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1. Introduction

Instable financial markets go together with economic-political disintegration.

Therefore it is important to connect the problem of instable financial markets with

economic-political disintegration. This article will examine the causes of the October

1987 stock market crash.

The first research question is: what are the conditions for an optimal situation in

financial markets? This question can be answered using the formal model described

in Parsons and Smelser's book 'Economy and Society'(Parsons, Talcott and Neil J.

Smelser 1956). They formulate a model for the optimal situation in financial

markets. This formal model is set out in section two.

I then use this model to analyze the actual situation and give a more detailed

explanation of the October 1987 stock market crash. The third section examines

whether there has been an increase in deviation from the conditions for the optimal

situation in the financial markets since 1970. These results are given in section

three.

Section two and three are based on an article in Sociale Wetenschappen, 33, 1990,

nr.l, 38-59, Oorzaken van de beurskrach van oktober 1987 (J. van Wezel 1990). In

this article some prospects are given for the near future. In section four of this paper
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these prospects are given and I shall research the validity of these prospects.

I end the article with section five about the necessity of transformation of the

monetary system to reach more economic-political integration with sustainable

development.

2. The model of the optimal situation: the theoretical conditions for the perfect

financial market

In addition to labour, capital is also deployed in the production process. The

financial market is a market which slots in between the economic and the political

systems. Capital is supplied to the economic system via the political system. Seen

from this viewpoint, both monetary and non-monetary financial institutions fulfil a

political function. The Central Banks in particular have a public political function.

As intermediaries, the commercial banks and investment funds are situated closer to

the economic system.

The decision to supply credit is one which makes available means of achieving

economic goals. From a social point of view, this is a way of increasing productivi-

ty. In this formal theory, the processes of demand for and supply of credit are linked

to a public code of conduct. This link is connected to the properties of money, the

symbolic means of exchange (Parsons, Talcott 1969: 352-404; Parsons, Talcott

1977: 204-228; Adriaansens, H.P.M. 1976:170-188; Munch, Richard 1991: 342-

345).

The most important property of money as a means of exchange is its symbolic

character. Money, a piece of paper or a share, has no intrinsic value, only an

exchange one. This exchange value is not always present because it is tied to a set of

rules and agreements. These are called institutions. Without these rules and agree-

ments money is worthless, even as an exchange value. Thus money only becomes

meaningful through an institutional context or code of conduct. The course of events
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as described by the model of the optimal situation is a repetitive process without a
zero-sum game. Increased credit does not therefore lead to inflation. Money then
becomes embedded in an aggregate of institutional expectations. Money values and
expectations are offered at the time of exchange. These expectations cannot be
realised nor transformed into goods without confidence. Thus the primary and most
important characteristic of money is its symbolic character.

A second characteristic is that money has a specific exchange value. One cannot

buy, in the optimal situation, everything with money. In the optimal situation one

cannot buy political effectiveness, solidarity and social responsibility with money.

Money has no meaning outside the range of the specific code of conduct or the

specific institutional context of property, business and contract.

A third characteristic is the circulation of the exchange value. Money can change

owner.

An extremely important fourth characteristic of money which satisfies the conditions

of the optimal situation is the absence of the zero-sum game. In that case, it does not

follow that a particular profit for A implies an equal and opposite loss for B. Savers

entrust their money to a commercial bank. They retain ownership rights to the

money. Within certain limits the bank can use these savings, in particular for

granting investment credit to business. These investments can subsequently be used

again to increase productivity in the future, this increase being otherwise unattaina-

ble. In a certain sense one can say that the investors use the savers' ownership

rights. The absence of the zero-sum game characteristic is once again tied to the

restricted conditions outlined in the formal model. It is only under those conditions

that everyone gains and there is neither inflation nor deflation.

Under what conditions is this apparently unlikely situation possible? As an introduc-

tion to an answer to that question, the following general proposition is given. "The

central proposition is well known, namely, that under properly defined conditions a
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system high in energy but low in information can be effectively controlled by a

system with the obverse characteristics -that is low in energy but high in informati-

on." (Parsons, Talcott 1978: 375). This hypothetical situation can be compared to

the relationship between a horse and its rider. The horse is much stronger and has

much more energy than the rider. Nevertheless the rider can steer and control the

horse so that perfect unity arises. It is not possible to supervise a stock exchange

using computer programmes which have 'energy' content but no information

content. In that situation the rider falls off the horse and the horse bolts. One of the

stock exchanges uses the expression: the dog bites its own tail.

The model of the optimal situation is based on the following premise. If a market -

and therefore also a financial market - wishes to function optimally, then it is an

essential condition that four problems are solved simultaneously: A for adaptation to

changing circumstances in the environment, G for goal attainment, I for integration

and L for latency, the latent trend. I shall now apply these abstract conditions more

specifically to the financial market.

In view of the characteristics of money as a symbolic exchange value, one can

approximate an umbrella condition for an optimal situation in financial markets. This

condition is a system of values in which there is a balance between production and

consumption values. If the cultural balance dips towards one or other side, then the

basis has been laid for an unbalanced financial market. The productivity of the

economy is the basis of the worth of all papers with monetary value. Their value

cannot survive without confidence in the working of the economy. Without confiden-

ce, the result is financial panic (Parsons, Talcott and Neil J. Smelser 1956:236-238).

The symbolic and the real value of money no longer coincide.

More specifically, both sides of this transaction can also be analyzed using the

AGIL paradigm. The two players in this case are the credit supplying bodies, the

lenders, and the credit-seeking business investors. Before examining the four as-

pects, here is a comment about the investment process. Investment itself is an
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internal economic process. Risk and uncertainty are inherent to investment. The

investment process is sensitive to small swings in the productivity of capital and

rapidly eliminates those who have made the wrong choice. Investment is one of the

freest activities we have in the capitalist system. In addition, the outcome of the in-

vestment is not known in advance. Important consequences are attached to this

freedom to invest and the uncertainty of any favourable results. If a financial market

wishes to operate in a free and uncertain environment in the investment market, then

a counterbalance must be applied so that money transactions are channelled towards

the lender's goal attainment aspect, in other words the banks, and in particular the

Central Banks. I shall return to the subject of goal attainment later. The central bank

supervises credit and banking, prevents speculative conduct, and is thus able to route

productive investments indirectly via the financial markets, according to Parsons and

Smelser. "Indeed, it has been a long and painful historical lesson of most central

banks that the provision of inechanisms of control over mass reaction in the market

for liquid funds is one of its fundamental functions" (Parsons, Talcott and Neil J.

Smelser 1956: 167).

The following conditions are essential in order to attain the perfect financial market.

Firstly the goal-attainment aspect of the transaction. The stable financial market is

characterized by the central banks' fairly central control of lending by both monetary

and non-monetary financial institutions. The market structure is rather centralized.

The central bank complies with this standard of a perfect monopoly. Great emphasis

is placed in this formal theory on the coordination of monetary policy at an internati-

onal level by the central banks, in particular their supervisory role with regard to

lending. So a policy in which speculative movements in the financial markets are

curbed and exchange rate stability is encourageá, is a condition for the perfect

financial market.

As far as the adaptation-aspect is concerned, the transaction is characterised by an

exchange of the financial institutions' acceptance of the investors versus the relati-
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onship of the investors to the specific production capacity, to an optimal combination

and use of capital and labour. Investments are not viewed as 'a good thing' under all

circumstances, but only where loans for capital investment do result in suitable

capital productivity.

The third aspect of the transaction concerns the integration-aspect. This condition is

expressed concisely by H. Wijffels. "Money must fulfil its true purpose: an

exchange value and a stable unit of account, as a help value for real economic

transactions and investments. If financial markets are, to a great extent, a world unto

themselves, this creates great risks for the economy", according to him (Wijffels,

H.H.F. 1988: 968-970). The symbolic and the real value of credits must coincide.

Finally, there is the aspect of the long-term trend of the money transaction. The

public responsibility of the credit supplier is bolstered by the monetary and financial

convention of recognizing capital as a basis for long term maintenance of, and

increase in economic activity and productivity. Companies make use of that oppor-

tunity whilst keeping an eye on both their long-term economic as well as their

general social goals. Thus one can see that within the conditions of the formal theory

there is no habit of monetary or financial speculation.

The theoretical conditions for the perfect financial market are summarized in figure

1. The first block gives the theoretical institutional context, this being the environ-

ment within which the financial participants transact. The second block distinguishes

the decision fields for the individual financial participants. This is the interaction

system, the stock exchanges where transactions are closed. The outcome or the

output is shown as the third block. The decision field of the individual financial

players is given a set of characteristics within the political, social and cultural frame-

work, such that money is able to fulfil its true functions as a unit of account, an

exchange value and a savings value for the attainment of specific interests (Simmel,

Georg 1978; Rijnvos, C.J. 1988).
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Figure 1, the model of the optimal situation, shows a stable repetitive process.

According to Boudon (1981: 119), a repetitive process is characterized by the

absence of feedback effects. The outcome influences neither the interaction system
nor the environment. The interaction system causes no changes to the environment
or to its relationship with the environment. This produces a stable cycle.

Figure 1: The perfect financial market: hypothetical, theoretical situation

Institutional context: theoretiCCal

Adaptation (A): ProducOve aedits.

Goal- attainment (G): Fxed exchange rates and supervision of the cash markets and
the granting of aedits by the monetary authonties.

Integration (I): Linking of liquid capital to 6nanáng capital for real investments.

Latency (L): No practice of short - term specutation.

Marginal condition: Confidence, balance between consun~tion and productian.

Dedsion field of the indlvidual financial actors: interac~on system, stodc
exchanges

Yricro-output: Money rehains its symboGc character as an exá~ange value and
as a spedfic medium of exchanye. Cira~iation and no zero-sum 9ame thanks to
confidence

In the absence of the conditions given in figure 1, the macro outputs expected range

from sharply fluctuating share prices and exchange rates as well as speculation to, in

extremis, a stock market crash. A stock market crash is thus caused by a well-

defined real institutional context and not by psychological waves of optimism and

pessimism. The investment market in a free enterprise system is by definition

unstructured. A sudden change in the investment function is plausible. One of the

possible reactions are the so-called psychologically irrational phenomena of colossal

success and of panic. These phenomena can be explained by more specific and more
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productive principles rather than by 'psychological waves of optimism and pessi-

mism'. "The starting point for analyzing such behaviour is, of course, the situation

in which it arises: we have pointed out the unstructured nature of the investment

market and its implications for irrational reactions", write Parsons and Smelser

(Parsons, Talcott and Neil J. Smelser 1956: 237). This uncertainty in the investment

market is compensated by the conditions for the perfect market for capital funds.

One of these conditions emphasizes the fairly strong centralization of banking and

indeed the central role of the central banks, who also guarantee monetary coordinati-

on between different countries. T'hese conditions in the capital funds markets are

intended precisely to eliminate the opportunity for mass reactions to the uncertainties

in the investment market. Less serious reactions to these uncertainties would be

various kinds of speculation. They deviate from the point of reference of the formal

model, because they create extra disturbances in the balance of a continuously

working investment market. It is impossible to give a reliable prediction of the

future situation. By speculating, one either relies on the opinions of 'those in the

know', or one gces by rules of thumb which can be further standardized thanks to

information technology.

In the next section I shall examine just how far the actual institutional context has

deviated since 1970 from the theoretical institutional context of figure 1.
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3. The actual institutional context of the financial market since 1970

In the first instance I shall use a thumbnail sketch derived from Lash and Urry

(Lash, Scott and John Urry 1987). This provides the institutional format for the

international monetary system evolved in 1944 at the Bretton Woods conference. At

that time the Soviet Union was present as an observer. The institutional pattern of

the international monetary system was designed at that conference. The dollar was to

play a central role. The three features of the system according to Lash and Urry

(Lash, Scott and John Urry 1987: 201-209) and other authors (Klerk, de Rob,

Marjanne Sint en Harmen Verbruggen 1982: 24-26) were:

~` the dollar, just as gold, would play a role and the United States government

would convert dollars into gold at ~35 per ounce,

~` the value of other currencies was fixed in terms of the dollar, at levels which

stabilized the exchange rates, but which could be adjusted between times. So

the starting point was stable exchange rates. Each currency was expressed in

terms of a fixed relationship to gold or to the dollar, which was tied to gold.

~` the International Monetary Fund was set up to regulate the exchange rate

system and to supply credits to countries to cover their balance of payments

deficits. IMF members were obliged to maintain their currency within a band

of maximum one per cent above or below their relationship to the dollar. In

order to achieve this, the central banks had to hold gold or dollars in their

reserves in order to be able to intervene in the currency markets if the one

per cent limit came close to being exceeded. Exchange rate adjustments could

be made only if there was a large imbalance in the balance of payments. IMF

permission was necessary for any adjustment of more than ten per cent. The

IMF could grant loans so that members could reconcile their temporary

balance of payments problems.
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This system was an institutional arrangement to manage the present international,

capitalist system. National economies had to be managed within the bounds of this

international monetary system. This did not apply to the United States, since the

national unit of currency was also the international currency. Companies there were

in a position to spend more abroad than they earned. Tfiey borrowed money from

European banks in dollars. These banks were not regulated by either the American

or the European governments, where the central bank was established. Thus the

private market of the Eurodollar system came into being, with London as its centre,

behind the backs of the IMF and the national governments. The private market

developed in an explosive manner: from 44 billion dollars in 1969 to 810 billion in

1980. From 1970 onwards the IMF had its own reserves on which to draw, the

special drawing rights, to obtain convertible currencies. On 15th August 1971, the

American government annulled its obligation to convert dollars into gold. The

material basis of confidence in money as a symbolic exchange value was abandoned.
The world was forced to accept an international monetary system based on the

dollar. Two years later the Bretton Woods system of fixed exchange rates was

abandoned and replaced by a system of fluctuating exchange rates, dependent on

'market forces'. The private international markets, however, remained in existence.

The U.S. was therefore able to continue to attract money, simply by raising its

interest rates. Naturally, this is highly detrimental to developing countries in debt.

Since the beginning of the seventies, three rules of the international monetary system

which were supposed to avoid the adverse consequences of a financial crisis have

been scrapped, write Lash and Urry (Lash, Scott and John Urry 1987: 206-207):

~` the ratio of bank reserves to bank debt has fallen from 30qo to 40 q to 1 q to
4q.

~` The spread of bank loans has decreased. A relatively large share is lent to the
high-risk countries.

~` It is no longer possible to give political guarantees against banks failing.
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The financial and industrial international circuits have become two separate ones.

Consequently, instead of an integrated, linked system of financial capital of organi-

zed capitalism, a separate capital circuit has come into existence.

Given this information, it becomes easier to ascertain whether there has been a

greater deviation from the umbrella condition and from the direct conditions as

stated in figure 1 since 1970.

Ad 1: Marginal condition: balance between production and consumption

Developments in the United States are important since at present dependence on the

dollar remains high. It is well known that the Unites States is wrestling with a

budget deficit. The scales tip towards consumption. The U.S. is grappling with the

cultural problem of overconsumption. So the marginal condition is unsatisfied, but

there is a substantial deviation from the balance between production and consumpti-

on values. This can also be seen in table 1(OECD: database Economic Outlook

1987). I have collated figures for private consumption, savings and investments in

the market sector for the period 1970-1986, the period before the October 1987

stock market crash. The figures are expressed as percentages of disposable national

income. I have included the figures for Japan for comparative purposes.
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Table 1: Market sector private consumption, savings and inc`vestment in the

U.S. and in Japan 1970-1986

Private consump- Savings Investments
tion rate rate rate
U.S. Japan U.S. Japan U.S. Japan

1970 .71 .61 .OS .3l .29 .45
1971 .70 .62 .06 .29 .26 .40
1972 .70 .63 .07 .28 .26 .36
197 3 .69 .62 .09 .28 .26 .34
I 974 .71 .63 .06 .27 .24 .27
1975 .73 .66 .03 .23 .20 .23
1976 .72 .66 .OS .23 .19 .20
1977 .72 .66 .06 .23 .19 .18
1978 .7l .66 .07 .23 .18 .17
1979 .72 ~ .67 .07 .22 .18 .18
1980 .74 .68 .04 .21 .16 .18
1981 .73 .67 .OS .Z 1 .1 S .18
I 982 .76 .68 .00 .20 .14 .17
1983 .76 .69 .00 .19 .12 .17
1984 .74 .68 .03 .20 .13 .18
1985 .76 .68 .O1 .21 .13 .19
1986 .76 .67 -.00 .21 .12 .20

One can see from this table that consumption in the U.S. is relatively high and that

private savings are low. Between 1970 and 1986, consumption tended to rise and

savings to fall. The 1986 savings figure in Japan is 21 qo, in the U.S. Oq . The

figure for private consumption is about lOq higher in the U.S. than in Japan.

Moreover, more detailed data show that consumer credit, expressed as a percentage

of the gross national product, increased from 10.2 q in 1970 to 13.7 q in 1987

(Berg, van den Caroline 1989: 20-23; Jong, de J.L.M. en J.G.M. van Ophem 1989:

195-198; Lanschot, van F., Bankiers 1989: 25-28). These data are indicative of U.S.

consumerism: a one-sided emphasis on consumption instead of on production. This

can also be seen in the falling and relatively low 1986 investment share. Besides,

since 1970, the Japanese investment percentage has fallen sharply. I shall come back

to this general trend of falling investment shares throughout the 1970s. In 1986,

U.S. investment as a percentage of disposable national income was 12q and its

Japanese equivalent 20qo.
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Overconsumption in the U.S. can be illustrated by looking at savings deficit as a

percentage of gross national product, as illustrated in table 2(Wesseling, V.F.M.

1987: 480). One can see in table 2 that the national savings deficit rose between

1982 and 1985. The American problem is not a lack of money, but overconsumpti-

on.

Table 2: The American savings deficit, as a~ of gross national product

1982 1983 1984 1985
1 gross savings, private sector 17,9 17,7 18,4 17,5
2 gross investments, private sector 14,1 14,8 17,9 16,8
3 net savings, private sector (1-2) 3,S 2,9 0,5 0,7
4 net savings government -3,5 -3,8 -2,9 -3,3

S net national savings 0,0 -0,9 -2,4 -2,9

With reference to the marginal condition for the perfect financial market, one must

conclude that there is a sharp deviation from the balance between consumption and

production values in the U.S.. The scales are weighted towards consumerism.

Ad 2: Condition adaptation:productive investment credits

The question here is whether investment credits are productive. This section begins

with an investigation by Franke of the development of capital input, capital producti-

vity and other financial sector indices from 1948 to 1983 in the United States

(Franke, Richard H. 1987: 143-154; CPI 1988: 17-18). Table 3 contains information

about the American banking and insurance sector from 1948-1983.
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Table 3: Development of capital input, total labour hours, real volume of

production, capital intensity, labour productivity and capital producti-

vity in the American banking and insurance sector from 1948-1983

(1948 - 100).

Year

capital number produc- capital labour labour capital
input labour tion inten- iaten- produc- produc-

hours volume sity sity tivity tivity

1948 100 100 100 100 100 100 1001950 99 104 109 96 105 105 1091960 ISO 141 171 107 94 121 1141970 386 189 257 205 49 136 671980 991 261 362 380 26 139 361983 1366 280 384 488 20 137 28

Capital investments increased sharply, from an index of 100 in 1948 to 1366 in

1983. The number of hours worked rose from the base of 100 to 280. Capital

intensity therefore increased strongly. Capital productivity, the return per 1000

dollar investment, fell quite sharply, from 100 via 114 to 28. Despite the diminis-

hing returns on capital, capital investments increased substantially. The drop in

capital productivity began in the sixties and gained momentum following the

termination of the Bretton Woods agreement in the early seventies. Labour intensity

dropped from 100 to 20. Labour productivity rose from 100 to 137.

The negative capital productivity is remarkable. This means that from year to year

increasing technological investments are necessary to achieve the same return.

Declining capital productivity can point to saturation of investment opportunities in

the rich West. Here I should mention one of Keynes' predictions concerning post-

World War II phases of development (Guger, Alois and Eward Walterskirchen

1988:108).
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He foresaw an initial phase, a transition period of about five years, during which the

call for investments would be greater than desired. This first phase would last for

about five years, thus covering the period 1945-1950. This would be followed by a

second phase of some twenty to twenty five years' duration, in which the necessary

level of investments would no longer be higher than the appropriate level of savings.

This covers 1950-1970. Thanks to high, productive investments resulting in high

economic growth, it was easy to finance the growth in public spending. This twenty-

year period of high investment would be followed by the third phase in which,

according to Keynes "After twenty years of large-scale investment, the economy

would ease into a third phase in which we shall be faced, if not with saturation of

investment, at any rate with increasing difficulties in finding satisfactory outlets for

new investment". The desired level of savings would exceed the demand for

profitable investments. According to Keynes, in this third phase, "we shall then have

to start on very important social changes, aiming at the discouragement of saving

and a redistribution of the national wealth and a tax system which discourages

savings and encourages consumption.... and to absorb some part of the unwanted

surplus by increased leisure, more holidays (which are a wonderful way of getting

rid of money) and shorter hours" (Guger, Alois and Ewald Walterskirchen 1988:

108).

Is it correct to speak of investment saturation from 1970 onwards? Table 4 sets out

market sector investments in OECD countries as a percentage of disposable national

income, for 1970, 1978 and 1986. The business net added value is shown too, as

applied to net business investment. Falling figures are regarded as a confirmation of

Keynes' prediction, that from 1970 onwards, it would become increasingly difficult

to find profitable ínvestment opportunities, not to mention investment saturation. The

data come from the OECD (OECD, Database Economic Outlook 1987).

Keynes' prediction has been confirmed. One can see quite a sharp fall in investment
from 1970 to 1978 from the above data in all the OECD countries. Only the
Japanese data show a slight increase. The same falling trend is observed by looking
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at the net investments as a percentage of the added value, with a few exceptions

such as Canada, Denmark and Norway. Most of the decrease took place during the

first part of the 1970-1986 period. After that both the indices remained relatively

stable at a low level. It is not possible to obtain good measurements of capital

productivity from available OECD data. For example, the added value might result

from particular benefits which are not related to real investments. It is clear from the

above that net added value is directed less and less at net investments. The falling

investment figures, particularly in the seventies, point to increasing difficulties in

finding satisfactory outlets for new investments. Hence businesses begin operating

rather like a bank, which for them is an improper function.

Table 4: Corporate investment as a percentage of disposable national income

and net business investment as a percentage of business net added

value
Market sector invest- Net business investment
ments as a percentage as a percentage of
of disposable net added value
national income
1970 1978 1986 1970 1978 1986

Australia - 20 12 - 13 9
Austria 18 I1 8 22 19 14
Belgium 25 12 9 1 S I 3 4
Canada 31 18 12 13 16 13
Switzerland - - - - - -
West Germany 26 14 12 19 11 8
Denmark 31 1 S I 1 22 17 20
Spain 64 21 8 18 IS 8
Finland 89 28 17 21 7 10
France - 17 8 - - -
England SO 20 12 9 8 5
Greece 13 4 1 - - -
Ireland - - - - - -
Iceland - - - - - -
Italy - - 7 20 12 10
Japan 45 17 20 29 18 14
Luxembourg - - - - - -
Netherlands - 1 S 13 - 1 S 12
Norway 67 41 21 21 14 22
New Zealand - - - - - -
Portugal - - - - - -
Sweden 33 1 S 9 19 7 8
Turkey - - - - - -
United States 29 18 12 - - -
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Ad 3: Courueracting speculative movements and encouraging fixed ezchange rates
thanks to coordination of monetary policy

The first question we should address is whether exchange rates remained stable in

the period before the October 1987 stock market crash. Graph 1 shows to what

extent the guilderldollar exchange rate remained stable. The starting point is 1944

with a dollar rate of Fl. 2.65 (Centraal Bureau voor de Statistiek 1950-1970;

Centraal Planbureau 1981: 278-279; Centraal Planbureau 1988: 334-335; Lanschot,

van F., Bankiers 1989: 1062). It is clear from the graph that the fluctuations

increased after the cancellation of the Bretton Woods agreement. There is therefore

great deviation from the third condition. There was no question of stable exchange

rates since the cancellation of the Bretton Woods agreement. Before 1970I1971, the

dollar~guilder rate was less volatile.

The dollar exchange rate, expressed vis-à-vis the guilder is relatively unimportant.

Graph 2 encompasses a wider field of vision. The Deutschmark and yen rates per

U.S. dollar are shown in addition to the guilder rate, expressed in 1980 dollars. The

graph covers the period preceding the October 1987 stock market crash, from 1970-

1986. Data were provided by the OECD (OECD, database Economic Outlook 1987).

The basis of 100 was assigned to each country for its 1980 figures.

With reference to graph 2, the guilder roughly follows the Deutschmark rate. The

course of the yen since 1980 is quite different to that of the guilder and the Deut-

schmark. Consequently it seems that stability of West-European currencies in

relation to each other dces not yet imply worldwide currency stability, if one

compares the dollar and the yen. Once again the conclusion is that there were no
stable exchange rates in the seventies and particularly between 1980 and 1986. So

the condition of stable exchange rates was not fulfilled. The yen became much

stronger during the eighties and this filtered through in the financing of hostile

takeovers in the United States. Within the present time frame, a West-European

monetary union would be too small to bring about stability in the world economy.
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At the end of this century it is no longer a realistic idea. The monetary authorities

have therefore not been able to stabilize exchange rates.

Graph 1: The dollar rate from 1944-1989 (Fl. 2.65 - 100)
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Graph 2: Units of local currency in West Germany, Japan and The Netherlands

per U.S.dollar of 1980 in the period 1970-1986 (1980 - 100)
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I should like to make one remark about counteracting speculative movements.

Speculation against the dollar is significant. What is important to grasp here is that

the central banks have no grip on the development of the eurodollar market. The

eurodollar has become an important factor in the movement of money and capital.

There is no link here between the commercial banks and the central banks. There is

no single type of control or form of regulation. "It is of great significance that -

unlike national money markets - there is no link here between the commercial banks

and a central bank and so there is no form of control or regulation. Although

catastrophes have been avoided until now the experts are urging supervision. Since it

is practically impossible to restrict the eurodollar stream, it can go freely to the

country with the highest interest rates", according to Andriessen (Andriessen, J.E.

1976: 333).

Eurodollars come into being as follows (Andriessen, J.E. 1976: 331-333; Lash,

Scott and John Urry 1987: 201-209). Take company A in The Netherlands which

sells ~100 million worth of goods to company B in the U.S.. Company B pays with

a cheque cashable at a commercial bank C in New York. Company A does not con-

vert the funds into guilders at his bank D, but puts the money into a dollar denomi-

nated account at bank D. This is how 100 million eurodollars are created. Bank D

can use most of these eurodollars to extend credit in dollars. The private capital

money market has grown explosively from 44 billion in 1969 to 810 billion in 1980

(I,ash, Scott and John Urry 1987: 204-205). The capital assets of these banks exceed

the annual value of all worldwide trade. Eurodollar loans in 1980 were estimated to

be three to four times as high as the U.S.'s entire money reserves. IMF calculations

show that the net eurodollar debt in 1983 was 3000 billion dollars and the rate of

growth in the seventies was 20q (Lash, Scott and John Urry 1987: 205).

Ad 4: Direct condition 3: there should be a link between liquid capital and finan-

cing capitalfor true investmenrs
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Lash and Urry have some interesting data on the question of whether or not money

is earmarked for investment and trade in actual products and services (Lash, Scott

and John Urry 1987: 205). A small portion of financial deals are still linked to

direct commercial requirements. It is estimated that about 250 billion dollars worth

of transactions take place daily in the world financial markets. This is twenty times

as much as could be invested if investments were related to actual trade and

investments. T1~e separation of liquid capital and financing capital related to true

trade and investments is thus very clear. Few financial transactions are now based

on something tangible. Wijffels, cited above, (Wijffels, H.H.F. 1988: 968-970) is

correctly highly critical of this. It should also be taken into consideration that an

estimated 30 to 40q of trade takes place within transnational, global companies, and

not therefore between countries. The share of the world's 200 largest corporations in

the gross world product (with the exception of the socialist countries) has risen from

17.7! in 1960 to 32.3qo in 1982. Increasingly, multinationals operate on a global

basis. A global strategy is developed in several countries simultaneously. Both the

development of Dutch investments abroad and the reverse give an indication of the

global nature of the network of capital flows. See table 5 for figures relating to this

(Spithoven, A.H.G.M. 1988: 165; Centraal Planbureau 1986: 452-453).

Table 5 : Dutch investments abroad and foreign investments in The Nether-

lands, in millions of guilders, 1973-1985

Year Dutch investments abroad Foreign investments in the
Netherlands

1973 44.173 20.659
1974 49.622 23.687
1975 53.561 26.382
1976 S 1.517 28.426
1977 57.805 30.179
1978 60.572 31.565
1979 71.974 36.147
1980 89.685 40.817
1981 99.508 45.432
1982 104.291 47.176
1983 119.886 S 1.865
1985 145.000 60.000
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Ad S: Direct condition 4: absence of speculative behaviour

So far in this section we have characterised the present institutional context of the

financial markets as follows.

There is overspending in the U.S.: there is no balance between consumption

and production.

There are signs that particularly in the seventies in the OECD countries,

there is a reduction in investment and that the net added value in the market

sector is used less for net investments. These decreasing trends point to the

saturation of investment, just as Keynes predicted for the period beginning

around 1970.

As far as coordination of monetary policy is concerned, the termination of

the Bretton Woods agreement in 1971 left a legacy of sharply fluctuating

exchange rates worldwide. The fluctuations increased in the eighties. Moreo-

ver the monetary authorities had no control over the strong growth of the

eurodollar market.

The link between liquid capital and financing capital is becoming ever looser.

A highly specific institutional context was in existence prior to the October 1987

stock market crash. The four characteristics are a good breeding ground for panic

reaction on the international exchanges and for speculation on the stock markets.

There is no direct information based on longitudinal research into the speculative

attitude of the financial participants. Presumably financial participants have become

more speculative. The given institutional situation can explain the October 1987

stock market crash. The crash as such is an example of panic reaction: prices

dropped by at least 30 q and the dollar fell sharply too.
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Monetary authorities reacted immediately by supplying unlimited liquidity, not at all

by tightening the reins of credit, but ensuring 'almost unlimited credit '(De Neder-

landsche Bank 1988). There was no analysis preceding this reaction:it was as

spontaneous as the stock market crash and the fall in the dollar. The given situation,

not the limited liquidity available, was the cause of the crash. In fact the monetary

authorities reacted ineffectively; they did not eliminate the cause of the crash.

Monetary coordination has not been increased nor have exchange rates stabilised.

Supervision of credits and control of cash markets have not been stepped up. With

reference to the latter, long cherished monetary goals have been abandoned (De

Nederlandsche Bank 1988: 19).

Monetary authorities have little to learn from the 1929 stock market crash; the

eurodollar market did not exist. At that time the capitalist system was organized,

now it is disorganised (I.ash, Scott and John Urry 1987: 5-16, 300-313). Just before

the crash the liquidity quota had risen sharply. One can learn more from a time

related diagnosis when based on an a priori theory. "Indeed, it has been a long and

painful historical lesson of most central banks that the provision of inechanisms of

control over mass reactions in the market for liquid funds is one of its fundamental

functions" (Parsons, Talcott and Neil J. Smelser 1956: 167). It is also puzzling as to

how the free movement of capital can ccexist with stable exchange rates.

Monetary policy notwithstanding, since the October 1987 crash the situation in the

financial markets has remained unstable. Given this situation, speculative behaviour

is quite likely. This type of conduct can better be explained using the given situation

rather than refemng to 'psychological waves of optimism and pessimism' or

Keynes' bestial zest for life. The smallest incident can then set in motion fluctuations

in exchange rates and share prices. Indeed, these fluctuations in exchange rates are

very wide. During the eighties, the daily instability of the various dollar exchange

rates increased (Davidson, Paul 1988: 78). From data relating to the instability of

share prices and stock indices for the period after October 1987 (Lanschot, van F.,

Bankiers 1989), it appears that fluctuations were on the increase in 1989. On 13th
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October 1989 a mini crash took place. During the eighties, speculation in hostile

takeovers in the U.S. was also on the increase. Financial market speculation is detri-

mental to a long-lasting investment climate.

The conclusion is that in the years preceding the 1987 crash, the requirement for

good financial practice which would encourage long-term productivity was not met.

There are no signs that the financial world has become less speculative since

October 1987.

The conclusions are summarísed in figure 2. In the absence of the conditions given

in figure 1 in section 2, the expected macro outputs range from sharply fluctuating

share prices and exchange rates and speculation to, in extremis, a stock market

crash. The first block of figure 2 summarises the actual context. The second block

shows the financial participants' decision field and the third block, the monetary

authorities' reaction to the 1987 crash.

In 1970-1986 the situation was such that the decision field for the individual

financial participants was no longer embedded in a political, social and cultural

environment which would allow money to fulfil its essential roles in society.

The process shown in figure 2 is cumulative, with positive feeáback to the individual

financial participants' decision field. Boudon (Boudon, Raymond 1981: 119, 132,

136) defined a cumulative process as follows. It is a process with feedback mecha-

nisms, going solely from the output towards the interactive system. These types of

processes do not induce any direct or indirect change in the institutional environ-

ment. The causes of the crash and of the unstable financial markets were not

removed. In that case, the institutional context itself would have to be changed

through, inter alia, new monetary policy, leading to the optimal situation. So

monetary authority measures are necessary.
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Figure 2 : Results of the analysis: causes of the October 1987 stock market crash

and the post-crash unstable financial markets

Actual instftutional context in the seventies and the eightie~:
Adaptation (A): Deaeasing investment rate, saturation of

irnestments in OECD - countries.

Goal- attainment (G): No fixed exchange rates and scant supervision
of the cash markets by the monetary authorities.

Integration (I): Few links between liquid capital to finanang
capital for real mvestments.

Latency (L): Short-term speculation.

Marginal condftion: Overspending in the United States.

Dedsion field of the individual financial actors: interaction
system, stodc exchanges

Yacro-outqrt: Oàober 1987 stxk market aash and contirxang
flucxuating share pnces and exchange raDes in 1988 and 19(i9.

4. The validity of prospects in the article of 1990

The monetary
authorities

reac~on
to the aash:

more
liquidity

In the article of 1990 some prospects are given (Wezel, van J. 1990: 50, 55, 56,

57).

"Within the present time frame, a West-European monetary union would be

too small to bring about stability in the world economy. At the end of this

century it is no longer a realistic idea" .

"It is also puzzling as to how the free movement of capital can coexist with

stable exchange rates" .
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"In the absence of the conditions given in figure 1 in section 2, the expected

macro outputs range from sharply fluctuating share prices and exchange rates

and speculation to, in extremis, a stock market crash".

"The causes of the crash and of the unstable financial markets were not

removed. In that case the institutional context itself would have to be changed

through, inter alia, new monetary policy, leading to the optimal situation".

"Long-lasting durable economic development and well-being by labour can

only be encouraged through a transformation of the institutional context, in

particular the type of monetary system. Note that the monetary authorities'

reaction to the October 1987 crash was not directed at this transformation. In

particular, they reacted by providing almost unlimited credit by increasing

liquidity. Questions are also being raised about the functional content of a

West-European monetary union" .

"Since 1989, the empirical context is such that a further stock market crash

should not come as a great surprise".

A Western-European monetary Union appears indeed no realistic idea. The macro-

output of the unstable institutional context of the financial markets was in August

1993 a currency crisis in Western Europe. The reaction of the monetary authorities

in 1993 was again: a reinforcement of the cumulative process of change. The

decision was: broader exchange rate target zones from 2,5 q to 15 q, except for the

DeutschmarklDutch guilder. In figure 3 the results are updated.

At this moment the share pr.'ce-profit rate of stocks in the United States, The

Netherlands, Germany and the United Kingdom is above the situation at the moment

of the stock market crash in October 1987 (De Volkskrant 9 oktober 1993). The

Down Jones Index increased from 2239 in 1989 to 3975 in 1994 and the CBS Koers

Index from 188 to 294 (De Volkskrant 4 februari 1994: 43).
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A new phenomenon is securization of risks via the market of derivates (NRC

Handelsblad, 21 oktober 1993: 21). "Securization means that debt takes place not

through loans from banks to industry, as was pervasily the case in organized

capitalism, but through industrial firms borrowing money through the issue of

equities" ( Lash, Scott and John Urry 1994:18). After the stock market crash of

October 1987 there is a strong increase in the trade of financial derivates, now world

wide more than 4000 miljard dollar. The international interweaving of unstable

financial markets makes the danger of a crisis higher. The monetary authorities do

not control the free movement of speculative capital. They create no mechanisms of

control over mass reaction in the market for liquid funds. A liquidity crisis can turn

to a solvability crisis.

According H. Wijffels, chairman of the RABO-bank, the financial markets are since

the valutacrisis in 1992 more speculative (Wijffels 1994: 2). This fact does not

contradict our prospects in 1990. The empirical institutional context can cause a

stock market crash andlor an increase in instability. An optimal short-term economic

reaction to this financial uncertainty is flexibility of the labour market. The uncert-

ainty in the financial market is then transferred to the labour market. World-wide

there is a call for more flexibility of the labor market (Andriessen, J.E. en R.F. van

Esch 1993: 12). More flexibility of the labor market however does not transform the

unstable financial markets.

5. The necessity of transformation of the monetary system

Long-lasting durable economic development and well-being can only be encouraged

by labour through a transformation of the institutional context, in particular the type

of monetary system. Note that the monetary authorities' reaction to the October

1987 crash was not directed at this transformation. In particular, they reacted by

providing almost unlimited credit by increasing liquidity. After the currency crisis in

Western Europe in August 1993 the monetary authorities have reinforced the
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cumulative process of change. Questions are also being raised about the functional

content of a West-European monetary union. The Soviet Union was present in 1944

at the Bretton Woods conference albeit as an observer, not a participant. Let me also

explicitly indicate the third phase of the post-war social-economic development

which Keynes predicted as beginning around 1970, the saturation of profitable

investment opportunities.

The aspect of the saturation of profitable investment opportunities in the rich West is

considered in point 2 in block 1 in the above analysis. It is understandable that as an

economist, Keynes was concerned with the adaptation aspect. Economics is after all

the discipline of adaptation. We noted four further empirical developments based on

an interdisciplinary model of optimal development, which when taken together con-

stitute causes of the 1987 crash. Since 1990, the empirical context is such that a

further stock market crash should not come as a great surprise.
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Figure 3: Results of the analysis: causes of the October 1987 stock market crash

and of the post-crash unstable financial markets

Actual institutional context in the seventies
and the eighties:

Adaptation (A): Decreasing investment rate,
saturation of investments in
OECD-countries

Goal-attainment (G): No fixed exchange rates and
~ scant supervision of the cash

markets by the monetary
authorities

Integration (n: Few links between liquid c.~pital
to financing capital for real
investments

Latency (L): Short-term speculation
Marginal condition: Overspending in the

United States

Decision field of the individual financial actors:

interaction system, stock exchanges

Macro-output: October 1987 stock market crash and

continuing fluctuating share prices and exchange rates

in 1988 and 1989

:viacro-output: Currency-crisis in West-Europe,

August 1993
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"The more people accept the neoclassical paradigm as a guide for their behaviour,

the more their ability to sustain a market economy is undermined" (Etzioni, Amitai

1988: 257).

The essential elements of a new economy comprise good starting points today rather

than blueprints for the future. To reach again more optimal output of sustainable

development a transformation process is necessary. Transformation processes are

characterized by feedbacks of the macro output orland of the interaction system, the

decision field towards the institutional context (Boudon, Raymond 1981: 148).

By transformation processes the marginal condition and the four AGIL-conditions for

the optimal situation can bè restored. Then it becomes possible to reach the 'good

society'. Parsons has defined this good society analytically. "For present purposes, I

shall define a society as the category of social system embodying at the requisite

levels of evolutionary development and of control over the conditions of environment

relations, the greatest self-sufficiency of any type of social system. By self-sufficien-

cy ...I mean the capacity of the system, gained through both its internal organization

and resources and its access to inputs from its environments, to function autono-

mously in implementing its normative culture, particularly its values but also its
norms and collective goals" (Parsons, Talcott 1977: 182). We must take the optimal

institutional patterns into account to reach the optimal situation of 'society'. More

supervision of the cash markets, fixed exchange rates, and world-wide political-

economic coordination shall be necessary to reach again the optimal situation. The

relationship between the financial markets and the real sphere must become stronger.

We must not conflate the factual institutional context with "society". "Society" is a
theoretical concept.

'Why should one read Economy and Society today?', so has asked Swedberg to
Smelser. Smelser has answered the following. 'The first has to do with the fact that
it is the only real statement characterizing economic theory as part of the theory of
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social systems. ...Parsons and I did a thorough analysis of economic institutions in

our book....A third reason is that Economy and Society is a landmark in the work of

Talcott Parsons' (Smelser: 204-205).

The landmark of the book Economy and Society is a good analytical - theoretical

starting point for the task of sociology of institutional design. Sociology has "a

future in the design of organizations, institutions and social environments-design

intended to optimize relevant outcomes" (Coleman 1993: 14). Parsons and Smelser

have given us good theoretical ideas for the task of institutional design of the

monetary system, which can restore economic and political integration with sustaina-

ble development. Today, the world needs a higher degree of international coordinati-

on in the field of monetary and fiscal policy to meet the demands of basic justice.

Transformation of the mondial monetary and financial system is necessary.

'The concentration of privilege that exist today results far more from institutional

relationships that distribute power and wealth inequitably than from differences in

talent or lack of desire to work. These institutional patterns must be examined and

revised if we are to meet the demands of basic justice' (National Conference of

Catholic Bishops: 24-25).
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