The Concept of Regulation as I nstitutional Counter Movement in Polanyi:

Some Reflections on the Current Crisis

Ismail SEYREK

Hitit University
Department of Economics
ismailseyrek@yahoo.com
Corum/Turkey

Abstract
This paper deals with the concept of regulatioinastutional counter movement in Polanyi. The pagaims
that both regulation and market have been coopgratigether in the history of capitalism and thpitedist
system is not self-regulating one as the liberabidgy claims. In fact, it is inherently open tasis. For this
reason, the paper argues that our modern econore&s some degree of regulation in order to baldnee
negative effects of uncontrolled market forces.
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1- Introduction

As the world has been living an unprecedented kinfihancial and economic crisis
at the moment, both academic and policy entitiegehaeen trying to uncover the
dynamics of the crisis. This papers aims to usamdk concepts in identifying the
determinants of the current crisis in general aral lanking crisis in particular. The
current crisis has started in USA subprime housiagket and has outspreaded to the
world especially to the European area. The crias teen both economic and financial

ones though it has social and political sides irstnod the countries especially in USA



and the European Community. Our paper, aims tosfamuthe banking sides of the
crisis in terms of regulation and supervision. Timeanings of the concepts of
‘regulation and control’ used by Polanyi have a npiing starting points for
understanding and theorizing the current bankingiscrin addition the concepts of
regulation and control with respect to the disaussi in Polanyi's Great
Transformation, the roles and the place of regutatakes an important standing point

in handling banking issues.

Before getting into the concepts of regulation awahtrol in Polanyi's Great
Transformation, it is useful to introduce main thes of regulation and supervision
with respect to our modern market economy. Econoragulation is an important
instrument in market economies. It does not meartdtal governance of the economy
as a whole, but to exercise of some influence oadivity that is different from total
control. As direct state ownerships decline, thenemics of regulation becomes very

important both in academic and policy areas (Rici2806:34).

There are various theories of regulation dependmgleological backgrounds of the
different schools of thought. For the far rightisitsaid that regulation is an unpleasant
word which represents the heavy hand of authoaitagovernments and the creeping
body of rules that constrain human or nationalrtibs. For the old left, it is said that
the concept of regulation is a part of superstmectinat serves the interest of the
dominant class and power relations in seemingljliodd forms. For democrats, it is
argued that regulation is public good, a tool tatoal profit-hungry capitalists and to

govern social and ecological risks (Levi-Faur, 21

Broadly speaking, there have been five differeougs of regulation theories: The
first one is public interest theory which justifitee regulation as a way of preserving
the benefits of common public. The second one eeathas capture theory. The third
one is the theory of special interest which putsvésd a special interest within the
society for regulation. The fourth and the last orewe money for nothing and

boutleggers and Baptists theories respectivelyi¢Eaur, 2011:25).

The rest of the paper is organizes as the followthg next main section retells

Polanyi’s crisis theory in relation to economic teys as well as money, banking and
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regulation and control. The following one introdsdbe current banking crisis. The
third main section updates the views of Polanyodigh secondary literature about the

issue at hand. The paper ends with a brief corarusi
2-  Economic and Financial Crisisin Great Transformation

According to Polanyi, the main critical problem abdhe capitalist self-regulating
market economy is that its economy is based onrrselfest (Polanyi, 1994:249). Bra
explains that none of the basic human motivatisngcionomic in nature. Because the
liberal self regulation market ideology takes thH# mterest one and only motivation for
the explanation of economic individual this is caxictory with the real nature of
human which is determined by social and politica well as psychological
backgrounds. The self regulating market is a systernhdirects all economic activities
of human towards the self regulating markets bpa@hg them from the control of the
society (Polanyi, 2000:19). Based on this falseaumggion of self-interest, the self-
regulating economy creates three fictitious commmeslias labor, land and money.
These commodities destroy the natural relationeumhan with land and society. The
main reason for the capitalist crisis is the exiséeof inconsistency between markets

system and human societies (Polanyi, 2000:11).

In his Great Transformation, Polanyi gives the dyita history of the market
economy right from the earlier evolution of the italgst system from mercantilism to
the premature state of the market system in the 18 century. It was said that
‘[F]rom the 16" century onwards markets were both numerous andritapt. Under
the mercantile system they became, in effect, a as@micern of government, yet there
was still no sign of the coming control of marketithe human society. On the
contrary, regulation and regimentation were strictean ever; the very idea of a self
regulating market was absen{Polanyi, 1944:55). As we know from Polanyi's
writings, once the market is organized as a sepanatitution, it is allowed to function
according to its own rules. This is, with the sagirof Polanyi, assertion thatmarket

economy can function only in a market soc{@ylanyi, 1944:57).

There are three main phases in which regulatidres péace different forms. The first

one is during the pre capitalist period in whiclstouns and wage were regulated in
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order to give the markets way to flourish. The secphase is the mercantilist era in
which prevention of natural monopolies took placestly. The last phase was the late
18" century in which the regulation became the centrahe establishment of a market
society. This last stage marks radically alterddtiens between economy and society.
Labor, land and money became commodified. The mad@ety is characterized by a
belief in self regulating capacity of markets thbugegulation is central to its

functioning (Lange, 2012:4).

According to Polanyi,regulation and markets grew up together in this ggha
(Polanyi, 1944:68). Intervening into the markejuist to safeguard the functioning of it
under the given conditions (Polanyi, 1944:66). wedwer,a market economyin its
original senseis an economic system which is controlled, regdiaad directed by
market alone; and order in the production and disition of goods is entrusted to the
self-regulating mechanis®olanyi, 1944:68). In this case, interventionlievaed only
to ensure the self-regulation of the market by tongaconditions just to make the

market organize itself by own its own (Polanyi, 1%9).

However, in real life other than the ideology off-segulating market supposed to be
existed due to nature of the homo economicus thasebeen a double movement in the
society in general. On one side we have the dexsdops of the self regulating market,
and on the other side we have the reactions cddhety and some classes against self-
regulating market in terms of opposition throughmsoinstitutional responses or
protections against the market such as the Spedahdrfaw and practice in England
(Polanyi, 1944:130). This opposition against theketis because of that devastating
market forces are believed to allow a permanerittevemerge in the society (Polanyi,
1944:129). Polanyi clearly explains thidite countermove consisted in checking the
action of the market in respect to the factorsroidpiction, labor and landThis issaid

to be the main function of the interventionigfolanyi, 1944:131).

It was argued thatince the working of markets of labor, land and eyothreatens to
destroy the society, the self-preserving actiothef community was meant to prevent
their establishment or to interfere with their frRmctioning once establishg&olanyi,
1994:201). Within this context, Polanyi introducesious justification and examples

for intervening and regulating the market mechanigwwcording to Polanyi, one for

4



example is that regulations are justified just afeguard the natural characteristics of
labor as human against alleged commodity of lalBwlanyi, 1994:177). Another
example is that justification for the interventisrthe unrestricted working nature of the
market mechanism which may destroy capitalist ssas. According to Polanyi,
modern central bank is a device which was develdpedhe purpose of protecting
economic agents’ right from the negative behavioisthe self regulating markets
(Polanyi, 1994:192). In fact, because the gold rgosystem does not adjust to the
needs of market economy, the market created thenfimey as an effective innovation
in the market economy because no market economypassble without the medium
of such artificial money (Polanyi, 1994:193). Howe\if there is no control on that, the
price instability would devastate the whole econoiftyis uncontrolled state of money
calls the protection of that modern central ban& the system as a regulator as well as

supervisor of the money market.

According the Polanyi general crisis in the cajstasystem originate through the
strains and stresses which the forces of marketshenprotective movements forced by
the social movements put create. Polanyi argues ithdisintegrated as a results of
entirely different set of cause; the measures whattiety adopted in order to not to be,
in its turn annihilated by the action of the s@ulating market. The conflict between
the market and the elements requirements of annime social life provided the
contrary with its dynamics and produced the typs&tedins and stress which ultimately
destroyed the society (Polanyi, 1944:249). Althougblanyi does not explain the
dynamics of the crisis in detail the main reasanitfes the self interest based economic
system which disembedded the human from his/héalsoantext.

Apart from the general crisis Polanyi argues thabkdowns happens very quickly
in monetary issues as every part of people regatilesmoney as the supreme need of
the human society. He gives detailed examplesahftial and banking problems which

the 19" century economies had faced (Polany, 1944:23,24).

3- Current Banking Crisis

The current banking crisis started in the US haysirarket and outspreaded to the

world quickly. The problem was that credits givem hiousing sectors have been
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securitized in the regional regulated and supetMmmnking sectors, and then, they have
been sold to other financial institutions which wemot efficiently regulated and
supervised by the public authorities. Another peablwas that these credits and loans
are not backed by the whole assets of consumersniiteed to the collateral taken for

the credits as security.

The matter of loans which have created crisis en W% housing market have been
very large and let to the bankrupts of various lsaakd firm in the financial sectors.
This has created very sharp drop in confidencdignodlity in the overall markets. As a
result, investment rates, and thus, rates of grdwatike been dramatically affected by the
turmoil in the markets. These outspreaded quicklyasound the world, especially
European countries and markets devastating ecorgnmieth rates and employments as

well as creating unprecedented liquidity needso#t irms and sovereign state levels.

As a response to all these the Fed, and latertbar oentral banks moved quickly in
decreasing basic lending interest rates, and thpmmexr up windows of borrowing
channels to banking sectors as well as other finhistitutions by increasing funds
which are not conventional during the normal timesother words, the central banks
have been taking necessary measurements in orgeovale necessary liquidity and
confidence to financial market and investors armhemies in general. It is argued that
very low level of interest rates in the internaibmarket created excess demand for
funds and let to huge bubbles in regulated and persised markets as in subprime
housing market in the USA (Moessnor and Allen, 223)

Furthermore, it is argued that main reasons far thisis are failures of legal and
regulatory institutions as well as political on€&strop et al, 2009). HC(2009) argues
that failings of corporate governance, renumeratpmactices which encouraged
excessive risk taking, the failure of institutios&lareholders to scrutinize the decisions
of boards, credit rating agencies, accountantsaaitors are all together responsible
for the current banking crisis. In fact, it is pis to uncover all these multidimensional
causes behind various individual cases which makalliogether the global crisis now.
At macroeconomic level, Brundel-Wignall et al(20D&) argues that the current
financial crisis was caused by global macro ligqigiolicies and the poor regulatory

framework with off balance sheet activities of bandknd financial institutions. In
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addition to these, FS (2009:121) emphasizes tradeoeacy of capital and liquidity and
unregulated segments of the financial sectors. éawnd Valanci (2012:26) adds to
these excessive liquidity with housing prices bebblvery large current account and
fiscal account deficits in macroeconomic terms wedk regulations and supervision in
microeconomic terms. In addition it is argued tiiv@ncial goods which were produced
as results of industrial innovations could not taketo account quickly for risk

management (Lauven and Valanci, 2012:27). Lastigsér (2012:11) claims that the
reason for the current crisis is the lack of effiti national and global financial

regulatory and supervisory agencies.

It is said thatthe paradigm that financial markets are efficierashproved the
intellectual back ground for the deregulation ot tbanking sector since the 1980,
allowing universal banks to be fully involved indhcial markets, and investment banks
to become involved in traditional bankingowever, it is argued that financial markets
are not efficient due to overwhelming evidence (®re, 2008:1). Although there are
some regulatory and supervisory activities in baglgector, it is not enough because it
is argued that matter for universal banks areritdi which associated with bubbles and
crashes. These risks are not quantifiable. Forr&@son, banking sector must be return
to its narrow banking type which is a model thateged after the previous large scale
banking crisis of the Great Depression in 1930swvéier, it was discarded during the
1980s and 1990s under the influence of the efficimarket paradigm (Grauwe,
2008:2).

The main reason for the current crisis is the degsions of the central banks from
1970s to now days. The financial system lost iteckhand balance system with
introduction of new classical policies especialgrebulations and further liberalization

of the financial systems (Ozgiir and Ozel, 2010:1-2)

It was argued that the current economic crisis khbe foundations of free market
ideology and dislocated the idea that market seffulation is inherently efficient.
Furthermore, it is claimed that depression of 1986,small scale crisis that mediated
and the current crisis indicate that when functigniwithout appropriate regulations,
markets tends toward excess behaviors. This aallstate interventions and regulations
((Athina, 2010:11). It has been known that neatlystates in the world started to
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intervene into banking and financial sectors thtoagpropriate tools at hands including
most liberal countries as USA and UK (Athina, 201):

4-  Updating Polanyi

It is strongly argued than the rise of the market economy in the Westradhad to
the free market was open and kept open by enorimotesase in continuous, centrally
organized, and controlled interventionisraccording to Karl Polanyi. In fact,
administrators had to watch continuously in oraeensure the free functioning of the
market economy (Nee, 2002:2). In fact, it is furtlsaid that in Polanyi's view the
unregulated market threatened to destroy the soaret efforts to protect society from
its ravages necessitated sustained regulatoryvarigons by the liberal state in the
process of which the state incrementally construthe institutional framework of the
free market. According to him, ~free market couler have come into being merely
by allowing things to take their course’ (Polary944:139)(Nee, 2002:3).

It was argued that a market economy requires adiraors to ensure the free
working of the market economy by constantly watghihe economy. Now days it is
argued that Chine has been trying to regulatedtemy by creating a bureaucracy
which has close links with market institutions (Ratts, 2006:35). In fact, it is argued
that a competition process is regulated competitiaie extent that its ends and means
are oriented to an order which is mostly designgdjdvernment or public authorities
(Weber, 1947:132).

If the market is embedded in social institutionsert they cannot destroy social
aspects of human life. This is the main reason Wwks/thought that free market forces
should be socially and politically regulated anchteolled so that social protections is
ensured (Athina, 2010:1). It is said tltcording to Polanyi, all parts of social whole
are structurally related and hence there is no gengeterminancy of any aspect; for
Polanyi, all human behavior is socially shaped a®fined, whether a person is trying
to make money or achieve inner peace, the sourfcte @ction is in a set of socially
related definitions that makes one or other gogbear rational or desirablgAthina,

2010:2). It is further argued that liberal economhich focuses on deregulation and
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home economicus, is diametrically opposite to Pglarsocial and cultural approach to

economics, which rests on the concept of embeddsdngberal ideology separates
economy from the societal context of human. Thismapt is based on the idea that
there is only one type of human nature in the wbdth now and in the history (Athina,

2010:4).

With the popularization of new classical theorytthan the academic and policy
areas deregulation and light touch regulation effthancial system have been the key
ideas since the 1980s and early 1990s. There arenian assumptions with regard to
this school: The first one is that markets are gtwim equilibrium and they always
clear; the second one is rationality assumptioncivig related directly with the self-
interest of rational homo economicus. Later onh&srarkets show that there has not
been equilibrium at all times it was accepted thanhds off approach towards the
banking industry and that the credit crunch wetallpwrong. This was accepted by
Greenspan in one of his speech in the Congressionamittee (Athina, 2010:2).

According to Ebner (2010:4), Polanyi claims thdt edonomic system, with the
exception of the market system, submerge the ecpnorsocial relationships, framed
by non economic institutions. For this reason,asvgaid that Stiglitz refers to not only
Keynes but also to Polanyi by claiming that a newadigm for development policy
needed to account for social capital, education anskrict regulation of financial
markets as a means of achieving social cohereneeanomic growth. Market making
and market constraining initiatives are requiredoitler to stabilize our modern
financial system (Ebner, 2010:24).

It is argued thathe current recession and financial crises contita manifestation
of market failure and that the role of governmesttd mitigate the undesirable
consequences of market activity through regulatian, appropriate fiscal policy
instruments without losing the benefits of competieconomyAikis, 2009:3). In fact,

market exchange and regulation co evolve (EbndrQ) ).

It was argued that the current banking crisis isutfint to be rooted in the neo
classical policies without appropriate adjustmerit tbe regulatory framework,

inefficient regulatory authorities and the failui@ learn from the past. The history
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shows that both government and market are needodioreconomies to produce

necessary outcome efficiently (Ebner, 2010:17).

It is argued that there is an internal inconsisfenithin the self-regulation markets
in extent that although capital market relationsped®l on certain institutional
arrangements, but natural development of markeefodeteriorates these institutional
arrangements such that even the capitalist busitsed had to be protected from the
unrestricted working of the markets (Ozgur and ©2@10:1).

According to double movement theory, while the piplte of liberal economic
ideology or believe try to establish as self regjota market, the principle of social
protection inherited in different sections of thaciety aims to preserve the nature of
man and land as well as productive organizatiohes& protections can be carried out
in the forms of protective legislations, restrietimssociations, and other instruments of
interventions. The protective side of the doublevement has got institutional

dimension, class and ideological dimensions (Oagiar Ozel, 2010:2-3).

With the Great Depression in 1929 the banking fives regulated heavily to give a
narrow area of scope to the industry in order ®ues the stability of banking industry.
This legacy of Great Depression on the commeraalking industry continued until
1970s. In addition, the legacy of the Great Depoes¢et to the reconstruction of
international financial system by setting up IMFiaternational supervisory agency of
the world economy and the World Bank as assistafce countries in need.
Furthermore, Keynesian economic theory added uprificat justification for
intervening states of economies when they are uadgloyment. However, with the
difficulties lived in the beginning of the 1970sethdea of self regulating market
mechanism became popular against the interventigtégnesian economic policies.
Since then the self regulating market mechanism r&ewl classical economics ideas
have been dominating world economic systems. Titmgdht massive deregulations and
liberalization all around the world and world firaal markets (Ozgur and Ozel,
2010:21).

Now and the crisis which we have being living irsisongly argued to be created by

the self destructive power of the self regulatingrket system as Polanyi implies in the
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Great Transformation. These events which we hasenbfacing reveal only the

institutional dimension of double movement in termh$olanyi.

For Polanyi the regulatory countermovement is dypae response to the
disembedding of economic out of social relationshiBroadly speaking Polanyi's
concept of regulation is quite wide in terms of emge. It contains firstly the
regulatory force of social norms, and secondly,itipal and legal institutions for
regulating economic activities such as trade unioestral banks and monetary policy
authorities as well as commercial and competitaams! (Lange, 2012:2). Regulation and
regulatory agencies are definitely a part of doublevement in according to Polanyi
and they arise at the time in history when econoautivities become increasingly
coordinated through markets. In addition, regufetiboth enable and restrain economic
activity depending on the direction of regulations.

According to Polanyi, human being should use thstruments of democratic
governance in order to control and direct the eoondo meet our individual and
collective needs (Block, 2001).
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5-  Conclusion

This paper aimed to utilize the Polanyi’'s concdptegulation in order to look at the
current crisis with a different perspective. Itlear that, according to Polanyi, capitalist
system is inherently exposed to crisis becauseelbfirterest based economic system
which cuts the social and political context of hunty concentrating only on economic

self interest motivation.

On the other hand, we have seen that both regolatimd market have been
cooperating together in the history of capitaliSomething is clear that that capitalist
system is not self regulating one as the liberabldgy claims. In fact, it is inherently
open to crisis. For this reason our modern ecor®meed some degree of regulation in

order to balance the negative effects of uncomttotharket forces.
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