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I was asked to speak to you about how government’s role in the economy is changing in the wake of this crisis. For us to have a meaningful discussion, you’d need a certain amount of knowledge in economic history and of how economic ideas have evolved.  So let me start by talking about how our understanding of economics has changed over the last century.  
It’s often said that we live in an era of globalization. The last 30 years have been characterized by a massive increase of the forces of globalization: the rapid advances in communication and information technologies, and the market liberalizing reforms of China, India and many other developing countries.  Globalization has been the major economic story of your generation.

Yet it is often forgotten that there was a previous era of globalization that took place in the late 19th and early 20th centuries. Like the globalization of our time, this was also a period of increasing trade and movement of people between countries. The prevailing economic wisdom of the time was laissez faire capitalism – the idea that governments should leave markets alone because the outcomes produced by minimally regulated markets are superior to what government planning and allocation can achieve.
Laissez faire capitalism collapsed in the aftermath of the Great Depression and the onset of the Second World War. By the end of the 1930s, a combination of collectivist political ideas (e.g. Fascism and Communism), protectionist interests, war, monetary disorder and economic depression had destroyed the assumptions and beliefs that underpinned the liberal economic order. 

In the western democracies after the Second World War, capitalism was not entirely dismantled. But the workings of the market came to be increasingly curtailed and circumscribed by governments. In place of free market capitalism, a new creed, based on the ideas of the Cambridge economist John Maynard Keynes, emerged. This post-war Keynesian Consensus held that the national economy not only could – but should – be brought under central control and direction. 
In macroeconomic policy, the Keynesian Consensus held that governments had a responsibility to achieve full employment through demand-side management.  The Keynesians viewed the economy as a giant see-saw. In a downturn, unemployment would be rising and inflation falling. The policy of governments should be to make up for the shortfall in private demand by increasing public spending or by reducing taxes. And if there was too much demand in the economy such that prices were rising – i.e. an overheating economy – then government should cut back its spending and/or raise taxes. In either case, government policy should be aimed at managing the demand side of the economy. 
This faith in the ability of the government to fine-tune the economy and achieve both full employment and stable inflation through demand-side measures turned out to misguided and naïve. As an economic ideology, the Keynesian consensus was shattered by the stagflation of the 1970s. Stagflation is the combination of economic stagnation and high unemployment with high and rising inflation. 

The failure of Keynesian policies to deal with the stagflation of the 1970s gave way to a revival of market-oriented policies and prescriptions. The 1980s saw a wave of deregulation, liberalization and privatization in the UK, the US and many other western economies. The faith in government planning and protectionism went out of favor almost everywhere. Exchange controls were dismantled. Privatization of nationalized industries began in the UK in the early 1980s and then swept the world. The collapse of the Soviet Communist empire appeared to confirm the death of central planning and collectivist economic systems, and the ascendancy of market liberalizing ideas.
In place of the Keynesian Consensus, a new Washington Consensus emerged. This consensus emphasized the importance of stable and predictable fiscal and monetary policies instead of the activist, counter-cyclical policies advocated by the Keynesians. It also placed a much greater reliance on competition and market forces in economic development. Instead of demand-side measures to fine-tune short-term economic outcomes, the Washington Consensus looked to supply-side measures to raise productivity and long-term growth rates. The Washington Consensus also encouraged the abolition of trade barriers, hastening the pace of globalization in the last decade of the 20th century. 
Until about ten months ago, I would end my historical narrative here and point out that we’ve gone a full circle in economic thinking over the course of the 20th century – from a faith in markets at the start of the century, to a naïve belief in the ability of governments to manage an entire economy in the middle of the century, and then back to a preference for free markets and competition towards the end of the century.  
The current financial crisis has shown that the de-regulation and globalization of capital markets have created huge risks that very nearly unraveled the foundations of the market economy. This crisis – like the Great Depression of the 1930s – has rekindled the long-standing debate in economics between government and markets, between government supervision to correct for market failures in the financial sector and de-regulation to spur innovation and competition. The crisis has also created doubts about the self-correcting ability of financial markets and raised new questions about the role of government in regulating and stabilizing markets. 
What has this crisis taught us about the appropriate role of government in markets? I will highlight three important lessons. The first is that financial markets are not efficient – by which I mean they are prone to speculative excess and the build-up of asset price bubbles. These bubbles create systemic risks and vulnerabilities for the real economy, because when they burst – as they often do – business confidence collapses, credit dries up, and economic output decreases. 

But there is a big difference between a bubble caused by irrational exuberance among investors (say the dot.com bubble) and a bubble caused by banks and financial institutions taking on too much debt and making highly risky, highly-leveraged investments. This brings me to the second lesson of this crisis for governments – which is that the stability of the banking system is like a utility in that it contains features of a public good. In a capitalist economy, firms fail and go bust on a daily basis without undermining the rest of the economy. But if a bank fails, there are not only serious implications for the financial system, but also economy-wide repercussions. 

This brings me to the third lesson, which is that in recent years, the financial system has become a lot more interconnected, and more interactively complex than it ever was. The crisis reflected a failure on the part of policymakers to come to grips with innovation and complexity in the financial system. Similar activities conducted by different types of institutions were regulated differently, creating incentives for regulatory arbitrage. What we now refer to as the shadow banking system was regulated more lightly than traditional banks were on the assumption that because these non-bank institutions did not take deposits, they posed less risk to financial stability. We now know that many of these financial institutions took on dangerously high levels of debt, made bad lending decisions (for example, to sub-prime borrowers), and then passed on their risks to other parts of the financial system. Because these institutions were so connected with the rest of the financial system, their practices created huge risks for the entire economy. 

The high interconnectedness of the financial system has a number of implications. For a start, supervision must not be vertical – focusing only on the individual bank in a specific market – but also horizontal, looking across banks, securities firms, and markets. It also means supervisory practices must be revamped. No longer should regulators focus only on firm-level supervision; they must also undertake macro-prudential regulation and keep an eye on the stability of the financial system as a whole. 
Besides significant changes in regulatory policy, I also expect to see changes in monetary policy. Prior to the crisis, central bankers generally cared only about keeping core inflation under control and generally ignored asset price bubbles. A debate has now begun as to whether monetary policy should be concerned with asset price booms and increases in leverage. There is no easy answer here. Some asset price booms do not pose systemic risks for the entire economy. The dot.com bubble at the start of this century collapsed without causing much harm to the real economy. But the collapse of the credit crisis in 2008 did. So how should regulators distinguish between asset price booms that pose systemic risks and those that don’t?
I started by talking about the evolution of economic ideas over the last century and in particular about the contest between markets and central planning. This is not just an intellectual contest that took place in the halls of academia. It was also political contest that affected the lives of millions of people and determined the fortunes of nations. And it was a contest that I thought was settled in favor of markets by the end of the last century. But this crisis has shown that financial markets can become quite dysfunctional. Clearly, we need governments to perform vital market-regulating and market-stabilizing roles. The visible hand of governments is often as important as the invisible hand of markets in ensuring a working, stable financial system. 
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