprime Crisis: History 
Repeats Itself 

The genesis of the first global meltdown can be traced to the 1900s where the banking 
and financial system was in its infancy and trying to explore new territories and the 
capitalistic tendency of investing money to make profit was like the adrenalin rush for 
financial markets. The commercial banks entered into investment banking by 
establishing security affiliates11 that took up the task of floating bonds and 
underwriting corporate stocks. This phenomenon in the 1900s created stock market 
anomalies as the commercial banks and used the money of the depositors to finance 
the process of underwriting. The entire system thus collapsed in 1929 resulting in 
closure of almost 4000 banks. These financial crises lead to the Great Depression of 
the 1930s.To induce investor confidence the Glass Steagall Act of 1933 also known as 
the Banking Act of 1933 was introduced by the U.S Government, which prohibited all 
commercial banks from doing any form of investment business (except for U.S 
Treasury and Federal Agency Securities and municipal and state general-obligation 
securities) and investments Banks from accepting public deposits. Later in 1999 the 
Congress faced criticism of the financial restrictions placed by the Act and thus a new 
Act Gramm-Leach-Bilely Act of 1999 was introduced in the name of modernization of 
the banking system which removed the barriers imposed by the Glass Steagall Act of 
1933 e.g. restrictions on banks and securities firm affiliations. With the advent of the 
economic phenomenon of stagflation the U.S. Economy found itself in a Classic Catch 
22 situation. Now it had to combat itself with the combined forces of unemployment 
and inflation, a situation which was unprecedented in the American Economy. The 

                                                        
8 Brian R . Nelson “ Western Political Thoughts .” (Pearson publication )(New Delhi ) (2013 ) Page 
286. 

9 Ibid pages 291–292. 
10 Harry Magdoff, Paul M. Sweezy “ Stagnation and the Financial Explosion .” (2008) Aakar Books, 
New Delhi, pages 144-145. 

11 http://legal-dictionary.thefreedictionary.com/Glass-Steagall+Act : Last visited on 22/03/2014, 2:30 
pm. 
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Keynesian formula was no longer in vogue. The Mont Palerin society / Los Chicago 
School and the monetarist took control of the situation and the supply side of the 
economics became the panacea. This was accompanied by the low tax and corporate 
friendly regime of the Republican Party which was spearheaded by Ronal Regan and 
his vision was executed by Paul Volcker and other monetarists. On the intellectual side 
it was defended by Friedrick Von Hayek. The Republicans were instrumental in 
removing the restrictions imposed by Glass Steagall Act in order to facilitate the neo 
con approach. With the removal of the restrictions the ever innovative capitalistic mind 
started sowing seed for the next financial crisis when in 1980s “The Wall Street” was 
hit by the idea of creating a financial product with bond like features from debt based 
income flows like credit cards, student loans and home mortgages. A mortgage bond is 
an aggregation of a large number of home loans/ mortgages bought from the lenders 
and combine the associated paybacks or installments of the mortgage’s repayments 
into a financial product to be traded and sold like bonds on the financial market 
interfaces. But there are some inherent issues with the mortgage bonds; for example; 
during the times of low interest rate, people tend to re-finance their loans thus repaying 
the principle amount prematurely. To counter this issue, the Wall Street structured 
mortgage bonds known as ‘Tranches’–wherein the lowest layer would contain say ‘X’ 
mortgages to be paid off early and the highest would contain ‘X’ mortgages to be paid 
off at last; and since higher risk is associated with higher returns, the investors had a 
choice to invest in low tranches or high tranches. This cycle resulted in the subprime 
mortgage crisis. Now the heavy weight investment banks and financial firms like 
Goldman Sachs, Merrill Lynch, Bear Stearns and Lehman Brothers etc. started 
creating mortgage bonds from the subprime mortgages that is mortgages of higher risk 
but paying much higher interest rates made to the borrower with very low credit 
ratings. Thus the majority of the tranches of the mortgage bonds now belonged to the 
pre-payment segment and also to the outright default. With the increased demand of 
subprime mortgages on Wall Street, the lenders became hyperactive in placing 
evermore subprime loans as their exposure to risk was reduced. Also, refinancing of 
existing loans, financing the credit card payments etc. created such frenzy in the. Thus 
the financers pushed the people without credit ratings or history, to take up loans or 
mortgages even if the borrower could not afford to do so.Tthe real estate subprime was 
converted into a weapon of financial mass destruction. Besides financial institutions, 
the symbiotic relation of the Wall Street and the credit rating agencies was also a very 
big reason for the meltdown due to misleading ratings given.Thus it can be concluded 
that the basis of the above discussed financial crises was basically the result of the ever 
growing capitalistic tendencies of the market participants. The profit generation was 
never enough and the want for more was never ending. 

 
 

3. The Return to Prudent Principles of Development 
The debacle of the financial institutions in the 21st century has taught us two things: 
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1. A return to the cannons of the prudent economics and appreciate the ideas and 
visions of Rawls, Keynes and Marx. 

2. Find an alternative model of development which promotes an inclusive model 
of development. 

Interestingly, Adam Smith and Marx shared the same vision about the progress of 
the capitalist economy .Adam Smith along with the Scottish school identified four 
stages of Economic growth: (1)Primitive (2)Pastoral (3) Agriculture (4)Exchange 
Economy 

The Scottish School and physiocrats treated development as an institutional and 
psychological phenomenon. The economic growth of a system of competitive market 
enjoyed the tutelage of a constitutional government which in turn was primarily 
concerned with the protection of law and order, thus laying down the basis of a laissez 
faire economy. What was distinct about Marxism was that he presented a critical 
approach towards an otherwise liberal economy Keynes was influenced by the ideas of 
Marx Keynes rejected the classical laissez faire model Keynes ideas were very well 
received throughout Europe and USA. The 1940s and 1950s clearly belonged to the 
Keynes’ theory of Employability through State .In USA, The Employment Act of 1946 
and Humphrey Hawkins Act gave the government responsibility for employment and 
prices .12 However growth in technology was responsible for the glut of commodities 
in the 21st century. But the lack of prudent lending led to the debacle of the 2008 
crises. These factors are succinctly described by William Curt Hunter. 

1. The doubling of the saving glut in the developing economies doubled from 
2001- 2005. 

2. These gluts were channeled into dollars thus lowering the interest rates 
provided by the lending agencies in the USA. 

3. The Congress deliberately subsidized Fannie Mae and Freddie Mac to feed the 
Real Estate Bubble and lending was done on a frivolous basis without checking 
the background of the lender. 

4. There was an insatiable appetite for dollar based assets especially in Real 
Estate. 

5. A loop system developed where the low interest regime created a requirement 
for real estate investment and financial engineers fuelled this bubble by 
providing innovative yet flawed financial schemes. 

6. Commercial Banks avoided the canon of prudent lending and gave loan to the 
poor performers of debt returns. 

7. Brokers were paid handsomely to sell flawed plans. 
8. Rating agencies along with Insurance companies remained played the reckless 

game by authenticating bad loans.13 

                                                        
12 Peter Pugh, Chris Garratt, Introducing Keynes:A Graphic Guide.”(2009), IconBooks imited 
(London), Page 115 

13 William Curt Hunter, “Comments and observation on the paper by Paul Watchel “ Central Banking 
for 21st Century : Is there something new under the sun .” Sixth Colloquium on Derivatives, Risk 
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This brings us to the alternate theory of economical prudence expounded by John 
Rawls.The difference principle is actually a critique of the capitalistic device called 
trickle-down effect. The interesting thing about Rawlsian economy is that it takes the 
second principle of justice and aligns it with a new concept of “public owned 
Democracy.” which portrays an alternative inclusive vision of a responsive economic 
order.  

In this system, the well-being of the least advantaged is determined not only by 
their share of income and wealth but also by their opportunities for powers and 
position of office and self-respect.14 In other words, Rawlsian People owned 
democracy is based on notions antithetical to the trickledown Effect.  

 
 

Conclusion 
The alternative vision to the present economic system is overdue. What is required is 
the tightening of the international markets through constant vigilance and 
Accountability. At the theoretical level, there is a new found respect for traditional 
economics The idea of Public owned Democracy is just a scaffolding for a form of 
government that could very well be the thing of the future i.e. State Capitalism. 

                                                                                                                                                               
Return and Subprime held in Lucca September 19, 2008 jointly organized by Guido Carli Association 
and Ceisifin Alberto Preidri in association with Editors of Journal of Financial Stability, page 52 

14 Samuel Freeman, “ Rawls .” (2008 ), Routledge Publication ( Sonepat, Haryana ) page 113 


