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Abstract (148 words)
This essay traces out the political economic forces that led to the 2007 meltdown in the global liquidity markets, moving from proximate causes such as the US housing bubble and the late-bubble surge in subprime mortgages, to deeper causes. The premise of this paper is that micro-incentives and macro-structural forces have interacted perversely for the past forty years in the global economy. Consequently, in recent years many financial firms have diverted from their historical roles in financial markets, and many players in these markets have misunderstood two fundamental truths: first, financial risk, once embodied in instruments involving contractual commitments, can be shifted but not eliminated; second, liquidity is a variable property of markets, not a constant characteristic of assets. This has led to a situation in which the current pattern of global macroeconomic imbalances, the strategies of financial firms, and the structure of financial commitments are mutually inconsistent. 

Summary (610 words)
This essay traces out the political economic forces that led to the 2007 meltdown in the global liquidity markets. The proximate cause of this latest global financial crisis was the end of the US housing bubble, which precipitated a sudden and rapid increase in mortgage delinquencies, especially among subprime mortgages issued in overheated markets. Since these mortgages were held in securitized form in portfolios around the world, these payments difficulties at the base of the financial food-chain led to seismic financial-market eruptions at the top.

 

But this episode results from deeper forces. Micro-incentives and macro-structural forces have interacted perversely for the past forty years in the global economy. The dollar overhang under the fixed-exchange-rate Bretton Woods system led to stagflation in the US and to petrodollar recycling and cross-border debt in the developing world; and this in turn led to the Latin American debt crisis of the 1980s. The resulting adjustments in bank behavior and global financial capacity, together with shifts in the interlocked pattern of national macroeconomic surpluses and deficits, then led into the 1997 Asian financial crisis. This resulted in further micro-behavioral and macro-structural adjustments, leading next to the Long Term Capital crisis and, most recently, the aforementioned globalization of the US mortgage-market meltdown. 

On one hand, this pattern has been driven by macroeconomic shifts in national economies’ surpluses and deficits, determining which nations need to borrow, and which can “afford” to lend. Of course, behind these macro patterns are factors such as the rise of the global factory and of global supply chains, the use and abuse of industrial policy, and regional political-economic dynamics. On the other hand, these macro-structural imperatives have necessitated strategic shifts in microeconomic borrower-lender behavior. This shifts have been framed by the secular, often crisis-driven deregulation over these four decades – a period of deregulation in which every successive crisis has been viewed by both economic orthodoxy and international financial institutions as further proof of the need for ever more marketization and deregulation. 
This has facilitated innovative practices by globe-girdling banks, brokers, and funds that have reversed historical roles vis-à-vis risk. Banks and other lenders, which once absorbed much financial risk, now shed it in favor of fee-based income. Investment funds have increased played the role of brokers rather than advisors. And funds of all kinds, which once used diversification strategies to reduce risk, now in many cases seek out risk so as to achieve super-returns. All these practices have been built on the premise that securitization and portfolio diversification in increasingly liquid global markets can limit downside loss. The extensive off-loading and swapping of risks in financial markets that has resulted has filled the coffers of global financial firms. 
But many players in these markets have misunderstood two fundamental truths: first, financial risk, once embodied in instruments involving contractual commitments, can be shifted but not eliminated; second, liquidity is a variable property of markets, not a constant characteristic of assets. With too little attention paid in advance to questions of recourse and to mismatches between the locii of risk-absorption and the locii of regulators’ levers of monetary control, global financial markets have again come to the edge of a micro-macro precipice, in which the current pattern of global macroeconomic imbalances, the strategies of financial firms, and the structure of financial commitments are mutually inconsistent.
The life-work of Jane D’Arista has consisted of non-hysterical, systematic examinations of the broad forces at work in global financial markets, from structural mismatches to micro-differences in strength and capacity. This  paper will be written in her honor, with extensive references to her body of work.

