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M
Back to the classics

Modern mainstream economics represents free-
market capitalism. Quoting Adam Smith, it calls 
for the state to be a mere “night watchman”, 
interfering with economic processes as little as 
possible. (of course, when the great recession 
hits, and financial institutions need to be 
rescued, well, that’s different...)

however, the ideologists of free-market 
capitalism are not precise when quoting clas-
sical economists. adam Smith and others were 
against the feudal state, which protected the 
monopolist interests of the ‘landlords’, the feu-
dal lords. They wanted to restrict the monop-
olist state in order to enable the evolution of 
truly free competition in industry and services.

according to Michael Hudson, there are 
monopolist groups in the economy today, as 

well. They are not just based on natural mo-
nopolies, but rather on their position being 
legally guaranteed by the state. hudson thor-
oughly examines the theory of mainstream 
ideology, and compares it with the practice. 
he comes to the astonishing conclusion that 
current mainstream economic theory openly 
serves the interest of the aforementioned mo-
nopolists, mainly by diverting attention from 
real problems. 

The fundamental thesis of hudson’s book 
is that the financialisation of the economy 
promotes income inequality to such an extent 
that it leads to social problems, and sooner or 
later ends up compromising the functioning 
of the economy itself. The money created by 
the modern banking system, the monopoly of 
which belongs to the banks, generates a con-
tinuous source of income for the sector. al-



 bibliography review – books 

574   Public Finance Quarterly  2017/4

most everyone comes in contact with banks, 
because banks not only arrange payments, 
but are also the source of the lending relation-
ships interweaving the fabric of the economy. 
almost everyone is a debtor. States, compa-
nies, private individuals… and the interest 
on those debts has become the income of the 
financial sector. wage earners (in america) 
spend nearly three quarters of their wage on 
repaying loan principals and interest! This is 
an unbelievably high proportion! hardly any 
money remains available for consumption.

hudson notes that those who teach finance 
according to the traditional concepts are liv-
ing in an illusory world. Today, everyone be-
lieves that the financial sector only serves the 
real economy, but in the meantime, through 
leveraging the mechanisms of credit, it has ac-
tually become the master. Most of the loans 
provided by the banks are not aimed at devel-
oping the real economy; rather, they finance 
consumption-related activities: real estate fi-
nancing, consumer loans, asset purchases (car 
loans, card loans, student loans). The majority 
of loans belong to the category above. instead 
of generating added value, all they essentially 
do is redistribute the existing amount avail-
able, as an advance on future earnings. Due to 
interest, this proves to be a colossal source of 
income for the financial sector.

why do economic operators employ so 
much credit? The demand for real estate and 
assets is continuously increasing, borrowers 
want to obtain capital gains by taking out 
loans to purchase these types of assets. To put 
it frankly, such capital gains are nothing more 
than a form of financial speculation, sustained 
precisely by the demand existing due to am-
ple credit supply. Those who expect to make a 
profit by selling real estates or assets purchased 
through loans are able do this, because the 
constantly flowing credit will guarantee buy-
ers. Therefore, the demand and the price of as-
sets continues to grow, and then – as collateral 

– these same assets serve to further increase 
the volume of lending. Thus, speculations 
feeds off itself, creating various asset bubbles.

The author points out, however, that in a 
world with compound interest, it is not re-
alistic to expect that all debts can be repaid 
without limit. it is not true that “debt does 
not matter”. it is not true that “debt is not a 
problem”. admittedly, the financial sector can 
indeed continue produce an almost unlimited 
number of loans, but a ponzi scheme is all that 
results: a pyramid scheme that eventually ends 
in a bursting financial balloon, as a result of 
which, the last of the “deceived” end up losing 
a great deal. Sooner or later, insolvent debt-
ors will cause a financial crisis! if the prices of 
stocks and bonds start falling, the last holders 
will lose a part of their invested assets.

but as a result of this crisis, the debtors will 
end up “relieved” of their assets! or, more 
precisely, the creditors “relieve them” of such 
assets as mortgage collaterals, or force the 
debtors to sell the assets through forced pri-
vatisation. private individuals end up losing 
the real estate serving as the collateral for their 
loan, while states are forced to privatise their 
assets by states of emergency. 

regarding privatisation, the author men-
tions that turning the infrastructure built 
from government taxes into private property 
results in the establishment of profit-oriented 
businesses. Ultimately, they end up making 
production more expensive. ironic, consider-
ing that originally, the aim of public invest-
ment was to reduce the costs of management 
for private businesses! Currently, infrastruc-
ture is becoming the monopoly capital of 
private owners, as the goods being privatised 
are mainly basic and essential goods. as such 
goods are basic necessities, people have no 
choice but to pay the prices as dictated by the 
owner. and the consumers will not have much 
of a say in setting those prices. (This process 
was very evident in the practice of indebted-
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ness, debt service and privatisation in hunga-
ry.) assets have become polarised. according 
to hudson, this is not merely the spontane-
ous mechanism of the market, but rather 
the result of conscious activity. The aim of 
this conscious process is to acquire real assets 
from loans lent from the that was money cre-
ated. (as attila József put it: “Don’t let them, 
old man, don’t put yourself in the hands of the 
trader, who sells clouds from the sky to buy plots 
on the earth.”) hudson’s idea may be called a 
mere conspiracy theory, but we have to admit 
that it is one based on evidence. (Memories of 
hungarian banking supervision come to the 
surface again: debtors complaining about the 
excessive levels of collateralisation demanded 
by banks after the change of regime, which 
did not allow the provision of collateral for 
further loans needed for modernisation, re-
sulting in the bankruptcy of the enterprise. as 
for the bank, well, they got the collateral... The 
consolidation of banks also comes to mind. at 
that time, bad debts, together with their col-
lateral, were sold for pennies on the dollar (or 
rather, fillérs on the forint), thus enabling a 
lot of entrepreneurs close to banks to obtain 
capital at very low prices.)

(it should be noted that, despite the fact 
that commercial banks create money by lend-
ing, which poses high risks owing to the in-
crease in debts, the biggest problems of the 
modern economy are caused by the activity of 
shadow banks, which are even less regulated 
than commercial banks. The main reasons 
for the 2008 economic crisis, which began in 
america, were rooted in the financial sector as 
a whole, and the poor regulation of financial 
institutions.

according to hudson, the ideologists of 
the free market believe that, based on self-cor-
rection mechanisms, no debt relief is needed 
under any circumstances. as hudson is an 
expert of ancient economic studies recognised 
by harvard University, his statements based 

on documents and archaeological finds from 
babylon and the old Testament are very inter-
esting: “Debt reliefs occur regularly and cyclically 
in history.” The aim of debt relief is to avoid the 
permanent division of society! assets should 
not be permanently polarised. Certain layers 
of society should not remain in debt bondage 
for their entire lives. peace requires a strong 
middle class, but the existence of ostentatious 
fortunes in contrast with the misery of the 
masses creates serious tensions, and the end of 
peace. it is also very interesting how the author 
quotes Socrates. according to the ancient phi-
losopher, the “Debtor, pay!” principle cannot 
always be followed, as social conditions should 
be taken into account, as well. 

(The idea above explains Socrates’s hard life 
to some extent. The members of the greek ar-
istocracy, who acted as lenders, were obviously 
strongly against Socrates’s“tenets misleading the 
youth”.)

hudson believes that strict insistence on 
the repayment of accumulated debt with com-
pound interest is a very significant problem is 
today’s global economy. he mentioned greece 
as an example. in accordance with the interests 
of the lending banks, the eU forced greece to 
privatise its state property and reduce wages 
and pensions. however, this practise fails to 
allow the country to restore its struggling 
economy. other Mediterranean countries face 
similar problems, as well.

There was also a serious debate on debt re-
lief in hungary a long time ago. The forced 
repayment of hungarian debt, as well as the 
use of revenues from privatisation for this pur-
pose arguably illustrate the loss of the coun-
try’s wealth. of course, nobody forced us to 
accept loans under the socialist regime, but 
the lenders of the time certainly failed to thor-
oughly examine the creditworthiness of the 
socialist countries. They believed that the po-
litical power would enforce the repayment of 
such debts from the inhabitants at any price. 
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(See the example of the Ceausescu regime in 
romania). perhaps they believed that the So-
viet Union would guarantee the repayment 
of its satellites’ debt. although the aforemen-
tioned loans were risky, there were no conse-
quences for the lenders. lenders tend to be 
not liable for anything. Not much debt relief 
takes place. The lenders followed the “Pacta 
sunt servanda” principle. (The debt reduction 
in poland, forced by the political power of the 
american-polish lobby was an exception.) 

on the other hand, changes of regime 
caused transition crises in all former social-
ist countries, bringing about severe economic 
downturn. liberalism, the prevalent ideology 
replacing socialism, and foreign debts also 
contributed to this situation. hudson demon-
strates how modern fundamentalist capitalism 
has swept through the whole eastern euro-
pean region. as he used to be a visiting pro-
fessor at the University of riga, he illustrates 
the events with an example from lithuania. 
(he even mentions hungary in a single sen-
tence.) he points out that lithuania was not 
in debt after 1990, but it has since become in-
debted. Similarly to other socialist countries, 
it had to struggle with a lack of free capital. 
First, banks from Northern european coun-
tries appeared in lithuania, offering credit 
denominated in foreign currency. The inhab-
itants were delighted to take out loans. and 
the banks just kept on lending... as the author 
notes, the supervisory authorities represented 
the interests of foreign banks instead of those 
of the populace. (This attitude was certainly 
in compliance with the law, but we must ask: 
who, then, will represent the interests of 
the populace?) For example, the lithuanian 
parliament passed a law according to which 
relatives, even aunts, uncles, were obliged to 
guarantee the repayment of housing loans! in 
the United States, apart from hudson, several 
other economists (Stiglitz, Reich) argue for the 
public interest, complaining that economic 

policy left the populace in trouble, while us-
ing state resources to save the banks. (based 
on the above, it is worth taking another look 
at our government’s efforts to save debtors 
in foreign currency!) especially at the start 
of the crisis, the state also took out loans to 
be paid back from the state’s own resources. 
State property has been wasted, mostly sold to 
foreigners. Meanwhile, residents of the coun-
try have been forced into debt slavery. at the 
same time, many western european experts, 
such as Anders Ashlund, mention the baltic 
countries as positive examples for “great crisis 
management” in many of their publications. 
however, hudson is of a different opinion. 
as he puts it, how can we talk about success 
when 20% of the population ended up emi-
grating? (There is a lithuanian joke about the 
situation: “The last passenger at the airport in 
Riga should switch off the light.”) it is easy to 
improve the per capita gDp if we keep de-
creasing the denominator... This kind of ap-
proach cannot be called reasonable economic 
policy or the “restoration of balance”!

The author’s statements on the teaching of 
economics are worth noting as well. as he put 
it, in spite of being enchanted by economics 
(he gave up his studies in history and music 
to become an economist), officially, he does 
not teach too much about the most important 
socio-economic issues. information related to 
debt is missing from almost all curricula at 
universities. almost all information related to 
the history of economic theory has also been 
removed from the teaching materials. in hun-
garian higher education, the situation is very 
similar. at the leading university of econom-
ics of the country, the history of economic 
theory has been a mere optional subject for 
more than a decade. academic progress can 
only be achieved by publishing in leading 
economic journals, but they are, in a way, 
censored by mainstream editors. it is as if the 
experts served a specific ideology, without ac-
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knowledging that based on economic history 
and the history of economic theory, there have 
previously been different principles and prac-
tices from the current unrestricted free mar-
ket. in addition, economic history also shows 
that excessive limitation of state regulation 
and increasing income stratification have in-
variably led to crises. The leading position of 
the world’s strongest economies is due to the 
fact that initially, they applied protectionist 
policies to strengthen economic operators and 
prepare them for the competition. Today, thus 
bolstered, they can now allow competition in 
a free market (see: Hamilton’s economic policy 
in the USa in the 19th century).

according to hudson, we have to return to 
our roots! back to the classical approach that 

turned against monopolies, and served real 
free competition. Focusing on the public in-
terest, today’s political systems should regulate 
legally established monopolies very strictly. 
but how can this be achieved, when the mo-
nopolists, principally leaders from the finan-
cial sector, are taking control over legislation 
in america? becoming fed up with campaign 
slogans, masses are becoming totally apoliti-
cal, accepting the greedy behaviour of modern 
monopolies. of course, it is possible that this 
situation will not last forever. it would be nice 
to pre-empt that moment, and bring theory 
closer to practice. including, of course, the 
way that theory is taught. 
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