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1

1
Introduction
Philip Arestis, Rogério 

Recent economic events have had a profound impact on the global 
economy. According to the World Bank Economic Outlook published 
in April 2010, the major advanced economies experienced a fall of 
3.2 per cent of GDP in 2009 and are expected to record a moderate 
growth of 2.3 per cent in 2010. The impact of the crisis was stronger 
in Japan and euro area than in the United States, the centre of the 
financial crisis. Indeed, the US economy experienced a decline of 
2.4 per cent in GDP compared to a 4.1 per cent fall in GDP in the euro 
area and 5.2 per cent in Japan. The United Kingdom is also projected to 
experience a huge fall of 4.9 per cent of GDP in 2010.

These numbers are in sharp contrast to those observed in developing 
countries. For instance, the Newly Industrialized Asian Economies 
(Korea, Taiwan, Hong Kong and Singapore) had a fall of only 0.9 per cent 
of GDP in 2009. For the rest of Asia, the numbers are even better. In the 
case of China and India, GDP growth of 6.6 per cent was recorded in 
2009, and in 2010 the growth in GDP is expected to be 8.7 per cent. 
The ASEAN-5 (Indonesia, Thailand, Philippines, Malaysia and Vietnam) 
experienced only modest growth of 1.7 per cent in 2009, but is expected 
to have robust growth of 5.4 per cent in 2010. Even in Latin America the 
impact of the crisis will be weaker than has been the case in developed 
countries: South America and Mexico experienced a fall of only GDP 
1.9 per cent in 2009. For 2010, this region is projected to achieve robust 
GDP growth of 4.1 per cent.

During the recent crisis the economic performance of developing 
countries has been rather curious. In fact, just one decade earlier, the 
East Asian Crisis had shown the fragility of the ‘Asian Model’ of growth 
compared to the ‘Western Model’ of capitalism. In 1994–95, the Mexico 
Crisis had a huge impact on some important Latin American economies, 
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2 Assessing the Global Impact of the Crisis

including Brazil. For a long time Latin America has been considered a 
region characterised by balance of payments crises, capital flight and 
high rates of inflation. But now things have changed. The 2008 financial 
crisis had hit the heart of capitalism, but the effects were much weaker 
at the ‘periphery’ of the capitalist system than in its centre. The relevant 
question is why.

One possible answer is that developing countries have learned 
from previous crises and have adopted policies that help to reduce 
their external fragility. Indeed, as can be seen in Table 1.1, developing 
countries recorded strong current account surpluses in 2007, one 
year before the crisis. This situation did not change significantly in 
2008 and 2009. Why would being a capital-exporting country help 
to isolate the economy from the effects of a financial crisis abroad? 
The answer to this question is that current account surpluses are, in 
general, associated with a substantial accumulation of foreign reserves. 
This is especially important in avoiding a capital flight from a country 
in the face of a fall in exports and in foreign direct investment during 
an external crisis. Capital flight can have disruptive effects over a 
developing economy since it can produce a huge and sudden devaluation 
of nominal exchange rate. In general, this can have negative effects 
over the real output of these countries, essentially as a result of the fact 
that a significant share of liabilities of private agents and government 
are expressed in foreign currency, while their assets are denominated 
principally in domestic currency.

Another problem that can arise as a result of capital flight is an 
increase in the domestic rate of interest in an attempt by the Central 

Table 1.1 Current account surplus as a share of GDP (selected countries, 
2007–2009)

2007 2008 2009

United States –5.2 –4.9 –2.9
Euro area 0.3 –0.7 –0.6
Japan 4.8 3.2 2.8
United Kingdom –2.7 –1.7 –1.3
Newly Industrialized Asian 
Countries

5.7 4.4 8.9

China and India 7.0 5.9 4.1
ASEAN-5 4.9 2.6 5.1
South America 
and Mexico

0.7 –0.3 –0.3

Source: IMF (2010).
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Philip Arestis, Rogério  3

Bank to avoid a substantial devaluation in the domestic currency. In this 
case, monetary policy will be used as a device to achieve an external 
balance, but its effect over the domestic economy will be to internalize 
the contraction of output occurring abroad by means of a reduction of 
domestic demand through interest rate increases. If the fiscal position 
of the country affected by a capital flight was not good before the crisis 
(for example, the country had a high public debt as a ratio to GDP), the 
increase in interest rate by the Central Bank would force the Treasury 
to reduce government expenditures in order to achieve or increase a 
primary surplus. This would be required to restore the ‘confidence’ of 
the financial system in the ability of the government to pay its debt. The 
combination of a monetary contraction with a fiscal contraction would 
produce a huge fall in domestic demand at the same time that external 
demand is falling as a result of the external crisis. The combined result 
of domestic and external demand contraction would be a huge fall in 
GDP, which will be higher than the one observed in developed economies. 
This is so since for the latter, fiscal and monetary policies would be 
conducted in order to reduce the output loss caused by the financial 
crisis instead of attempting to avoid a capital flight.

This reasoning shows that a current account surplus and the accu-
mulation of foreign reserves are important for developing countries 
because they allow them to conduct anti-cyclical policies in the face of a 
financial crisis in developed countries. Stabilization of output is important 
for a robust growth in the long term due to its effects over capitalist 
animal spirits. Developed countries, then, should never pursue a growth 
strategy based solely on the accumulation of ‘foreign savings’. This book 
presents, therefore, an extensive and widespread analysis of the crisis as 
it impacted on both developed and developing countries. It will show 
that the impact of this crisis is far from being homogenous in both the 
developed and the developing world. The most intriguing aspect of this 
crisis is the fact that the crisis had less of an impact on those economies 
responsible for the generation of the ‘global savings glut’, and more on 
those economies that are more dependent on foreign capital inflows. 
In connection with this aspect, the book also addresses the question of 
why this crisis has been so limited in magnitude and of such relatively 
short duration. Finally, it is shown that financial liberalisation alone 
cannot provide a full explanation of the crisis. It is necessary to take a 
good look at the size of the global financial sector and also to its related 
redistributive impact. Thus, one of the main lessons that can be learned 
from this volume is a profound need to implement policies that can 
guarantee financial stability.
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4 Assessing the Global Impact of the Crisis

In chapter 2 Philip Arestis and Elias Karakitsos continue the dis-
cussion by considering the origins of the current crisis along with policy 
implications. They concentrate on the US experience but also comment 
on the experiences in other countries. The focus of this chapter is on 
the emphasis attributed to the ‘efficient market hypothesis’ that all 
unfettered markets clear continously thereby making disequilibria, 
such as bubbles, highly unlikely. Indeed in this view, economic policy 
designed to eliminate bubbles would lead to ‘financial repression’, a 
very bad outcome in this view. Since the early 1970s when governments 
attempted and succeeded in implementing financial liberalisation initia-
tives, especially in the US and the UK, the focus has been on creating 
markets completely free from any policy interference. This is based on 
the belief that liberalised financial markets are very innovative, and 
sure enough they were. The experience with financial liberalisation is 
that it caused a number of deep financial crises and problems that were 
unprecedented in terms of their depth and frequency. However, most 
important for the purposes of this chapter, it was the US experience of 
financial liberalisation that is most telling in terms of the causes of the 
current crisis. Financial liberalisation alone cannot provide a full expla-
nation of the crisis. The size of the financial sector is also of relevance. 
In this respect, it is important to note the enormous redistribution that 
had taken place in the countries at the centre of the crisis. For it was the 
case that a significant redistribution from wage earners to the financial 
sector had materialised prior to August 2007. Over the period prior to the 
‘Great Recession’ and after the intense period of financial liberalisation, 
especially in the US, great strides were seen in terms of the development 
and extension of new forms of securitisation and the use of derivatives. 
This was a practice which led to the growth of collateralised debt instru-
ments, especially in particular, in the form of collateralised mortgages. 
This financial architecture, along with the redistribution and the financial 
liberalisation alluded to above, were the main causes of the crisis. But 
there were, the chapter argues, contributory factors. Two of them are 
emphasized: the international imbalances, resulting principally from 
the growth of the Chinese economy, and the monetary policy pursued by 
countries over the period leading to the crisis. The chapter also discusses 
the clear policy implications that emanate from the crisis. It is concluded 
that one important policy that has not been addressed properly in 
recent discussions is that of financial stability.

Ajit Singh and Ann Zammit, in chapter 3, address the following main 
analytical questions concerning the global impact of the financial crisis: 
why has its impact been so limited in magnitude and of such relatively 
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short duration. The world economy was hit by unprecedented shocks 
in the period leading up to the crisis. The financial system was the 
biggest casualty and seemed to be on the verge of a meltdown. This 
was due to the fall of the Lehman Brothers, to the dangerously high 
debt–equity ratio of the leading players in the financial market, and to 
the credit crunch indication that the banks were mutually suspicious. 
The securiti sation of the subprime mortgage loans, together with financial 
globalisation, led to the worldwide financial crisis. In view of the uncer-
tainty concerning the contamination caused by subprime mortgages 
in the securitised assets of most major financial institutions, the market 
value was no longer an accurate guide to asset prices. Individually and 
collectively, these shocks to the global economy were both quantitatively 
huge and qualitatively unprecedented. It was for these reasons that 
many students of the world economy expected the impact of the 2008 
financial crisis to be quite severe, approaching the levels of the Great 
Depression of 1929. However, fortunately for the world economy this 
kind of outcome has not occurred to date. The highest recorded fall 
in advanced countries’ GDP growth for a 12-month period during the 
Great Depression was 30 per cent in the US. Most countries rich and 
poor have escaped such catastrophic contractions in GDP; this is not 
an accident, since there are a number of positive long-term structural 
factors at work in the world economy, which have not been given 
adequate attention by commentators either at the time of the crisis or 
subsequently. These factors are: (a) the highly positive role of emerg-
ing countries in the world economy; (b) the unexpected co-operation 
between countries, which has taken place during this crisis and which 
stands in striking contrast to the ‘beggar your neighbour’ policies 
followed by nation-states in the 1930s; and (c) the political economy 
of the governance of the crisis which has meant that there has been 
coherence at the top level in the formulation and execution of economic 
policy. Despite the progress made so far (for example, saving the 
financial system from a meltdown) the world economy is still not out 
of the woods. The challenge is to create a new financial system, which 
maintains the dynamism of the old system while protecting the world 
economy from frequent bubbles, often caused by unwarranted euphoria 
or undeserved pessimism.

In chapter 4, Howard Stein argues that, in 2007, the IMF faced a ‘crisis 
of identity’ and huge cutbacks in spending. Lending from its General 
Resource Account (GRA), its major source of income, fell by an unprece-
dented 91 per cent from its peak in 2003 to a mere $6 billion – a level not 
seen since the 1970s. Similarly the International Bank for Reconstruction 
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6 Assessing the Global Impact of the Crisis

and Development (IBRD) saw its loans plummet by 40 per cent. In both 
cases middle-income countries were able to secure alternative sources of 
financing without any neoliberal baggage. This, many argued, helped 
to contribute to the global economic crisis. Like a phoenix rising from 
the ashes, the current crisis has resurrected the World Bank and the 
IMF. The Fund, for example, lent nearly $55 billion alone to European 
countries between November and April 2009 and another $78 billion 
since the creation of its Flexible Credit Line in March 2009. At the G20 
meeting in early April 2009, the IMF received authority to triple its 
lending capacity to $750 billion and to expand its SDR allocation by 
an additional $250 billion. China and some other countries have gone 
further and talked of creating a new global currency based on SDRs 
administered by the Fund. At the same time, the IMF now claims that 
it has reformed its ways and made a greater commitment to regulation, 
counter-cyclical monetary and fiscal policy, social safety nets for the 
poor and moved towards ex ante from ex post conditionality. The chapter 
investigates these claims and whether the IMF and World Bank are part 
of the problem or the solution to the global economic crisis as it has 
affected developing countries.

In chapter 5 by Jonathan Perraton there is a discussion of the impact 
of the crisis in the euro area. In much comment the euro area has been 
perceived as being relatively insulated from the current crisis. Ireland 
and Spain apart, the member countries of the euro area typically did not 
experience house price booms comparable to those observed in the US 
and the UK. Indeed, the member countries financial systems were less 
Anglo-Saxon in character and were therefore assumed to be less vulner-
able to a financial crisis. Externally, the euro area is in broad balance, 
with Germany in surplus and most trade conducted within the area 
itself. The European Central Bank (ECB), in particular, has been keen 
to portray the euro area as an ‘innocent bystander’ affected by problems 
generated elsewhere. This chapter provides a critical evaluation of 
these claims, examines the evolution of imbalances in key economies 
and assesses the performance of the macroeconomic framework of 
the ECB and the Stability and Growth Pact in response to the crisis. 
After reviewing macroeconomic developments, the chapter argues 
that significant imbalances had emerged in euro-area economies, with 
Germany being a major contributor to global payments imbalances and 
asset price bubbles emerging elsewhere. This has created stresses within 
the zone that the current macroeconomic policy framework has 
struggled to ameliorate. The official emphasis on supply-side measures, 
particularly labour market flexibility, has not succeeded in improving 
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macroeconomic performance in the euro area. Indeed, wage increases 
running persistently below productivity growth in Germany and else-
where may have aggravated imbalances. The euro-area macroeconomic 
framework has been sorely tested in the current crisis. Indeed, it may 
have limited the ability of the euro area to ensure coordinated reflation 
and the moves to restore ‘business as usual’ in the euro area macro-
economic policy framework risk stifling any recovery.

The impact of the crisis over developing countries is analysed by Jesus 
Ferreiro and Felipe Serrano in chapter 6. Although for the mainstream 
economic theory, developing countries are net importers of foreign 
capital, recent experience shows that they have become net capital 
exporters. This change of behaviour has given rise to the phenomenon 
known as ‘global imbalance’, a combination of two main elements: the 
deficit in the US balance of payments and the surplus in the balance of 
payments of developing economies. However, this interpretation hides 
the fact that the surpluses in the balance of payments are generated in 
only a small number of economies – more precisely, in raw material 
exporter countries and in some emerging Asian economies. The rest 
of the developing countries continue to be net importers of capital 
resources, and, consequently, they depend for their development and 
growth on the inflow of foreign capital. The aim of this contribution is 
to analyse the impact of the current financial and economic crisis on 
developing countries. The authors pay special attention to the recent 
evolution of capital inflows in developing countries. This analysis 
will be made for the different ‘regions’ of developing countries. The 
idea is that the crisis is having a smaller effect on those economies 
responsible for the generation of the ‘global savings glut’, and more 
impact on those economies, like the countries of Eastern Europe or 
Latin America, that are more dependent on foreign capital inflows. 
The analysis focuses principally on two kinds of capital flows: foreign 
direct investment inflows, and capital inflows emanating from banks 
in developed economies.

In chapter 7, Özlem Onaran discusses the effects of the current global 
crisis on Western and Eastern Europe, and reviews the policy reaction to 
the crisis. The main thesis of the chapter is that the decline in the labour 
share across the globe has been a major factor leading to the current 
global crisis. The chapter argues that global imbalances should also be 
interpreted in connection with the distributional crisis. The debt-led 
consumption-based growth of the US economy was financed by the 
surpluses of countries like Germany in Europe in addition to Japan or 
developing countries like China and South Korea, and the oil-rich 
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8 Assessing the Global Impact of the Crisis

Middle Eastern countries. In Germany, current account surpluses and 
the consequent capital outflows to the US were made possible by wage 
moderation, which has suppressed domestic consumption and fuelled 
exports. Wage moderation in Germany created further imbalances within 
the West as well as between the East and the West. Thus, the high current 
account surpluses of the neo-mercantilists of the EU, i.e. Germany along 
with Austria, Netherlands, and Finland develop simultaneously with 
widening trade deficits in the other western EU countries like Spain, 
Greece, Portugal, Italy and Ireland. The low level of wages in Eastern 
Europe also did not save them from running high current account deficits 
thanks to the high level of imports from the inter national supplier 
networks of the European multinational companies as well as the high 
profits of these foreign investors (repatriated as well as reinvested). The 
fundamental problem of Eastern Europe was an excessive dependency on 
foreign capital flows in the absence of a development strategy backed by 
industrial policy, and as a typical consequence of this dependency a bust 
episode following the boom was an unavoidable outcome of reversals 
in capital flows. The mainstream policy reaction to the crisis has simply 
been efforts to return to the ‘business as usual’ strategy of neoliberalism. 
There is a clear unwillingness to address the distributional aspect of the 
origins of the crisis as well as the distribution of the burden of the costs 
of the crisis. The chapter concludes by discussing policy alternatives 
to this mainstream position.

In chapter 8 Nigel Allington and John McCombie reconsider the 
‘successes’ of the Transition Economies, including those that entered 
the European Union (EU) in 2004, following the fall of Communism in 
1989, namely the T8. It is now twenty years since the T8 became market 
economies and ten years since they entered the EU. Following the initial 
economic dislocation that occurred as these economies moved to a 
market economy, they experienced rapid growth until the 2007 crisis. 
The enhanced globalisation of capital flows, market liberalisation, and 
technology transfer that raised the levels of economic growth in the T8 
is shown to have generated a considerable degree of convergence since 
2004. The other transition economies in Central Asia had ten years 
of negative or slow growth until 2000 when their growth accelerated 
substantially. The T8 economies have now experienced a substantial 
economic collapse as an indirect result of the subprime crisis, whereas 
the other transition economies, with the exception of Kazakhstan, have 
not fared so badly. This chapter attempts to answer the question of 
whether for the T8 countries it is the transition process per se, or simply 
the transition economies that are in crisis. In other words, the question 
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arises as to whether the institutional framework put in place after the 
transition has ameliorated or exacerbated the impact of the financial 
crisis. The economic ties with Western European economies are shown to 
have increased the severity of the crisis in the region. Paradoxically, the 
lack of integration with the advanced countries seems to have shel-
tered the other transition economies. A comparison is made between 
the recent economic performance of the T8 and the other transition 
economies and a number of policy implications are drawn.

The implications of the current financial crisis for China are discussed 
by Shujie Yao and Jing Zhang in chapter 9. The ongoing world financial 
crisis, which began in the US in 2007, is the most serious since the East 
Asian crisis of the 1990s. This chapter examines the causes and con-
sequences of this crisis with a particular focus on its implications for 
China. Like the rest of the world, China has not escaped from the crisis 
as its trade and domestic production have been adversely dragged down 
by the economic recession in its key exporting economies, especially 
the US, the EU and Japan. However, China has not been hit as hard as 
its key competitors. While the key industrialised countries are suffering 
from massive economic shrinkage, China is still set to achieve a growth 
rate of 8 per cent in 2009. This crisis provides China with a ‘once in 
a century’ opportunity to achieve a much speedier economic conver-
gence with the world’s largest industrialized economies. It is expected 
to surpass Japan to become the second largest economy in the world by 
the end of 2010.1 The crisis is also the catalyst for a shift in world power 
from the West to the East, making China increasingly influential in 
world economic and political affairs. China will become one of the key 
countries in leading the entire world out of the current crisis. The crisis 
provides China with opportunities to take advantage of low commodity 
prices, to move up the technological ladder of production, to improve 
its infrastructure, and to reduce regional income inequality. At the same 
time, China has to learn lessons from the developed countries to avoid 
becoming the potential centre of future crisis because of globalisation.

The impact of the current financial crisis on the banking system 
in Brazil is analysed by Luiz Fernando de Paula and Rogério Sobreira 
in chapter 10. The authors argue that the current financial crisis hit 
the Brazilian economy through two financial channels. The first was 
the capital flight from the stock market and (some) reduction in the 
domestic supply of credit. This was caused by the international credit 
crunch that impacted on the Brazilian big commercial and investment 
banks, with effects on the supply of interbank credit to the small and 
medium-sized banks; and, as a consequence, on the ability of the 
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10 Assessing the Global Impact of the Crisis

banking system to serve their clients’ demand for credit. The second 
was the real channel – that is, the decrease in exports with impacts 
on the growth in GDP. Together with the adoption of counter-cyclical 
monetary and fiscal policies by the Brazilian government, the Brazilian 
banking sector remained sound in comparison to what happened in 
industrial countries. This soundness can be explained by some varied 
factors that include the still low development of the (mainly private) 
securities market, the banking regulation that prevented the develop-
ment of toxic assets and low levels of banking leverage. The combination 
of still high interest rates with public indexed (and very liquid) bonds 
also played an important role in explaining this soundness. These factors 
helped to keep the domestic savings pretty stable with positive impacts 
on the supply of credit. The chapter thus analyses the role played by 
the Brazilian banking regulation in protecting the banking sector from 
being deeply affected by the crisis, as well as some characteristics of 
Brazilian banking behaviour in order to understand the Brazilian experi-
ence of the financial crisis.

Finally in chapter 11, José Luis Oreiro and Flavio Basilio show that 
a crisis took place in Brazil in the last quarter of 2008 because of the 
bursting of a speculative bubble in the exchange rate market in a set-
ting characterized by the widespread use of exchange rate derivatives by 
non-financial firms. The speculative bubble was the result of growing 
confidence about the external robustness of the Brazilian economy in 
the face of the high level of international reserves, macroeconomic stabil-
ity and the adoption of a floating exchange rate regime that was supposed 
to isolate the economy from external shocks. This growing confidence 
produced a huge exchange rate appreciation, which induced non-finan-
cial firms to seek alternative sources of income in order to compen-
sate declines in their external competitiveness. One of the sources in 
question was the use of foreign exchange derivatives as a device for 
obtaining loans from the banking sector at lower rates. Following the 
bankruptcy of Lehman Brothers, the nominal exchange rate suffered 
a devaluation of 50 per cent in a few weeks, causing large losses for 
non-financial companies in Brazil because of the existence of these 
contracts. Estimates of the Bank for International Settlements (BIS) 
about these losses showed that they could have reached 2 per cent 
of Brazilian GDP. Although foreign reserves in Brazil were more than 
sufficient to stabilise the nominal exchange rate (US$200 billion just 
before the crisis), the Brazilian Central Bank allowed a sudden and 
huge devaluation of the domestic currency, with destabilising effects 
on the private sector. As a consequence of these losses, Brazilian 
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banks reduced the rate of credit expansion, producing a large fall in 
the money supply (high-powered money and M1). Because of the sub-
stantial contraction of the money supply and banking credit, industrial 
output fell by 30 per cent in the final quarter of 2008, causing a contrac-
tion of almost 14 per cent of GDP. In order to avoid future problems 
related to exchange rate derivatives, the authors propose that this kind 
of financial instruments should be closely regulated by the Brazilian 
Central Bank.

We would like to thank the authors for their contributions. We would 
also wish to thank Taiba Batool and Gemma Papageorgiou at Palgrave 
Macmillan, and their staff, who have been extremely supportive 
throughout the life of this project.

Note

1. New York Times, 21 January 2010: http://www.nytimes.com/2010/01/21/
business/global/21chinaecon.html.
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2
Current Crisis in the US and 
Economic Policy Implications
Philip Arestis and Elias Karakitsos

1 Introduction

The purpose of this contribution is to discuss the origins of the current 
crisis along with policy implications, concentrating on the US experience. 
The focus is on the emphasis given to financial liberalisation in the 
US, where great strides were seen in the development and extension 
of new forms of securitisation and use of derivatives – a practice 
which led to the growth of collateralised debt instruments, especially 
in the form of collateralised mortgages. The experience of the US with 
financial liberalisation is most telling in terms of the cause of the current 
crisis. However, financial liberalisation alone cannot fully explain the 
crisis. The size of the financial sector is also important. In this respect, it is 
important to note the enormous redistribution that had taken place 
in the countries at the centre of the crisis. For it was the case that a 
significant redistribution from wage earners to the financial sector 
had materialised prior to August 2007. That redistribution, along with 
the financial liberalisation alluded to above, led to the new financial 
architecture of collateralised instruments. These were the main causes 
of the crisis. But there were, we argue, contributory factors. We 
isolate two of them: the international imbalances, mainly due to the 
growth of China, and the monetary policy pursued by countries over 
the period leading to the crisis.

There are clear policy implications that emanate from the crisis (see, 
also, Arestis and Karakitsos, 2010a). We suggest that an important policy 
that has not been addressed properly is that of financial stability (see, 
also, Goodhart, 2009). We, thus, discuss the latter policy at some length 
emphasising the recent pronouncements on this front by President Barack 
Obama that are summarised under the acronym of the ‘Volcker Plan’.
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We proceed as follows. After this short introduction in section 1 we 
discuss the origins of the crisis in section 2. The economic policy impli-
cations are discussed in section 3 before we summarise and conclude in 
section 4.

2 Origins of the current crisis

In discussing the origins of the current crisis we are very much aware 
of the limitations of current macroeconomics. Indeed, we agree with 
Minsky (1982), who argued about three decades ago that ‘from the 
perspective of the standard economic theory of Keynes’s day and the 
presently dominant neoclassical theory, both financial crises and seri-
ous fluctuations of output and employment are anomalies: the theory 
offers no explanation of these phenomena’ (p. 60; see, also, Arestis, 
2009, on the current crisis).

The current crisis, ‘the Great Recession’, has been caused by US finan-
cial liberalisation attempts and the financial innovations that followed 
them. That was greatly helped by significant income redistribution 
effects from wages to profits of the financial sector. Furthermore, the 
emergence of Central Bank independence along with the rate of interest 
instrument, focusing crucially on maintaining price stability, implied 
that the objective of financial stability was downgraded and respon-
sibility over it became obscure. Two other factors, the international 
financial imbalances and the monetary policy pursued at the time, can 
be suggested as factors that promoted, rather than caused, the ‘Great 
Recession’. We take the view that although these factors were impor-
tant, they were not the original cause of the ‘Great Recession’. They 
were accentuating the process of financial liberalisation and innovation 
rather than being part of the cause of the crisis. The rest of this section 
will attempt to explain the process just suggested.

2.1 Income redistribution effects

An important factor that contributed substantially to the ‘Great 
Recession’ emerged from the steady but sharp rise in inequality, espe-
cially in the US and the UK but also elsewhere. The share of national 
income taken up by profits had reached close to a post-Second World 
War high before the onset of the recession; while real wages had fallen 
even behind productivity. The declining wage and rising profits share 
were compounded by another long-term economic term: the increas-
ing concentration of earnings at the top, especially in the financial 
sector. Figures 2.1 to 2.3 make the case vividly. Figures 2.1 and 2.2 make 
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14 Assessing the Global Impact of the Crisis

the point in the case of the UK (both figures are from Lansley, 2010). 
Figure 2.1 clearly shows the falling share of wages, while Figure 2.2 
shows clearly how wages fell below productivity. Figure 2.3 makes the 
case of the increasing shortfall of the real wage rate from productivity 
since the early 1970s in the case of the US. The real wage rate fell well 
behind productivity in the aftermath of the Second World War reaching 
its maximum shortfall of around 15 per cent during the Korean War. But 
the gap closed until the early 1970s when the real wage rate hit an all-
time high increasing faster than productivity by more than 5 per cent 

Figure 2.1 UK wages as a percentage of GDP
Source: Office for National Statistics.
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Figure 2.2 UK wages relative to productivity
Source: Oxford Economics.
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in April 1972. In the aftermath of the first oil shock the real wage rate 
fell yet again behind productivity, suggesting that employees bore the 
brunt of the redistribution of income from the US to the oil-producing 
countries. Rising and high unemployment forced this redistribution of 
income. Unemployment soared from 3.5 per cent of the labour force in 
early 1970 to nearly 11 per cent in the midst of the 1980–82 recession. 
However, as the price of oil and unemployment fell in the 1980s the real 
wage rate caught up once more with productivity gains. By the spring of 
1999, the time of the repeal of the Glass–Steagall Act, the gap between 
the real wage rate and productivity had once again been eliminated. 
Fluctuations in unemployment caused by the early 1990s recession and 
the subsequent anaemic recovery contributed to an oscillating real wage 
rate around productivity, but on an upward trend. Nonetheless, the real 
wage rate fell behind productivity following the burst of the internet 
and housing bubbles and the resultant increase in unemployment, hitting 
an all-time low of nearly –20 per cent in the aftermath of the collapse of 
Lehman Brothers in September 2008.

These unfavourable trends in the real wage rate are partly reflected in 
the wages and salaries of private and government employees. Figure 2.4 
shows that wages and salaries as a percentage of GDP did not improve as 
much as the real wage rate in the golden post-Second World War era until 
the 1970s. The share of wages and salaries to GDP increased by only 
3 per cent (from 50.5 per cent to 53.5 per cent) over that period. But from 

Figure 2.3 Percentage deviation of real wage rate from productivity (January 
1968 = 100) and unemployment
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16 Assessing the Global Impact of the Crisis

the beginning of the 1970s until now the share of wages and salaries to 
GDP fell by an astonishing 9 per cent to 44.5 per cent by the end of 2009. 
Wages and salaries improved their share only in the period 1994–2001.

In spite of these unfavourable trends in the real wage rate and wages and 
salaries, since the 1970s, the compensation of employees, which includes 
in addition to wages and salaries employer contributions for government 
social security and employee pension and insurance funds, shows a more 
complicated picture. The compensation of employees improved in the 
post-Second World War era, increasing from 54.5 per cent to GDP in 1948 
to nearly 70 per cent by the early 1980s (see Figure 2.4). But since then 
it has declined to 65.5 per cent. Hence, the net loss of the compensation 
of employees since financial liberalisation is only 3.5 per cent compared 
to 9 per cent in wages and salaries and a more than 10 per cent shortfall 
in the real wage rate to productivity. The smaller deterioration in the 
compensation of employees to wages and salaries, though, is partly 
due to higher employer contributions for government social security and 
employee pension and insurance funds. These contributions have more 
than quadrupled in the post-Second World War era from 2.3 per cent of 
GDP to 10.6 per cent (see Figure 2.4). Nonetheless, the share of employer 
contributions to GDP has increased by only a tiny fraction (i.e. 0.5 per cent) 
since the financial liberalisation of the early 1980s, thereby confirming the 
redistribution of income from employees to employers.

Figure 2.5 shows the increasing share of profits in relation to income 
in the case of the US, the rest of the world, and, more precisely, in the 
case of the financial sector. We note from Figure 2.5 that the bottom 

Figure 2.4 Compensation of employees and its components
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Philip Arestis and Elias Karakitsos 17

of profitability at the end of 2001 hit an all-time low. This downtrend 
may be the result of shifting production abroad, which gathered pace in 
the era of globalisation, but also to the increasing challenge of the US 
from other industrialised countries, such as Japan, Europe and recently 
China. But the bleak picture of non-financial profitability is not shared 
by other subcategories. Financial companies in particular, have seen a 
sharp uptrend in their profitability since 1982, nearly a sixfold increase 
(see Figure 2.5). The financial deregulation, which had commenced 
in the 1970s but continued at that time, especially the repeal of the 
Glass–Steagall Act in 1999, both discussed below, certainly contributed 
to the long-term improvement of the profitability of financial companies. 
These developments are at the heart of the ‘Great Recession’ as they ena-
bled the creation of liquidity that financed the housing bubble, but also 
the internet and other bubbles of less importance, such as commodities, 
shipping and private equity. Now that the house bubble has burst and 
deleverage is taking place, it is very likely that the long-term uptrend in 
the profitability of financial companies will be reversed.

Similar observations can be made in Europe, excluding the UK, 
although the rise in inequality is not as high as in the US/UK. The ris-
ing profits share aped financial institutions thereby increasing leverag-
ing (debt to assets ratio) and high risk-taking in financial institutions. 

Figure 2.5 US profits as a percentage of GDP
Source: Arestis and Karakitsos (2010b).
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18 Assessing the Global Impact of the Crisis

This promoted the financial engineering based on the US subprime 
mortgages as explained in what follows in this section. These are impor-
tant distributional effects, which are not accounted for by the prevailing 
view of theoretical macroeconomics and the economic policy implica-
tions of this framework, essentially monetary policy in the form of 
interest rate manipulation to hit the set inflation targets.

This redistribution was greatly helped by attempts at financial liberali-
sation in many countries around the world. Of particular importance 
for our purposes was the financial liberalisation framework in the US. 
Both the redistribution just referred to along with the financial liberali-
sation policies led to a period of financial engineering in the US, which 
spread worldwide to produce the current ‘great recession’. We turn 
our discussion to financial liberalisation essentially in the US and the 
financial engineering there in an attempt to explain the origins of 
the current crisis.

2.2 US financial liberalisation and financial 
engineering

Financial liberalisation in the US began in the 1970s. More precisely 
in 1977, when the US started to deregulate its financial system. There 
was the deregulation of commissions for stock trading in 1977 to begin 
with, and subsequently investment banks were allowed to introduce 
unsecured current accounts. The removal of Regulation Q in the 1980s 
followed, that is removing the placing of ceilings on retail-deposit interest 
rates. The repeal in 1999 of the key regulation – the Glass–Steagall Act 
of 1933 (promoted by the US financial sector, using as their main argu-
ment the Big Bang of 1986 in the UK) – was the most important aspect 
of US financial liberalisation for the purposes of the question in hand. 
The final step in the process was the Commodity Futures Modernisation 
Act (CFMA) of December 2000, which repealed the Shad–Johnson 
jurisdictional accord, which in 1982 had banned single-stock futures, 
the financial instrument that allows selling now but delivering in 
the future. All these financial liberalisation attempts were important 
in promoting financial innovations in the US financial markets. We 
discuss their importance before we turn our attention to the financial 
engineering that emerged directly from them and caused the financial 
crisis of August 2009.1

When fixed commissions were in place, investment banks would 
book stock trades for their customers; deregulation meant greater 
competition, entry by low-cost brokers and thinner margins. Then, in 
the late 1970s, investment banks were allowed to begin to invade the 
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Philip Arestis and Elias Karakitsos 19

commercial bank territory, through the creation of ‘money market’ 
accounts (current accounts that were unsecured). Removing Regulation Q 
allowed fluctuation in interest rates, thereby forcing commercial banks 
to compete for deposits on price, which led them to pursue new lines 
of business. Such new business was to respond to the investment banks’ 
needs for short-term funding. It created, however, a financial crisis in 
the 1970s and 1980s when savings banks could not fund themselves 
in view of the narrowing of the margins of lending and borrowing 
rates. Investment banks moved into originating and distributing com-
plex derivative securities, like collateralised bond obligations (normal 
investment bonds backed by pools of junk bonds). However, that 
was not a great success and the move collapsed in the second half 
of the 1980s.

However, that originate-and-distribute failure was followed by a new 
initiative of asset-backed and mortgage-backed securities, which gained 
a clientele in the 1990s. That was partially enabled by the relaxation of 
the 1933 Glass–Steagall Act in 1987 (see further details below), when 
the Federal Reserve Bank (the Fed) allowed 5 per cent of bank deposits 
to be used for investment banking, and then further promoted in 1996 
when 25 per cent of deposits were allowed for the same purpose. This 
was followed, in 1997, the Broad Index Secured Trust Offering (BISTRO), 
a bundle of credit derivatives based on pools of corporate bonds, and 
later the Collateralised Mortgage Obligations (CMOs) based on pools of 
subprime mortgages and Collateralised Debt Obligations (CDOs) based 
on other debt. BISTRO was not a great success in view of the corporate 
sector’s booms and recessions at that time. However, CMOs and CDOs, 
which were based on mortgages and other assets, became a success due 
to of the steady growth of the housing market. That was the first cause 
of the crisis: the originate-and-distribute model of securitisation and 
the extensive use of leverage.

This raises the issue of the difference between originate-and-distri bute 
and originate-and-hold models. In the originate-and-hold model bank 
loans are held in the banks’ own portfolios. In the originate-and-
distribute (or originate-to-securitise) model bank loans are re-packaged 
and sold to other banks, foreign banks and the domestic and foreign 
personal sector. The latter model transfers the loan risk from the bank 
to whoever buys the Asset Backed Securities (ABS). Then the Commodity 
Futures Modernization Act (CFMA) of December 2000 emerged. This 
act deregulated single-stock futures trading, and provided certainty 
that products offered by banking institutions would not be regulated 
as futures contracts. CFMA enabled and legitimised credit default swaps 
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20 Assessing the Global Impact of the Crisis

(credit derivative contracts between two parties, whereby there is guarantee 
in case of default), thereby creating a potentially massive vector for the 
transmission of financial risk throughout the global system.

The apotheosis of the financial liberalisation in the US, however, had 
already come about with the repeal of the 1933 Glass–Steagall Act in 
1999. The 1933 Act was designed to avoid the experience of the 1920s 
and 1930s in terms of the conflict of interest between the commercial 
and the investment arms of large financial conglomerates (whereby the 
investment branch tolerated high risks). The ultimate aim of the 1933 
Glass–Steagall Act was to separate the activities of commercial banks 
and the risk-taking ‘investment or merchant’ banks along with strict 
regulation of the financial services industry. The goal was to avoid a 
repetition of the speculative, leveraged excesses of the 1920s and 1930s. 
Without access to retail deposits and with money market instruments 
tightly regulated, investment banks funded themselves using their 
partners’ capital. The repeal of the act in 1999 changed all that: it 
enabled investment banks to branch into new activities, and it allowed 
commercial banks to encroach on the investment banks’ other traditional 
preserves. It was not just commercial banks that were involved in that 
encroaching; insurance companies, like the American International 
Group (AIG), and hedge funds were also heavily involved.

The repeal of the Glass–Steagall Act in 1999 allowed the merging 
of commercial and investment banking, thereby enabling financial 
institutions to separate loan origination from loan portfolio; thus the 
originate-and-distribute model. Indeed, financial institutions were able 
to use risk management in their attempt to dispose of their loan portfolio. 
Actually, risk aversion fell sharply.2 This was fostered by a new financial 
architecture in the form of securitisation and slicing risk through repack-
aging subprime mortgages, which were turned into CMOs and CDOs. 
Furthermore, financial institutions can now provide risky loans without 
applying the three Cs: Collateral, Credit history and Character (person 
or institution able to pay the loan off even in hard times). This fostered 
a new activity that relied on interlinked securities mainly emerging 
from, and closely related to, the subprime mortgage market. Subprime 
mortgage is a financial innovation designed to extend home ownership 
to risky borrowers. The term refers to borrowers who are perceived to 
be riskier than the average borrower because of their poor credit history. 
Rising home prices encouraged remortgaging, thereby expanding the 
subprime mortgage market substantially. The growth of loans in the 
subprime mortgage market was substantial. As a percentage of total 
mortgages we had the following phenomenal increase: 1994: 5 per cent; 
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1996: 9 per cent; 1999: 13 per cent; 2006: 20 per cent; 2007: 47 per cent. 
It should also be noted that between 1998 and 2007 mortgage debt as a 
percentage of disposable income increased by more than 50 per cent –
from 61 per cent to 101 per cent.

Banks proceeded to set up trusts or limited liability companies with 
small capital bases, i.e. separate legal entities, known as Structural 
Investment Vehicles (SIVs). Parallel banking was thereby created outside 
the control and the regulatory umbrella of the authorities. This SIVs 
operation was financed by borrowing from the short end of the capital 
markets at a rate linked to the interbank interest rate. The short-term 
capital thereby raised was used by the SIVs to buy the risky segment of 
the loan portfolio of the mother company, mainly risky mortgages. The 
risky loan portfolio was then repackaged in the form of CMOs and CDO 
and sold to other banks and the personal sector. So long as the short-
term rate of interest was lower than the long-term rate, and along with 
the high commissions charged, big profits were secured, and the housing 
market turned into a bubble. When the yield curve was inverted, that 
is long-term interest rates became lower than short-term rates, the sub-
prime mortgage market simply collapsed. It occurred following a period 
of a policy of rising interest rates (mid-2004 to mid-August 2007) after 
a prolonged period of abnormally low interest rates (initially 1997–98 
but more aggressively after the internet bubble of March 2000 but more 
so after November 2001, until central banks began to raise interest rates 
in 2005). It is true that after the internet bubble collapsed in March 
2000 there was considerable fear, especially in the US, that this might 
lead to price deflation. This, along with the apparent world glut of 
savings (Bernanke, 2005), led to the period of low nominal policy interest 
rates as just suggested. The collapse of the subprime mortgage market 
by mid-2007 also meant the end of the housing boom and the burst of 
the housing bubble. Defaults on mortgages spread to investment banks 
and commercial banks in the US and across the world via the elaborate 
network of CMOs and CDOs.

The complex structure of the CMO and CDO markets complicated the 
task of credit rating institutions, which erroneously assigned AAA-status 
to many worthless papers. In fact some 80 per cent of the total value of 
CMOs and CDOs were rated as having AAA credit rating, thereby treated 
as completely safe (Goodhart, 2009). The overstated credit rating contrib-
uted to the growth of the CMO and CDO markets in the upswing but 
also to its downfall in the downswing. In the aftermath of the subprime 
crisis in the US, credit rating agencies were blamed for their high initial 
ratings of structured finance securities in that they did not reflect the 
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22 Assessing the Global Impact of the Crisis

true risks inherent in those securities. This unfortunate episode emerged 
in view of the credit rating agencies that rated only the credit default 
risk and not market or liquidity risk. For example, government debt 
with a rating of AAA had a different and superior overall quality as 
compared with the AAA of CMOs and CDOs. Many lenders who bought 
CMOs and CDOs were under the impression that all three types of risks 
were included in the rating of these tranches. They were, thus, confusing 
the AAA rating of government bonds and CMOs/CDOs. It may very well 
be the case, though, that rating agencies got this assessment of the credit 
default wrong. Although there is no evidence of this proposition, it may 
very well be the case that insufficient competition amongst the credit 
rating agencies means that they are not beyond reproach (Goodhart, 
2009, chapter 2). A policy debate has been triggered about the need 
to strengthen the regulatory framework for credit rating agencies; the 
G20 London agreement of April 2009 contains relevant regulatory 
provisions.

The sale of CMOs and CDOs to international investors made the 
US housing bubble a global problem and provided the transmission 
mechanism for the contagion to the rest of the world. The collapse of 
the subprime market spilled over into the real economy through the 
credit crunch and collapsing equity markets in August 2007. Although 
it must be said that the first signs of the problem may be dated as early 
as March 2007, when US subprime investors announced major losses. 
Be that as it may, a breakdown of trust between the financial sector 
and households occurred, most specifically in the case of the subprime 
mortgage holders. As the losses on these mortgages and other toxic 
assets accumulated, banks lost trust between themselves, which led 
to the freezing of the interbank lending market in the second half of 
2007. These problems further constrained the ability of the banking 
sector to lend to the real economy. Bank failures ensued, and are still 
taking place, which further eroded the ability of banks to lend. Then 
credit conditions in the real economy tightened further leading to 
corporate distress due to a lack of bank credit; trade credit provided 
between firms also dried up. This all emerged during the course of 2008, 
especially after the collapse of the Lehman Brothers in September 2008. 
Not only did the events just described take place within countries, but 
also amongst countries. All in all, a significant and synchronous global 
severe downturn is well with us by now: the ‘great recession’. The 
serious ness of the economic situation can be further highlighted by the 
estimated $4.1 trillion losses in the world financial system, less than 
half of which has been formally written off. No wonder central banks 
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around the world have initiated unconventional monetary policies to 
help their financial markets to overcome their financial difficulties (see, 
for example, Borio and Disyatat, 2009). Not to mention the attempts by 
governments around the globe, with different degrees of intervention 
and enthusiasm, to contain the depth of the crisis through ‘stimulus 
packages’, both fiscal and monetary, and to revive the real economy 
(see, for example, Arestis and Karakitsos, 2010a).

The analysis so far has been concerned with the cause of the crisis. 
As mentioned above, two other factors contributed to the crisis and 
we turn our attention to these next. We begin with the international 
imbalances followed by a discussion of monetary policy aspects.

2.3 International imbalances

The process described so far was also accentuated by the international 
imbalances, which were built up over a decade or more prior to the 
crisis. The rise of China and of many other parts in Asia in particular, 
and the strategy they adopted to expand manufactured exports to create 
employment, produced high growth rates as a result. In some cases, 
that growth rate was more than double that of the developed world. 
Consumption was restrained in view of inadequate consumer finance, 
thereby creating a great deal of savings. Substantial trade surpluses 
emerged in these countries, which helped to keep total demand in 
line with supply. By contrast, countries importing these manufactured 
goods ran trade deficits and required low saving rates to balance their 
economies. As a result, high-saving countries created employment and 
low-saving countries enjoyed faster consumption growth in view of 
cheap imports.

The ‘privilege’ enjoyed by the US dollar as the world’s currency 
encouraged and enabled that amount of savings to be channelled 
mainly into the US, helping to put downward pressure on US interest 
rates. Furthermore, the increasing allocation of manufacturing jobs to 
the relatively low-wage areas of Asia, and China in particular, where 
a well-educated low-cost workforce protected by the rule of law, and 
combined with developed world technology, helped to suppress the 
level of wages and hence lower inflationary pressures in the US and 
elsewhere. This, along with the channelling of savings into the US, also 
enabled the US low-to-mid-income households to increasingly rely on 
credit as a means of survival.

These factors, in particular the massive flows of capital into western 
financial markets, especially the US, pushed down interest rates, which 
along with the low interest rate policy pursued by the Fed over the same 
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period, encouraged risk-taking on an extraordinary scale, and enabled 
US households to live well beyond their means. Low interest rates at 
the same time helped to push up asset prices, especially house prices, 
thereby enabling the financial sector to explode. Banks expanded their 
balance sheets substantially; and as King (2010) put it: ‘In the five years 
up to 2007, the balance sheets of the largest UK banks nearly trebled. 
The build-up of risk came to threaten the stability of the entire financial 
system’ (p. 4). The explosion of the banking sector enabled lending to 
households and businesses to expand substantially along with lending 
to other banks. All these imbalances created a more buoyant market 
for financial institutions thereby feeding the originate-and-distribute 
culture and machine (see Arestis and Karakitsos, 2010a for further 
details).

One important lesson follows from this experience, which is that the 
interests of the private financial sector are inconsistent with those of 
the economy as a whole. Consequently, the regulation of the financial 
sector by bodies accountable to the public should be carefully considered 
and implemented. Such required reform should, of course, entail regu-
lation and relevant restructuring not merely of the domestic banking 
system but also of the international monetary system. We consider the 
issue of domestic regulation below. It is, though, imperative to consider 
the possibility of regulating the international monetary system at this 
juncture in view of the analysis in this subsection. Global imbalances 
contributed to previous crises, and were an important item on the 
agenda at the Bretton Woods conference in 1944. Indeed, Keynes (1980) 
recognised the asymmetry of the obligations imposed on the countries 
involved with the problem of adjusting international imbalances. 
Keynes (op. cit.) argues, ‘To begin with, the social strain of an adjust-
ment downwards is much greater than that of an adjustment upwards’ 
but also

the process of adjustment is compulsory for the debtor and voluntary 
for the creditor. If the creditor does not choose to make, or allow, 
his share of the adjustment, he suffers no inconvenience. For whilst 
a country’s reserve cannot fall below zero, there is no ceiling which 
sets an upper limit. The same is true for international loans if they 
are to be the means of adjustment. The debtor must borrow; the 
creditor is under no such compulsion. (p. 6)

In terms of the current international imbalances they have been allowed 
to continue for a long period in view of the privileged position of the 
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US as the issuer of the world’s reserve currency. The ‘great recession’ 
experience clearly implies that designing an international monetary 
system to avoid the problems alluded to by Keynes (1980) is long 
overdue.

A way forward is Keynes’s (1980) proposal for an International 
Currency Union (ICU) with member central banks holding ‘clearing 
accounts’ in a new institution, the International Clearing Bank (ICB). 
The latter would issue ‘bank money’, the bancor. Each national currency 
would have a fixed, but adjustable, relation to the bancor. Residual 
international transactions would be settled through these accounts. The 
object of the ICB would be to maintain balance-of-payments equilibria 
between each of its members and the rest of the world. Persistent over-
drafts and credits in the ICB’s accounts would reflect deficits and sur-
pluses in the balance-of-payments accounts of the countries involved. 
The aim of the ICU framework should be to bring simultaneous pressure 
on surplus countries to reduce their surpluses, and on deficit countries 
to reduce their deficits. This aim was reflected in the rules designed to 
govern the quantity and distribution of bancors. An important ingre-
dient of this proposal is the suggestion ‘that central control of capital 
movements, both inward and outward, should be permanent feature 
of the post-war system’; and this should be ‘part of a uniform multi-
lateral agreement by which movements of capital can be controlled at 
both sides’ (Keynes, 1980, p. 52). Under current arrangements the best 
mechanism whereby this can be achieved is through the IMF in close 
collaboration with the G20 (which produces almost 90 per cent of global 
GDP). In April 2009, the G20 agreed to a new policy coordination 
framework with the IMF. This could become the platform for a new 
initiative along the lines just suggested.

2.4 Monetary policy

The other feature suggested earlier is the particular monetary policy 
pursued over the period of the financial innovations as described above. 
More specifically, this feature springs from the focus of economic policy, 
and monetary policy in particular, on price stability, and inflation 
targeting as the main framework of this type of policy, at the exclusion 
of any other objectives. Monetary policy is thereby geared to frequent 
interest rate changes as a vehicle to controlling inflation. It should be 
noted, though, that the US monetary authorities never pursued inflation 
targeting as the theoretical framework requires. The constitution of the 
Fed requires the pursuit of monetary policy for the achievement of a 
number of objectives, not merely that of price stability. The latter objective 
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is required by the inflation targeting theoretical framework and adopted 
by the inflation targeting countries. Still, manipulating the rate of interest 
has been at the forefront of monetary policy in the US.

The impact of this policy has been the creation of enormous liquid-
ity and household debt in the major economies, which reached 
unsustainable magnitudes and helped to promote the current crisis.3 
This was particularly so after the burst of the IT bubble in March 2000 
when central banks, led by the Fed, pursued highly accommodative 
monetary policies to avoid a deep recession. Looking at debt statistics 
(see, BIS, 2008, p. 29), we find the following: between 1998 and 2002 
outstanding household debt, including mortgage debt, in the UK was 
72.0 per cent of GDP; between 2003 and 2007 it shot to 94.3 per cent 
of GDP; in the same periods, outstanding household debt jumped 
from 76.7 per cent to GDP to 97.6 per cent of GDP in the case of the 
US; and in the euro area from 48.5 to 56.6 per cent respectively. This 
suggests that while monetary policy did not have a role in causing the 
crisis it was, nonetheless, largely responsible for its promotion and 
continuation.

It should be clear that the dominant argument that increased 
liquidity is always beneficial may not be so wide-ranging. Diminishing 
marginal utility and associated increased financial activity relative to 
real economic activity along with speculation create increasing dangers 
of destabilising herd. This implies that an ‘optimal level’ of liquidity 
is evident. However, there is a serious complication in that although 
‘an optimal level of liquidity, with increased liquidity and speculation 
valuable up to a point but not beyond that point’ there is nonetheless 
‘the compli cation for practical policy makers that the point of optimal 
benefit is impossible to define with any precision, that it varies by 
market, and that we have highly imperfect instruments through which 
to gain the benefits without the disadvantages’ (Turner, 2010, p. 28). 
As alluded to above, the enormous liquidity created over the period in 
view of the monetary policy pursued at the time, must have surpassed 
the ‘optimal level’ to which we have just referred.

It is also important to note that the credit part of liquidity was parti-
cularly important in promoting the ‘Great Recession’, as Schularick and 
Taylor (2009) show. It is the case, though, that policymakers and pro-
ponents of the current macroeconomic paradigm, the ‘New Consensus’ 
theoretical framework in Macroeconomics, do not take credit and 
money seriously; they have no role to play in monetary policy. Indeed, 
the proponents believe firmly that macroeconomic outcomes are inde-
pendent of any financial factors. They ignore that ‘financial factors 
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can have a strong, distinct, and sometimes even dominant impact on 
the economy’ (Schularick and Taylor, op. cit., p. 1).4 The credit system, 
though, could potentially have a role in producing financial instability, 
closely related to the proposition that ‘financial crises are credit booms 
gone wrong’, which is often attributed to Minsky (1977). Interestingly 
enough, Schularick and Taylor (2009) produce evidence that supports 
this view. Utilising a linear probability model, along with a probit model, 
conclude ‘that a credit boom over the previous five years is indicative 
of a heightened risk of a financial crisis’ (p. 20), and that ‘the use of credit 
aggregates, rather than monetary aggregates, is of crucial importance’ 
a result that leads to the further conclusion that ‘credit is a superior 
predictor, because it better captures important, time-varying features 
of bank balance sheets such as leverage and non-monetary liabilities’ 
(p. 22). An important implication of these results for monetary policy 
purposes is that to the extent financial stability is the focus of monetary 
policy, then a better instrument to focus on is credit aggregates in view 
of its superior power to predict incipient crises. Even policymakers recog-
nise the importance of the ‘credit view’ of financial crises. For example 
the Chairman of the UK’s Financial Services Authority has expressed a 
firm interest in this view along with the suggestion of the importance 
to regulate credit (see, for example, Turner, 2009).

As a result of these developments, the transmission mechanism of 
monetary policy has changed: the build up of household debt and asset 
holdings has made household expenditure more sensitive to short-
term interest rate changes. Furthermore, the current high debt levels, 
combined with the difficulties in the ‘real’ sector, imply that lenders 
and equity holders stay away from the marketplace; not forgetting the 
presence and magnitude of toxic assets, which pose real problems that 
still need to be sorted out. The dangers with this type of conduct of 
monetary policy are clear: frequent changes in interest rates can have 
serious effects: low interest rates cause bubbles; high interest rates work 
through applying economic pressures on vulnerable social groups. 
There are, thus, severe distributional effects (see Arestis and Karakitsos, 
2010a, for further details).

It should also be noted that monolithic concentration on price stability 
does not guarantee the stability of the economy (King, 2009; IMF, 2009). 
In fact, it can lead to economic instability (see, also, Blanchard et al., 
2010; Karakitsos, 2010). Indeed, asset bubbles are often preceded by price 
stability. A few examples make the point very well: the US 1929; Japan 
1990s; South East Asia 1997; the US again 2007. In all these cases, price 
stability was followed by the burst of a bubble. Central banks should 
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move beyond price stability. It is also relevant to note at this point that 
focusing on interest rate variations to prick a bubble cannot be relied 
upon. This is so for the simple reason that since such an attempt would 
require quite substantial changes in the rate of interest, the rest of the 
economy is bound to be seriously and adversely affected.

We have argued elsewhere that targeting net wealth might be a more 
appropriate variable to focus on, rather than inflation, for monetary 
policy purposes (Arestis and Karakitsos, 2010a).5 A wealth target deals 
with the consequences of the rise and fall of asset prices on the economy 
and is not a target of asset prices per se – equities or houses. Net wealth 
is an ideal variable to monitor (and control) bubbles simply because it is 
at the heart of the transmission mechanism of asset prices and debt to 
consumption. Economic policy should be tightened/loosened as the ratio 
of net wealth to disposable income, over a period of time, is above/below 
a predetermined threshold. This would allow asset price booms, but it 
would prevent them from becoming bubbles that will ultimately burst 
with huge adverse consequences for the economy as a whole. Such an 
approach will also help regulate financial engineering, since the central 
bank will monitor the implications of financial innovations as they 
impact net wealth, even if it is ignorant of them (as in the case of SIVs). 
Financial engineering is so complex that central banks have a tough 
time in measuring, monitoring and controlling the total liquidity in the 
economy. A net wealth target will check the consequences of this liquidity, 
while not impeding the financial engineering of the banks.

3 Economic policy implications

3.1 Preliminary observations

The obvious initial policy implication is the focus on monetary policy to 
meet the single objective of inflation should be abandoned. Monolithic 
concentration on price stability can lead to economic instability (see, 
also, Blanchard et al., 2010). Coordination of monetary and fiscal policies 
is vital, along with discretion in applying them. Fiscal policy should be 
used both in the short term and in the long term to address demand 
issues. Monetary policy should focus on financial stability.

Financial stability should incorporate both macroprudential and micro-
prudential instruments. Both instruments should be under the banner of 
the policymakers avoiding rules and employing judgement and thus dis-
cretion. The macroprudential toolkit should account for the failures of the 
system: low levels of liquid assets; inadequate levels of capital with which 
to absorb losses; an overly large financial sector; too leveraged a sector 
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with high risks to the taxpayer and the economy. Thus, macroprudential 
financial instruments should be able to control the size, leverage, fragility 
and risk of the financial system. Microprudential instruments relate to 
the structure and regulation of individual banks. Banks that are ‘too big 
to fail’ should be cut down in size; guarantees to retail depositors should 
be limited to banks with a narrower range of investments; risky banks to 
taxpayers and economy should face higher capital requirements; large 
and complex financial institutions can be wound down in an orderly 
manner; and large banks should not be allowed to combine retail bank-
ing with risky investment business. Possibly, combining all the elements 
just suggested.

These policies should also include ‘green elements’, in particular 
because ‘green fiscal measures’ in the form of ‘green investment’ as well 
as ‘green-efficiency’ measures are most suitable and feasible under current 
circumstances.

Financial stability appears to be a new type of economic policy, and as 
such it requires further investigation, especially so in view of the recent 
initiatives by the US president. This is a very welcome sign. We turn our 
attention to this development in what follows.

3.2 Financial stability

On Thursday 21 January 2010, President Barack Obama took an impor-
tant initiative in the right direction in terms of his ‘Volcker Rule’, which 
states that ‘banks will no longer be allowed to own, invest, or sponsor 
hedge funds, private equity funds, or proprietory trading operations for 
their own profit, unrelated to serving their customers’. This amounts 
to curbing the size and scope of activity of the largest US banks in an 
attempt to prevent future financial crises. The plan includes limits to 
the size of banks and restrictions on riskier trading. This is a way of 
reducing the vast US bank balance sheets built up over the years and 
also of tackling the contentious issue of the US financial system that is 
replete with institutions that are ‘too big to fail’ and have to be rescued 
by the authorities when crises emerge. The plan contains three important 
constituent elements.6

The first is that size matters. No financial firm should be allowed 
to become ‘too big to fail’. A financial institution that it is too big to 
regulate and manage is ‘a systematically dangerous institution’; such 
institution should not be allowed to grow.

The second is essentially to eliminate proprietary investments (namely 
to prohibit banks that take insured deposits from running their own 
trading operations) and also ownership of hedge funds by banks. This is 
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to avoid the potential for conflicts of interest when a bank is working 
on behalf of its customers and making its own investments. In this way, 
deposit-taking banks will not be able to engage in leveraged proprietary 
trading (i.e. using own funds in investments in search of excess returns), 
a highly profitable, but exceptionally risky form of business.7 Nor will 
they be allowed to own, invest in or sponsor hedge funds or private 
equity funds. Institutions, whose downside risk is publicly insured, 
either directly or indirectly, and because they can blackmail the country 
when they go down, should not undertake this kind of activity. Financial 
institutions should be limited to investing their customers’ funds. In 
other words, the President’s proposals forbid any bank holding deposits 
that are guaranteed by the government to operate hedge funds, private 
equity funds or trade on its own account.

The third element is that there must be a restructuring of the financial 
sector. There are viable small and medium-sized banks that did not fail 
as a result of the subprime debacle. The big financial institutions serve no 
public purpose and they are dangerous. US should restore the protections 
that helped to secure safety under the Glass–Steagall Act.

One might make a couple of comments on these proposals. The 
obvious point is that the President’s proposals appear to be a return to 
the principles underlying the Glass–Steagall Act of 1933. And this is 
certainly the modern way forward in terms of Paul Volcker in his writ-
ten testimony to the Senate Banking Committee on 2 February 2010 
clarified this particular point. He suggested that

The first line of defence… must be authority to regulate certain 
characteristics of systematically important non-bank financial insti-
tutions. The essential need is to guard against excessive leverage and 
to insist upon adequate capital and liquidity. It is critically important 
that those (non-financial) institutions… do not assume a public rescue 
that will be forthcoming in time of pressure.

It, thus, appears to be the case that the crude separation of commercial 
and investment banks of the Glass–Steagall Act of 1933 is replaced by 
an equally crude split of the banking business from proprietary trading, 
hedge funds and private equity. And that banning proprietary trading 
may well prove to be the modern equivalent of the Glass–Steagall 
division.

Another point that might be added to these elements is that the US 
Federal Deposit Insurance Corporation (FDIC) should take the lead to 
audit all those bad mortgages and mortgage-backed securities at their 
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value. And big banks should be made to shrink under FDIC supervision. 
It should be noted, though, that the ‘Volcker Plan’ is narrower than the 
1933 Banking Act. The latter did not allow retail banks to underwrite 
and distribute the securities of private companies. It limited retail banks’ 
ability to invest in securities on their own account and they were not 
allowed to own brokerage houses. The ‘Volcker Plan’ aims to limit risky 
behaviour by not allowing retail banks to engage in proprietary trad-
ing. Retail banks are also prohibited from owning or indeed sponsoring 
hedge funds or private equity funds. It is also the case that the number 
of institutions in the ‘Volcker Plan’ is small, four or five have been 
suggested, and a couple of dozen worldwide. All these are institutions 
that generated significant revenues from proprietary trading.

Interestingly enough, the ban on proprietary trading presents a unique 
opportunity for trading revenues to the non-bank sector. Several banks 
are also active in trading actual shipments of oil, gas, industrial metals 
and other physical assets. Part of this trading is also speculative in terms 
of current and future prices. Unlike banks, commodity-trading compa-
nies face no rules in their operations. Consequently, the ‘Volcker Plan’ 
could present a chance for the trading houses to enlarge their market 
share in that banks are likely to cut back on this type of trade. However, 
it is the case that banks are the main dealers of derivatives used to 
hedge risks in specialised commodity markets. Cutbacks of this type 
are bound to restrict the liquidity provided by the banks, which is in 
much demand from the trading houses.

The opponents, the Wall Street institutions lobby, are geared up to 
fight the President’s plan. The Financial Services Forum (FSF), in partic-
ular, which represents 18 US top banks, has argued that the President’s 
proposals misdiagnose the causes of the financial crisis; that the pro-
posed separation of commercial banking from investment banking is 
too complicated and too costly to achieve; that the proposals put jobs 
at risk, damage US competitiveness and might even threaten growth 
in the US economy. It has also been proposed that proprietary trading 
should be limited to a percentage of overall assets or business. Tackling 
the ‘too big to fail’ institutions should be undertaken instead through 
more effective supervision. Establishing a new authority able to wind 
down failing financial institutions, rather than forcing them to shrink, 
can achieve this objective. The most frequently used argument against 
the proposals is that they are far too complicated. Surely though, 
they cannot be more complicated than the creation of the CDOs, as 
described and discussed in section 2.1 above. Indeed, compared to the 
CDOs that caused the crisis, the new proposals are delightfully simple. 
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No longer would the banks be able to blur the distinction between 
commercial and investment banks. In any case, ultimately there does 
not appear to be clear reasons why giant banks are important to the US 
economy.

An interesting development is that the FDIC and the Bank of 
England have signed a memorandum of understanding, a cooperation 
agreement, on 22 January 2010. The aim is to coordinate the unwind-
ing of troubled financial firms and in the process to protect members 
of the public who rely on multinational financial companies.8 This 
is the beginning of what is actually required. Namely, international 
co-operation to resolve the most complex financial institutions. In 
this context, the suggestion by King (2010), the Governor of the 
Bank of England, to merge the G20 and the IMF in an attempt to stop 
imbalances developing in the world economy is very relevant and apt. 
This could be achieved, according to King (op. cit.) if the G20 were to 
metamorphose into a Governing Council for the IMF. The ultimate 
aim is to endure coordination of economic policy so as to avoid 
unsustainable imbalances. The IMF and the FSF have proposed tax-
ing large companies to create a global insurance fund. This would be 
used to rescue relevant institutions in serious difficulties. The counter 
argument is that such a fund would encourage banks to undertake 
even riskier activities in the knowledge that they can be rescued. 
The Basle Committee on Bank Supervision has actually raised capital 
requirements for proprietary trading and is considering extending it 
further for the largest institutions.

4 Summary and conclusions

We have dealt with the origins of the current crisis along with its conse-
quences in terms of economic policy. In so doing we have highlighted a 
number of implications. This analysis suggests that there are economic 
lessons that emanate from the recent crisis. We discuss these briefly 
along with their implications for the future conduct of economic policy. 
In doing so, though, we should not forget Minsky’s (1986) dictum: 
‘instability is determined by mechanisms within the system, not outside 
it; our economy is not unstable because it is shocked by oil, wars or 
monetary surprises, but because of its nature’ (p. 172). This is an impor-
tant message, which is the backbone of the analysis of this contribution. 
Finally, we discuss policies that direct attention to the banking sector as 
in the recent proposals of the US President, in the form of the so-called 
‘Volcker Plan’.
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Notes

1. Prior to the financial liberalisation period, from around the late 1930s 
to the early 1970s, there had been direct controls on bank lending and 
exchange controls on international flows, which may very well have con-
tained the level of innovation and efficiency in the banking sector. But as 
Bodo et al. (2001) demonstrate that period was free from serious banking 
crises.

2. This underpricing of risk came about by low-risk spreads whereby the dif-
ferentials between risky assets and safe assets declined substantially. It came 
about particularly over the long period 2001–05 of unusually low nominal, 
and very low real, interest rates. But even over the longer period of the late 
1980s/early 1990s to 2007 macroeconomic risks were reduced substantially in 
view of the ‘great moderation’ or ‘great stability’ era of low and stable infla-
tion and steady growth.

3. Interestingly enough, at the 2010 Financial Crisis Inquiry Commission Alan 
Greenspan argued that the house-price bubble and the subsequent global 
financial crisis were not caused by the low overnight interest rates of the cen-
tral banks but by the low long-term mortgage rates. Nor would an attempt by 
the Fed to rein on the subprime mortgage industry have succeeded; this is so 
simply because, as Alan Greenspan argued, the Congress would have blocked 
it – given the widely held view that the industry was bolstering home own-
ership across the US. In Alan Greenspan’s view, higher capital and liquidity 
requirements for banks and increased collateral requirements for financial 
products would restrict losses to equity holders only; taxpayers will not be at 
risk. The severity of future crises would thereby be mitigated.

4. See Arestis (2009) for a comprehensive critique of the ‘New Consensus 
Macroeconomics’.

5. Net wealth is defined as the assets (financial and tangible) less the liabilities 
of the personal sector, which include mortgage debt and consumer credit.

6 The proposals discussed in the text are broadly similar to those of the former 
Federal Reserve Bank Governor, and currently Chairman of the Economic 
Recovery Advisory Board, Paul Volcker. It is for this reason that the proposals 
of President Barack Obama have been labelled as ‘The Volcker Plan’. The pro-
posals require legislation and are likely to be modified in the Congressional 
negotiations.

7. Proprietory trading refers to the amount of financial investments undertaken 
by banks with their own cash (and thus bearing the risk of trading losses), 
in addition to their traditional ‘acceptance of deposits and provide loans’ 
activity. Financial investments are held prinarily because they provide more 
liquidity than loans since, unlike loans, they could be readily sold if needed. 
Over the past twenty years or so, however, this form of investment has 
increased substantially – primarily because of their higher expected returns. 
This form of investment has also been used to create or invest in hedge funds. 
During the ‘Great Recession’ banks have suffered a great deal of losses in their 
proprietory investment and trading books.

8. The US Congress is debating as to whether FDIC should be given the authority 
to dismantle a wider range of troubled financial institutions – FDIC currently 
only has authority over depository banks.
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3
The Global Economic and 
Financial Crisis: Which Way 
Forward?
Ajit Singh and Ann Zammit

1 Introduction

This chapter provides a review and commentary on the current financial 
and economic crisis. It considers important analytical and policy issues 
from a global and North–South perspective. The analytical issues include 
the reasons for the better than expected performance of the world econ-
omy following the early period of acute crisis, the role of global financial 
imbalances, and whether or not economic theory has been helpful in 
explaining the causes of the crisis. It is argued that close international 
cooperation and policy coordination are essential to continued recovery 
and improvement in the distribution of the fruits of growth. Cooperation 
and financial regulation are particularly necessary in order to prevent 
international contagion and cascading sovereign debt defaults.

It is generally accepted that the acute phase of the current global 
financial and economic crisis began in September 2008, with the demise 
of Lehman Brothers – a leading US investment bank. Eighteen months 
later, and in the context of the continuing global economic and financial 
crisis, the following issues require careful analysis:

Why the world economy has performed so much better than most 
analysts had expected at the beginning of the crisis.
Which economic theories, if any, have been helpful in explaining the 
course of the crisis to date.
To what extent, if any, were regulatory deficits in the field of finance 
and global financial imbalances responsible for the crisis?
How should the world’s financial system be organised so as to secure 
maximum sustainable and equitable growth for the real world 
economy?

•

•

•

•

9780230271609_04_cha03.indd   369780230271609_04_cha03.indd   36 11/23/2010   3:34:32 PM11/23/2010   3:34:32 PM

 



Ajit Singh and Ann Zammit 37

The question of government debt and of the danger of inflation.
Other salient policy issues that have come to the fore, including that 
of the drawing down of sovereign debt.

While the economic significance of the above issues is self-evident, not 
all can be treated satisfactorily in a single paper, hence only a relatively 
few issues will be examined in detail.

2 Economic and financial crisis and the global
economy

It is generally agreed that difficulties associated with the housing 
segment of the US property market were the immediate cause of the 
crisis (see, for example, International Monetary Fund (IMF), 2008a).1 
Complex financial instruments that incorporated subprime house mort-
gages lost their value as the housing bubble burst following ten years of 
continuous price rises based on expectations of a continuation of such 
increases. This housing bubble occurred despite the fact that during the 
previous two decades the supply of housing had increased appreciably 
(Solow, 2009). In brief, house prices had risen because interest rates were 
low and credit was easily available, and prices were expected to continue 
to increase, much as in the case of the classic tulip mania and bubble in 
the early seventeenth century when, at its peak, the price of a tulip bulb 
in Holland was equivalent to that of a three-storey townhouse.

Housing bubbles have occurred many times before in American 
economic history without leading to an acute economic and financial 
crisis, let alone in the rest of the world. This episode was different in 
that it was accompanied by a bubble in US share and other asset prices. 
Moreover, the bursting of the US housing bubble led to a fall in share 
prices not only in the US but also around the world. This was due to 
the much closer integration of world stock markets resulting from the 
financial globalisation that had occurred in the previous two decades. 
It is interesting to note that bank losses due to the failure in the sub-
prime mortgage market are estimated to have been around US$250 
billion. The consequent financial crisis led to a sharp fall in aggregate 
world stock market capitalisation of the order of US$26 trillion in one 
year – nearly one hundred times larger than the losses associated with 
sub-prime mortgages.2 Robert Solow (2009) notes that the combined 
result of the housing and the stock market shocks was a fall in US 
household wealth from US$64.4 trillion in mid-2007 (before the crisis) 
to US$51.5 trillion at the end of 2008. Thus US$13 trillion of household 

•
•

9780230271609_04_cha03.indd   379780230271609_04_cha03.indd   37 11/23/2010   3:34:32 PM11/23/2010   3:34:32 PM

 



38 Assessing the Global Impact of the Crisis

wealth disappeared in the space of about one year. As Solow (2009, p. 5) 
rightly observes:

Nothing concrete had changed. ‘Buildings still stood; factories were 
still capable of functioning; people had not lost their ability to work 
or their skills or their knowledge of technology. But a population 
that thought in 2007 that they had 64.4 trillion dollars with which 
to plan their lives discovered in 2008 that they have lost 20 per cent 
of that.’

Many economists date the acute phase of the present crisis to the bank-
ruptcy of Lehman Brothers USA in September 2008. Whether or not the 
collapse of this important financial institution was the root cause of 
the crisis, it certainly provided the trigger. In a comparison of the crisis 
of the 1930s and that beginning in 2008, Christina Romer, currently 
Chair of the US Council of Economic Advisers, observes: ‘In 2008, the 
U.S. financial system had similarly survived the initial declines in house 
and stock prices… but the outright failure of Lehman Brothers proved 
too much for the system. As has been described by many others, the 
breakdown in funding relationships in the weeks following Lehman’s 
collapse was almost unfathomable. The financial system truly froze…’ 
(Romer, 2009, p. 3).

3 Short- and long-term causes of the crisis

In addition to the literature on the failure of the subprime mortgage 
market, there is by now a relatively large literature on the other short-
term as well as long-term ‘causes’ of the current economic and finan-
cial crisis, referred to above. It is too soon after the events to expect a 
consensus to emerge on the causes of the crisis – except perhaps on 
the observation that it had multiple causes. The diverse contributions 
on this topic have been succinctly and most helpfully summarised by 
Aiginger (2009, Table 1). For reasons of space only some of the causes 
listed in Table 3.1 are discussed in the following sections.

3.1 Deficits in regulation

It is widely agreed that a major long-term factor in the making of 
the crisis was the lack of government regulation, both national and 
international, of financial institutions in the US and worldwide. In 
turn, this regulatory deficit appears to have arisen from an ideological 
faith in the virtues of the free market. It was believed not only that 
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Table 3.1 Summary table of the causes of the economic and financial crisis

Trigger: Unsecured loans to US home owners
Politically welcomed, cleverly sold
Bundled, rated and passed on

Regulation 
Failures

Underestimation of risks and belief in self-regulation
Overwhelmed by innovations and internationalisation
Pro cyclciality were supported by rules (mark to market 
valuation, Basel 2)

Oligopoly structure of rating agencies, incompatibilities; 
stock market listing

Neglect of cumulative systemic risks
Insufficient regulation of the derivative market, SPV, 
Hedge Funds

Inflated 
Expectations of 
Returns:

Heterogeneity of profits across to countries/businesses/ 
activities 

New forms of equity substitutes
Leveraging of banks, the firms an consumers

Imprudent in 
incentive systems/
risk management:

Bonus for short term success, stock options
Over-leveraging and hybrid capital
Illusion about the benefits of mergers and firm size 
(market wide oligopolies)

Speculation as an attractive career
Higher earnings in financial capital relative to real 
capital

Risk free promises from advisors, pension funds in 
mathematical model

Macro-economic 
imbalances:

Savings surplus of the emerging Asian countries, oil 
producers

Triple deficit in the USA: trade, budget and savings
Insufficient reduction in money supply after the 
recovery in 2002

Reinvestment of rent-seeking capital in the USA

Aggravating
factors:

Bubbles in currency, raw materials, oil and foods stuffs
Specialised plus just-in-time relationships with 
purchasers/subcontractors

Short-term view regarding profits; accounting rules; and 
analyst’s reports

Shortages of raw materials, energy, food stuffs
Unequal income and wealth distribution
Provision of loans and then selling them on (‘originate 
to distribute’)

Weakness in 
coordination

IMF, Work Bank, G7, competition policy, tax havens
Underestimation of systemic risks

Source: Aiginger (2009).
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the market was always efficient but that it was also self-correcting (see 
further Ormerod, 2010).

Alan Greenspan, the former Chairman of the US Federal Reserve (Head 
of the Central Banking System and the chief regulator of US monetary 
policy) in a speech given in April 2005 outlined how innovation had 
brought about a multitude of new products, speaking approvingly of 
how such ‘improvements have led to a rapid growth in sub-prime mort-
gage lending’ (Greenspan, 2005).

The New York Times, reporting on Greenspan’s evidence before a 2008 
US Congressional Committee, wrote ‘… Mr. Greenspan conceded error 
on regulation, stating that he had “put too much faith in the self-
correcting powers of free markets… refused to accept blame for the crisis 
but acknowledged that his belief in deregulation had been shaken”’ 
(Andrews, 2008).

In testifying before the 2010 US Congress Financial Crisis Inquiry 
Committee (established to investigate the subprime mortgage crisis) 
Greenspan defended himself against the dual charge that he was respon-
sible for the housing bubble due to his low interest rate policy and for 
not puncturing the bubble before it had reached a level that would cause 
serious systemic difficulties. Greenspan suggested that his critics had short 
memories as many of them had earlier applauded subprime mortgages as 
being of tremendous benefit to low-income Americans. Furthermore, he 
suggested that at the time many people would have questioned whether 
there was indeed a housing bubble and asked how, in any case, the Federal 
Reserve would know the answer to this question better than the market. 
He also told the committee that regulators were helpless to stop the eco-
nomic meltdown and the subprime mortgage crisis (Greenspan, 2010).

The net result of this mindset was the evolution of a largely unregu-
lated parallel banking system performing the functions of banks but 
without being subject to banking regulations (Krugman, 2008).

Robust responses to Greenspan’s arguments have been made by James 
Galbraith (2010), Paul Krugman (2010) and Robert Solow (2009), among 
others. They suggest that the securitisation of subprime mortgages through 
their marketing as a combined financial product was little understood 
by the market. This, together with complex credit default swaps, as well 
as several other financial innovations, should be regarded as fraudulent 
practice that should have been tightly regulated. Krugman (2010) suggests 
that, had the wide-ranging reforms currently under discussion in the 
US Congress been in place earlier, ‘a handful of lavishly-paid leaders of 
the financial industry would not have been able to mislead and exploit 
consumers and investors’.
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3.2 World financial imbalances

Apart from the above question of regulatory deficits with respect to 
the functioning of financial markets, many economists believe that the 
huge global imbalances in the current accounts of nation-states contrib-
ute to financial fragility and crisis. The latter arises because deficits that 
cannot be financed could result in disorderly and unwanted currency 
depreciations. Fear of such events may lead to widespread turbulence in 
financial markets and national economies.

In 2004, the US current account deficit amounted to US$666 billion, 
comprising 69 per cent of the total deficit of countries running negative 
current account balances that year (Table 3.2). This compares with a cur-
rent account deficit of US$413.5 billion in 2000, which accounted for 
62.2 per cent of total deficits. In the last quarter of 2005 (using a figure 
not in Table 3.2) the US deficit was estimated to be around US$700 
billion , or 7 per cent of US GDP. Thus before the crisis, an already high 
US deficit was getting bigger, which, on the face of it, was not a healthy 
development. Nevertheless, an essential point is that the markets seemed 
then to have accepted the situation as indicated by the relative stability 
of exchange rates of the main currencies (see Cooper, 2005 and Summers, 
2006).3 (See below for further discussion on exchange rate stability.)

An RIS (Research and Information System for Developing Countries) 
2008 policy brief provides a stark outline of the evolution of the US 

Table 3.2 Current account balances (selected economies), 2000–2004

Year 2000 2002 2004 2000 2002 2004

Economies ($ Billion) (As a percentage 
of global surplus or 
deficit)

Surplus
economies

Japan 119.6 112.6 171.8 23.8 21.1 19.3
Germany –25.7 43.1 96.4 3.9 8.4 10.0
China 20.5 35.4 70.0 4.1 6.9 7.9
Russian 
Federation

44.6 30.9 59.6 8.9 6.0 6.7

Saudi Arabia 14.3 11.9 49.3 2.9 2.3 5.5

Deficit 
Economies

United States –413.5 –473.9 –665.9 62.2 72.5 69.0
Spain –19.4 –15.9 –49.2 2.9 2.4 5.1
United 
Kingdom

–36.5 –26.4 –47.0 5.5 4.0 4.9

Australia –15.3 –16.6 –39.4 2.3 2.5 4.1
Italy –5.8 –6.7 –24.8 0.9 1.0 2.6

Source: Singh (2007). Adapted from IMF, World Economic Outlook, April 2005.
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international and national financial situation, as follows. In the period 
1970–91, the cumulative current account deficit of the US was US$881.5 
billion, increasing to US$1,569.3 billion during the period 1992–2000 
and in the period 2001–06 it reached US$3,572.5 billion, with a deficit of 
US$811.5 billion in 2006 alone. In recent years, China’s foreign exchange 
surpluses have financed the growing US current account deficits at low 
interest rates.4

It is important to note, however, that China is not the main, let 
alone the only, economy to run a large current account surplus. In 
2004, before the global financial and economic crisis, China’s current 
account surplus of US$70 billion accounted for less than 8 per cent of 
the total surpluses of countries with a positive current account balance 
(Table 3.2). Table 3.2 also suggests that in 2004 China’s surplus was 
considerably smaller than that of either Germany or Japan, particularly 
the latter.

RIS data also indicates that the US has been living ‘beyond its means’ 
at both the household and government levels, stretching their respective 
budget constraints. Household savings that had been about 10 per cent 
of GDP in 1980 and 7 per cent in 1990 were only 0.4 per cent in 2007. 
The Federal budget, which had a surplus of US$236.2 billion in 2000, 
recorded a deficit of US$400 billion in the financial year 2008. Mortgage 
debt ballooned from US$3.8 trillion in 1980 to US$14.4 trillion in the 
third quarter of 2007 and consumer credit increased from US$0.35 tril-
lion in 1980 to US$2.5 trillion in 2007. By financing the recurring cur-
rent account deficits through borrowing from abroad, the US became a 
net debtor to the outside world, with the net investment position show-
ing a negative balance of US$2.5 trillion in 2006.

The US has been both living beyond its means yet growing faster 
than other advanced industrial countries such as Germany and Japan 
who are living within their means. Paradoxically, therefore, the inter-
national financial system appears to favour profligacy rather than 
thrift. Further, capital has been flowing from developing to developed 
countries (from China to the US, for example), that is, in a direction 
contrary to that which might be deemed appropriate from a develop-
ment perspective.

Even those who do not regard global imbalances (particularly those 
of China and the US) to be the root cause of the crisis acknowledge that 
re-balancing is required, principally involving the elimination of high 
long-term deficits (as in the US) and persistent high surpluses (as in China). 
In policy terms this means achieving a zero current account deficit at the 
rate of growth of GDP that would achieve full employment.
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In the case of the US, over the four-year period 2007–10, the current 
account deficit declined from 5.2 per cent of GDP in 2007 to 2.2 per 
cent in 2010 (IMF, 2009a, 2009b). This reduction was the result of the 
compression of economic activity during the recession and the deficit 
may well grow again as there is a resumption of economic growth.

China’s surplus, on the other hand, has remained more or less con-
stant over the four-year period 2007–10, amounting to 11 per cent of 
GDP in 2007 and an average of 8 per cent over the next three years 
(UNDESA, 2010). Its optimal surplus would be that which corresponded 
to the full employment level of the economy and desired growth of real 
wages. In the cases of both the US and China, this rebalancing may 
require a considerable change in the economic structure: in the former 
this will involve a greater emphasis on exports and a lower level of con-
sumption and imports; in the latter, it will mean a lower level of exports 
and higher domestic consumption of both imports and domestic goods. 
Such rebalancing is likely to affect all countries, whether or not they 
have contributed significantly to the global imbalances.

In order to achieve wider rebalancing of the world economy it is also 
necessary to consider the cases of Japan and Germany as these are also 
long-term surplus countries (Akyuz, 2010).

Apart from the trade and current account imbalances, there is another 
major imbalance in the global economy that requires urgent resolu-
tion. This concerns the distribution of both personal and functional 
income and their implications for aggregate consumption and aggregate 
demand. Under globalisation, the power of workers in most advanced 
countries has been sharply reduced while that of capital has increased 
due largely to the free movement of capital. As a consequence, real wage 
growth has been lower than productivity growth. This process threatens 
to result in global under-consumption which, other things being equal, 
will reduce the levels of both growth and employment.

To conclude, there is a need to redress imbalances between con-
sumption and investment in major economies. However, it must be 
noted that, despite a long-standing and growing US current account 
deficit, there has been no crisis in the sense of a disorderly devaluation 
of the dollar. This leads some to reject the notion of financial imbal-
ances being a major cause of the crisis, pointing to the fact that there 
was no run on the dollar. Opponents of this view suggest that the 
crisis that emerged in 2008 was the result of uncontrolled US deficits. 
They further allege that the US took advantage of the US dollar being 
the world’s only reserve currency such that its current account deficits 
went unchecked.
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4 Why has the world economy performed better than 
expected?

As Christina Romer (Romer 2009) argues, the shocks that hit the 
US economy in the autumn of 2008 were at least as large as those 
experienced in 1929. A salient shock in both crises was the fall in 
household wealth: this fell by 17 per cent between December 2007 
and December 2008 in the US. This was more than five times the 
decrease in 1929.

An important negative feature of the current crisis compared with 
that of the 1930s is the role and nature of banks and the collapse of 
interbank relations and that of trade credit for big and small businesses. 
Banks have refused to lend to other banks or to non-bank financial insti-
tutions. Similarly asset price volatility in the US has been greater in the 
current crisis than in the past, and there is evidence that this is so in other 
advanced countries. A great deal of research indicates that such volatility 
has an adverse effect on the level of investment. Notwithstanding these 
negative factors, the actual outcomes during the current crisis have for-
tunately been more benign so far.

During the Great Depression, starting in the late 1920s, the peak-
to-trough decline in GDP in the major economies averaged nearly 
12 per cent, ranging from 30 per cent in the US and Canada to some-
what under 10 per cent in Japan, Italy and Britain. The depressed state 
of the economy continued until the beginning of the Second World War 
(Llewellyn, 2008).

In the current downturn, falls in GDP in the US, Europe and the world 
economy have been of a much lower order. Although the numbers of 
unemployed, underemployed and discouraged workers have increased 
during the current crisis, the rise has been far less than during the 
1930s depression. Further, there are signs that it is unlikely to amount 
to more than 10 per cent of the labour force, and there is evidence that 
it is decreasing.5

In 2009, for the first time in 50 years, world GDP shrank, but only 
by 2 per cent, and was expected to return to positive growth in 2010 
(UNDESA, 2009). Whether or not this growth is sustained and leads to 
the resumption of the previous growth path is as yet an open question. 
The answer will depend on a number of factors, including the debt and 
solvency crises in Greece, Spain, and Ireland. Although the decline in 
GDP for individual advanced countries has been greater than that for 
the world as a whole, none of these have reached the proportions of 
the 1930s depression. The greatest reduction in GDP growth in 2009 
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in individual advanced countries has ranged between 2 per cent and 
6 per cent. Furthermore, IMF data and projections indicate that most 
countries will have positive growth in 2010 (IMF, 2009c).

What explains the seeming ability of the world economy to avert a 
depression as serious as that in the 1930s? Evidence and analysis suggest 
three main reasons. The first is the outstanding record of India, China 
and other emerging countries both before and during the crisis. As Wolf 
(2008) suggests: ‘emerging economies had been an engine of growth 
for the past five years. China accounted for a quarter: Brazil, Russia and 
India for another quarter, and all emerging and developing countries 
together for about two thirds. World growth is measured here in PPP 
exchange rates’. Despite the crisis these countries, particularly India and 
China, have been able to continue on their fast long-term growth path. 
They may therefore be expected to remain a long-term positive factor 
in the evolution of the world economy: fast growth in these countries 
helps the US and other economies by maintaining high levels of world 
demand.

The second major factor explaining the relatively good performance 
of the world economy during the present downturn has been the unex-
pected and welcome degree of cooperation between countries, symbolised 
by their adoption of coordinated global measures through the creation 
of the G20. This grouping includes all leading advanced countries and a 
number of emerging nations that together constitute about 85 per cent 
of world production and about two-thirds of the world population. In 
2009 the G20 agreed to a huge international stimulus even when many 
of them already had fiscal deficits. It was also agreed to cut interest rates 
and to strengthen the IMF and World Bank in order to help developing 
countries. This high degree of cooperation stands in striking contrast to 
the lack of cooperation and ‘beggar-thy-neighbour’ policies that charac-
terised nation-states’ behaviour in the 1930s.6

As mentioned above, a significant feature of the response to the cur-
rent crisis has been an aggregate coordinated fiscal stimulus amounting 
in 2008–09 to an enormous US$2.6 trillion, equivalent to 3.4 per cent 
of world GDP (see Table 3.3).7 As a proportion of their GDP, develop-
ing countries in general have had a greater stimulus than developed 
countries.

There is evidence that the stimulus has been successful in the sense 
that, in general, the greater the stimulus received, the greater was 
countries’ economic growth (US Council of Economic Advisers, 2010). 
Nevertheless, alongside this positive effect of the stimulus, the stimu-
lus created fiscal difficulties for governments, leading to calls for the 
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Table 3.3 Fiscal stimulus to address the global financial and economic crisisa

Share of
GDP
(percentage)

Fiscal 
stimulus 
(billions 
of US 
dollars)

Share 
of GDP 
(percentage)

Fiscal 
stimulus 
(billions 
of US 
dollars)

Argentina 1.2 3.9 Luxembourg 3.6 2.0
Australia 4.7 47.0 Malaysia 5.5 12.1
Austria 4.5 18.8 Mexico 2.1 22.7
Bangladesh 0.6 0.5 Netherlands 1.0 8.4
Belgium 1.0 4.9 New Zealand 4.2 5.4
Brazil 0.2 3.6 Nigeria 0.7 1.6
Canada 2.8 42.2 Norway 0.6 2.9
Chile 2.4 4.0 Peru 2.6 3.3
China 13.3 585.3 Philippines 4.1 7.0
Czech 
Republic

1.8 3.9 Poland
Portugal

2.0
1.2

10.6
3.0

Denmark 2.5 8.7 Russian
Federation

1.2 20.0
Egypt 1.7 2.7
Finland 3.5 9.5 Saudi Arabia 12.5 60.0
France 1.3 36.2 Singapore 5.8 10.6
Georgia 10.3 1.3 Slovenia 1.0 0.5
Germany 2.2 80.5 South Africa 1.5 4.2
Honduras 10.6 1.5 Spain 0.9 15.3
Hong Kong 
SARb

5.2 11.3 Sri Lanka
Sweden

0.2
2.8

0.1
13.4

Hungary 10.9 17.0 Switzerland 0.5 2.5
India
Indonesia

3.2
1.4

38.4
7.1

Taiwan Province 
of China

3.9 15.3

Israel 1.4 2.8 Thailand 14.3 39.0
Italy 0.7 16.8 Turkey 5.2 38.0
Japan 6.0 297.5 United Kingdom 1.4 38.0
Kazakhstan
Kenya

13.8
0.9

18.2
0.3

United Republic 
of Tanzania

6.4 1.3

Korea, 
Republic of

5.6 53.4 United States
Viet Nam

6.8
9.4

969.0
8.4

Lithuania 1.9 0.9
All 55 
economies

4.7

2,633
World 4.3

Source: UNDESA various years, based on information from various source. Note that the 
definition and contents of the policy measures vary from country to country so that the size 
of the stimulus packages may not be fully comparable across countries.
a This list of countries and economies is not exhaustive.
b Special Administrative Region of China.
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stimulus to be withdrawn or diminished in size. This would, however, 
be a serious mistake as a premature withdrawal of the stimulus when 
the world economy has not yet achieved reasonable economic growth 
(let alone reverted to its long-term growth rate) may push economies 
further into recession or even into full-scale depression if there are 
negative effects on expectations. It is therefore all the more important 
that the cooperation achieved so far in the G20 arrangement should 
continue and improve so that there is a coordinated and well organ-
ised withdrawal of the fiscal stimulus at the appropriate time. The US 
experience between 1937 and 1940 (Romer, 2009) and that of Japan 
more recently should be a warning to present-day policymakers in this 
respect.

The third positive factor that has also helped improve the performance 
of the world economy in relation to the present crisis can be described 
as an issue of governance. It so happened that economic leadership in 
the US in this period was held by an intellectually and politically close 
group of conventional (US) Keynesian economists who defined the 
essential problem facing the world economy as being that of a short-
age of aggregate demand, in contrast to, for example, the more radical 
Cambridge Keynesians. Unlike the Chicago economists, they believed 
that government-induced stimuli could correct the demand deficits 
and thereby help the real economy.8 The cohesive economic outlook of 
this team of economic advisors helped ensure clarity of purpose in the 
stimulus programme and its implementation.

Not only were these economists well-versed in economic theory, but 
also, if not more importantly, some of them, including Ben Bernanke 
(Chairman of the Federal Reserve) and Christina Romer (Chair, US 
Council of Economic Advisers), were serious students of the history of the 
Great Depression and were determined not to repeat the serious policy 
mistakes made during that period.

To sum up, three factors – namely continuing fast growth in India, 
China and other developing countries, unprecedented cooperation 
between countries symbolised by the G20 (see further, below) and the 
creation and governance by like-minded people of a corrective eco-
nomic policy programme – have been positive factors in the recent 
evolution of the world economy. Hopefully, these factors will continue 
to operate in this direction, even if certain other developments present 
obstacles to widespread resumption of reasonable growth rates. As will 
become clear in the following sections, currency volatility, fiscal deficits 
and the premature drawing-down of sovereign debt can have a negative 
impact on the rate of growth.
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5 Financial globalisation and the real economy

The financial system and the conduct of monetary policy prior to the 
eruption of the financial crisis and the onset of economic recession 
in 2008 have received thoroughly deserved criticism for allowing 
the develop ment of the subprime mortgage bubble, the stock market 
bubble and asset prices bubbles and not puncturing these in time or 
minimising the damage. There were, however, some evident benefits, 
albeit unintended, of this regime for the real economy and which 
have not been adequately recognised (see below). Without a more 
balanced picture of the merits and demerits of the pre-crisis financial 
system and policies, future policy decisions may not be the most 
appropriate.

Table 3.4 provides broad-brush data for selected countries and for 
the real economy during the last two decades. What is clear is that the 
world economy performed exceptionally well in real terms during the 
present decade, achieving arguably its highest ever growth rate. Further, 
between 2000 and 2007, developing countries grew at almost twice 

Table 3.4 Growth of world output and that of selected countries and regions, 
1991–2007 (% per annum)

1991–
2001

2001–
2007

2002 2003 2004 2005 2006 2007

World 3.1 3.3 1.9 2.7 4.0 3.4 3.9 3.8
Japan 1.1 1.8 0.3 1.4 2.7 1.9 2.4 2.1
US 3.5 2.7 1.6 2.5 3.6 3.1 2.9 2.2
European 
Union

2.4 2.1 1.2 1.3 2.5 1.8 3.0 2.9

Germany 1.8 1.2 0.0 –0.2 1.2 0.9 2.9 2.5
United 
Kingdom

2.8 2.6 2.1 2.7 3.3 1.9 2.8 3.0

Russian 
Federation

– 6.7 4.7 7.3 7.1 6.4 6.7 8.1

Africa 2.9 5.2 3.7 4.9 5.4 5.7 5.6 5.8
Latin 
American 
and the 
Caribbean

3.1 4.0 –0.5 2.2 6.2 4.9 5.6 5.7

East Asia 7.8 8.1 7.4 7.1 8.3 8.0 8.8 9.1
China 10.3 10.4 9.1 10.0 10.1 10.4 11.1 11.4
India 5.9 8.0 3.6 8.3 8.5 8.8 9.2 9.7

Sources: UNCTAD (2008, 2009, 2010); UNDESA (May 2008).
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the rate of developed countries. This helped to marginally reduce the 
disparity between the rich and poor countries. Among developing 
countries India and China – the two most populous countries where the 
bulk of the population hitherto lived in absolute poverty – had stellar 
performances, experiencing historically unprecedented growth that has 
resulted in substantial poverty reduction.9

Among the developed countries, the United States has been the leader 
in terms of real economic growth. Evidence suggests that in the period 
1995–2003 it achieved a one percentage point increase in its long-term 
trend rate of growth of productivity. This is an impressive achievement 
bearing in mind that this is not a ‘catch-up’ economy but one operating 
at the frontiers of knowledge. Such a productivity increase implies 
a high degree of technical progress as well as concomitant organi-
sational changes. This achievement would be considered even greater 
if the benefits of national productivity growth had been spread more 
widely.

Evidence suggests that the US, India, China and a clutch of other 
countries – the pre-crisis top performers in terms of growth rates – were 
overall beneficiaries of international economic integration and finan-
cial globalisation. In the case of India and China, this was partly due to 
the fact that they managed their integration into the global economy so 
as to avoid the harmful effects of unfettered capital flows in particular. 
They also pursued a policy of ‘strategic integration’ in relation to trade 
and long-term investment (Singh, 2010).

Financial globalisation enabled China to purchase US Treasury bills, 
thereby helping the US to finance its current account deficit and keep 
US interest rates low. In addition, globalisation has helped the US to 
keep domestic inflation in check, not least through imports of cheap 
consumer and intermediate products from China. (For a fuller discus-
sion of the economic interactions between the US and the Chinese 
economy, see Singh, 2007. See also IMF, 2008b).

Table 3.5 Explaining the productivity surge in the US

Average annual growth 1973–95 1995–2003 Difference

Labour productivity 1.49 3.06 1.57
O/w capital deepening 0.89 1.75 0.86
Labour quality 0.26 0.17 –0.09
Total factor productivity 0.34 1.14 0.80

Source: Jorgenson, Ho and Stiroh (2007).
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Most students of financial systems would agree that the central purpose 
is to allocate society’s savings and investment resources to those house-
holds, corporations and jurisdictions that can use them most effectively. 
It could be argued that the pre-crisis financial system and monetary 
policies were performing that function, as is evidenced by very fast 
growth across the world economy during the period 2000–07. However, 
the implosion resulting from dubious policies and unregulated practices 
highlight inherent flaws in this system. These rendered it unsustainable. 
The best that can be said about the pre-crisis financial regime is that it 
demonstrated that the world economy had a growth potential of at least 
5 per cent a year on the supply side.

The purpose of any reform of the financial system should be to allow 
the world economy to grow at its full potential in a sustainable manner. 
It would be a travesty of justice from the perspective of the world’s poor 
if any reformed financial system fell short of the sustainable growth 
objective.

To sum up, it could be argued that the developing world under the 
recent global regime has taken a giant step forward. A reformed interna-
tional financial system must underpin and further promote this economic 
progress.

6 Economic theory and the current crisis

Economists’ analyses and conclusions relating to one particular crisis 
are not necessarily relevant to another. The analytical lessons derived 
from the Latin American debt crisis of the 1980s do not explain the 
following crisis that erupted in Asia in the 1990s. Similarly, the lessons 
of the Asian crisis of the 1990s do not seem to be applicable to the current 
financial crisis.

The 1980s debt crisis had a devastating impact on Latin America. It is 
widely agreed that for the continent as a whole it was a ‘lost decade’ char-
acterised by little or no growth and a fall in per capita income of more 
than 15 per cent over the decade. In contrast, per capita income in East 
Asian countries grew by more than 50 per cent during this period. There 
is sharp contention between orthodox and heterodox economists regard-
ing the reasons for the enormous differences in the performance of these 
two regions. Orthodox economists argue that the Latin America debt 
crisis was caused by domestic factors, namely microeconomic inefficien-
cies, macroeconomic policy errors, and unwise borrowing and spending. 
In contrast heterodox economists believe that the Latin American debt 
crisis was due to external factors over which these countries had no 
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control. In particular, they emphasise the changes in US monetary policy 
in the late 1970s that resulted in an increase in the real world interest rate 
from 0.5 per cent in the mid-1970s to 7 per cent in the early 1980s – a 
fourteenfold increase – (the so-called ‘Volcker shock’). The impact on the 
highly indebted Latin American economies was devastating.

Heterodox economists argue that the restrictive changes in US monetary 
policy had a greater impact on Latin America than on Asia. This was 
due in part to Latin America’s higher initial level of debt and its struc-
ture. In addition, Latin America was more strongly affected by adverse 
changes in the terms of trade than was Asia.10 Further, as Fishlow (1991) 
points out, Latin American countries, unlike Asian countries, were 
subject to capital supply shocks due to contagion. Taken together, as 
they should be, these shocks were far greater for Latin America than for 
Asia. Hence Latin American countries became more heavily balance-of-
payments constrained and for a much longer period than did the Asian 
countries. This explains their relatively poor economic performance in 
the ‘lost decade’ (Singh, 1993). Thus it is argued that the budget and 
current account deficits in Latin America were both the cause and 
consequence of their debt crisis.

The 1997–2000 Asian crisis was of a rather different kind than that 
which took place in Latin America. By and large, governments in Asia 
have had a record of managing their macroeconomic policies well. It 
was the private sector’s excessive borrowing in foreign currency and the 
consequent mismatch between expected inflows and outflows that led 
to the Asian crisis. It could be said to have been a case of government 
virtue and private sector profligacy. However, leading US officials, 
including Alan Greenspan, Larry Summers, and the IMF itself, later put 
forward a more ideological explanation for the Asian crisis. They argued 
that, although some micro- or macroeconomic disequilibria (such as the 
Bangkok property boom) may have been the trigger for the crisis, the 
root cause was nothing less than the entire ‘Asian way of doing business’. 
This was characterised by close relationships between government, busi-
ness and finance in the day-to-day microeconomic behaviour of economic 
agents, what these critics termed ‘crony capitalism’. This is alleged to have 
resulted in serious distortions in the economy and in economic manage-
ment, leading ultimately to the crisis. (See Glen and Singh (2005) for a 
fuller discussion of these issues.)

This version of events is highly disputed by heterodox economists. 
They argue that the root cause of the crisis was the introduction of 
financial liberalisation before prudential regulation had been instituted. 
They point out that other countries, including China and India, which 
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did not fully liberalise their financial sectors escaped the crisis, whereas 
countries that did (Indonesia, Korea, Thailand) were badly affected. 
In sum, it is suggested here that the Asian crisis was due to financial 
liberalisation and the absence of prudential regulation; in other words, 
rather than ‘too much government’ in this instance it was a case of too 
little government.

The essential point, however, is to emphasise that each economic 
and financial crisis has its own particular characteristics. One hallmark 
of the present crisis has been the credit crunch, whereby banks stopped 
lending to other banks and businesses, thereby disrupting the system of 
credit that oils the workings of a modern economy. In response, govern-
ments resorted to bailing out banks and other financial institutions 
that were deemed too big to be allowed to fail, in the sense that their 
failure would have enormous external diseconomies for other firms and 
institutions.

Thus, analyses of major financial crises during the past four decades 
are not directly applicable to the current crisis. Each crisis has been 
different from the one before. Every major crisis therefore needs to be 
examined in its own right with a fresh eye, before any firm analytical 
and policy conclusions can be drawn from that experience.

In addition to analyzing crisis episodes it is essential to examine the 
role of macroeconomic theory as currently taught in universities and 
used by policymakers in central banks in explaining and tackling the 
present crisis. Neither academic macroeconomists nor the best central 
bank practitioners foresaw the eruption of the 2008 financial crisis. The 
two main rival schools of thought (the US Keynesian and the Chicago 
classical) that currently dominate macroeconomic theory have recently 
found common ground on key aspects of macroeconomic theory. 
Both sides have accepted the ‘rational expectations’ basis of the micro-
economic theory that underlies the macro construction. In sum, it is 
assumed that households maximise utility, firms maximise profits and 
economic agents make decisions on the basis of rational expectations. 
These ideas have led to sophisticated dynamic stochastic general equi-
librium models (DSGE) that are so complex that they cannot be solved 
analytically. Rather, they require numerical methods and considerable 
computer power for their solution. Nevertheless, such models have been 
singularly unhelpful in predicting the current crisis. It is convincingly 
argued by Ormerod (2010) that these models are based on risk calcula-
tions but do not take into account uncertainty. (Risk is predictable 
in the sense that the probability distribution of future outcomes can 
be estimated. This is not so at all for uncertainty.) Ormerod (2010) 
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observes: ‘in the brave new world of DSGE, the possibility of a systemic 
collapse, of a cascade of defaults across the system, was never considered’.

Nevertheless, when it came to devising the policy response to the 
crisis, key policymakers gained greater wisdom from basic Keynesian 
economic theory and from economic history than from modern macro-
economics. US and European economic advisors and policymakers 
drew on the former and defined the essential problem of the crisis in 
terms of a shortage of world aggregate demand, and referred to the 
economic history of the Great Depression to avoid the policy mistakes of 
that period. It is commonly believed that the failure of several thousand 
banks in the US in the 1930s contributed to the prolongation of the 
Great Depression. This explains the priority given to saving the financial 
system through unprecedented bailouts.11 Similarly, the success of the 
giant economic stimulus programmes associated with the New Deal 
suggested that similar measures should be used once again to a avert a 
worsening recession.

7 Conclusion: the way forward

The ongoing policy collaboration between countries provides one of the 
chief grounds for optimism. Nevertheless, there are well-founded criti-
cisms regarding the legitimacy of the exclusive G20 group. Many G20 
members are disappointed with the process because the G7 have yet to 
agree on meaningful reform of the IMF Articles of Agreement, including 
the weighting of voting power (Chin 2010; and Helleiner and Kirshner 
2009). Nevertheless, the G20 process remains a promising start to more 
meaningful international cooperation.

It has been argued that agreement among the G20 has been entirely 
due to the recent adverse circumstances and that, once the world econ-
omy recovers, collective action will cease. However, on a priori grounds, 
an equally if not more plausible scenario is that the evident success of 
collective action will encourage nation-states to take further coordi-
nated action. Indeed, it can be argued that international cooperation is 
imperative if global imbalances are to be corrected.

Although the world economy’s growth path for the period 2000–07 
was ultimately unsustainable, due in part to the rising US current 
account deficit and in part to the weaknesses of the financial system, 
such growth certainly took the global economy a long way forward in 
various respects. The important issue now is which factors will deter-
mine the outcome for the real world economy in the next decade or 
two after the crisis? Will there be a new growth path and will it be more 
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or less satisfactory than the previous one, from an economic, social and 
environmental point of view? What is required is a growth path that 
allows the world economy to operate at its full sustainable potential, 
while reducing the risks of renewed global financial fragility and crisis.

The central message of this contribution is that, for this to be possible, 
increasing global cooperation is essential in trade and investment and in 
the related fields of food, environment and energy. Equally importantly, 
a more equal distribution of income, wealth, and social protection, as 
well as returns to capital and labour, are needed, not only for their own 
sake but also to resolve the incipient world under-consumption problem 
before this becomes a serious obstacle to fast economic growth, and for 
the sake of world peace.

It is, however, appropriate to ask whether the above is likely to happen. 
The most optimistic outcome is one in which the worst of the crisis is 
over: the global financial system has been thoroughly reformed, ensur-
ing stability and contributing to more equitable global development. 
At the time of writing, the most affected economies are recovering quite 
satisfactorily. Blanchard (2010), the chief economist of the IMF, reports 
that the global economy has been recovering better than expected and 
global growth is expected to reach a rate of 4.2 per cent in 2010 (an 
upwards revision) and to reach 4.3 per cent in 2011. Global trade and 
capital flows have been recovering much faster. Even unemployment, 
which is normally a lagging indicator, has at long last begun to decline, 
albeit slowly, at least in the US (Chandra, 2010). These recent short-term 
improvements can be interpreted as suggesting that the evolution of the 
world economy is pointing in a positive direction. However, Blanchard 
warns that these ‘good numbers hide a more complex reality, namely 
a tepid recovery in many advanced economies, and a much stronger 
one in most emerging and developing economies’. While perhaps some-
what disappointing for advanced economics this scenario suggests some 
progress towards greater balance in the world economy.

One of the biggest global worries concerns the current European sover-
eign debt situation that has major implications for the world economy. 
One cannot dismiss the possibility of a cascading financial crisis due 
initially to contagion in the euro area (starting with a default in Greece 
and potentially in Portugal, Spain and Italy, and even elsewhere in 
Europe) and resulting in a speculative attack on the euro currency. The 
likelihood of such a turn of events may have a small probability, but in 
view of our limited capacity to predict the future it would be unwise to 
rule out a major crisis, particularly bearing in mind very recent experience. 
To avert such an economic, social and political catastrophe, coordinated 
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consultation and action by nations and European and global institutions 
are required to tame the financial markets.

In any conflict of interest between states and the financial markets, 
clearly the interests of the former should and can prevail. In view of 
the dimensions of the European sovereign debt problem, and to avert a 
run on the currency, a rescue package of €750 billion has already been 
put in place. If in the worst-case scenario this should prove inadequate, 
and European nations consider the European Union and the common 
currency to be vital for European peace and development, they could 
in principle act in concert and challenge the markets by introducing a 
financial package several times larger, thereby stopping speculators in 
their tracks.12 In this context it should be noted that the €750 billion 
bailout represents 6 per cent of the European Union’s GDP. Putting this 
in a historical context, it may be recalled that just over 60 years ago 
the US administration, faced with what they perceived as a communist 
threat to Western Europe, intervened with the Marshall Plan. The value 
of this plan over a three-year period amounted to 4 per cent of US GDP 
(Glyn et al. 1991).13

To sum up, the current challenge to policymakers around the world is, 
first and foremost, to avoid long-term stagnation resulting from injudi-
cious policies. This would suggest, inter alia, resisting a premature drawing 
down of government debt in rich countries. The associated reduction 
in state expenditure and increases in taxation are likely to prolong 
recession and unemployment, with consequent ripple effects that result 
in continued long-term stagnation throughout the global economy.

In addition, concerted action is required to introduce national and 
international supervision and regulation of financial markets, while 
measures are also needed to achieve a rebalancing of the global economy 
such that it reaches its full potential, while also achieving an improve-
ment in inter-country distribution of growth and development. In short, 
markets should serve the people rather than determining their socio-
economic destiny.14

Notes

1. The causes (both short- and longer-term) of the current global economic and 
financial crisis have been discussed in a number of contributions (see, for 
example, Aiginger (2009), IMF (2008a, 2009b, 2009a, 2009b, 2009c, 2010a, 
2010b), Krugman (2008, 2010), Ormerod (2010), Solow (2009), UNCTAD 
(2008, 2009, 2010), UNDESA (2008, 2009, 2010), the US Council of Economic 
Advisers (2010).
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 2. These numbers illustrate the orders of magnitude involved in the stock 
market contagion at that time. In fact in the first six months share prices fell 
sharply and then rose slowly over the next six months.

 3. Another related manifestation of global imbalances before the crisis was the 
huge and growing foreign currency reserves of the Chinese Central Bank. In 
the second quarter of 2010 the total value of these reserves was estimated to 
be around US$2.4 trillion (Chin, 2010).

 4. There is a ‘blame game’ with respect to who bears responsibility for the 
current large imbalances – the profligate US consumer causing the coun-
try’s current account deficit, or the Asian peoples’ high propensity to save, 
resulting in current account surpluses. Such a construction of events can 
be interpreted negatively as suggesting that the US attracts savings from 
the world’s poorer nations thereby depriving the latter of much-needed 
capital. However, Larry Summers (2006) suggested that such arguments are 
based on presumptions that do not tally with the broader facts. Specifically, 
he observed that during the past decade the world has been awash with 
savings and liquidity. Had the US been extracting savings from the rest of 
the world at the expense of investment elsewhere, the likely result would 
have been rising global real interest rates rather than the low rates actually 
experienced.

 5. The only OECD country to reach the unemployment level experienced by 
the US in the 1930s is Spain, with a current unemployment rate of 19 per cent 
(Economist, Economic and Financial Indicators, 1 May 2010).

 6. However, it can be argued that the G20 is far from an ideal vehicle for inter-
national cooperation as it excludes more than 150 countries. Nevertheless, 
some argue that a group bigger than the G20 may not be a practical device 
for agreeing and implementing decisive measures to cope with the crisis.

 7. The source of these figures is UNDESA (2010, Table 4, page 20).
 8. Most ‘American Keynesian’ economists, following Paul Samuelson, believe 

in ‘the Grand Synthesis’, that is, that suitable monetary and fiscal policy can 
restore and maintain full employment and that, in a fully employed econ-
omy, neoclassical economics comes into its own. In contrast, ‘Cambridge 
Keynesian’ economists reject neoclassical economics altogether, but rather 
believe that monetary and fiscal policy alone will not bring about full 
employment. In their view, only a ‘planned’ economy in the sense that the 
government takes a major role in influencing investment decisions (that is it 
indicative planning) can lead to continuous full employment. On the other 
hand ‘Chicago’ economists believe in the pre-Keynesian classical model 
whose central distinguishing feature is that it denies the existence of ‘invol-
untary’ unemployment in the modern economy. These ideas find resonance 
in modern macroeconomics referred to in section 6.

 9. There is scholarly dispute over the Indian figures for poverty reduction. 
However, the Indian government’s view and that of many scholars is that 
gains in poverty reduction due to fast growth have been significant. See further 
Planning Commission of India (2009).

10. For a detailed analysis of the debt crisis of the 1980s see Singh 1993; Fishlow 
1991.

11. Lessons also need to be drawn from the recent history of Japan, whose 
average annual growth rate for the first decade of the 2000s fell to a mere 
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1 per cent. Greater research efforts devoted to understanding the Japanese 
case are likely to be more rewarding than further developing DSGE models.

12. The effectiveness of this measure was demonstrated by the Hong Kong Central 
Bank’s punitive action against speculators during the 1997–99 Asian crisis.

13. An even more pessimistic scenario would, as noted above, involve contagion 
beyond Europe and wider sovereign debt default. In the absence of coordi-
nated policies and action, such a development would result in widespread 
financial chaos, economic disruption, unemployment and lower standards 
of living for many people worldwide.

14. It will be argued by some that reduced long-term economic growth may be 
positive by effecting a reduction in global warming and conserving natural 
resources. However, important issues such climate change and redistribution 
of income are beyond the scope of this short paper.
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4
Crises and the Bretton Woods 
Institutions and the Crises of the 
Bretton Woods Institutions1

Howard Stein

Today, the only crisis faced by the IMF is a crisis of 
identity. Countries rescued in the 1990s have mostly 
repaid their debts. With a shrunken loan portfolio, the 
institution that lectures others about finances has lost 
operating income and is running a deficit. It faces cuts 
in its staff and salaries and is even considering the sale of 
its gold bullion reserves. ‘What might be at stake today 
is the very existence of the IMF… I’ (Dominique Strauss-
Kahn quoted in Steven Wiseman, ‘IMF Faces a Question 
of Identity’, New York Times, 28 September 2007)

Today is the proof that the IMF is back. (Dominique 
Strauss-Kahn, Director, IMF following the completion 
of the G20 meeting quoted in Landler and Sanger, New 
York Times, 2 April 2009)

Strauss-Kahn says the days of ‘one size fits all’ policies 
have changed and that the institution has learned 
from its mistakes and criticisms. He says his IMF teams 
are far more adapting and flexible to the peculiarities 
of each country. (Interview with CNN reporter Robyn 
Curnow, 3 March 2010)

1 Introduction

The daily focus in the media on the financial crisis in the United States 
and Europe has overshadowed discussions of the impact of the crisis 
on the poorest regions of the world where millions of people live on 
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the edge of an abyss that threatens their very survival. Moreover, in 
the wake of the crisis, and as a result of recent G20 meetings, there has 
been an unprecedented expansion in the resources and authority of the 
Bretton Woods Institutions with barely a whisper about their role in 
promoting an agenda which has been largely antithetical to the develop-
ment process. Countries that had sworn they would not deal with the 
Fund have reversed course and are back at the door of the IMF now 
heavily supported by the G20. This paper will focus on recent lending 
patterns of the Bank and Fund, the impact of the new crisis on Bank and 
Fund policy, and the role of the G20. The paper will argue that reforms 
in the governance and policy structures of the Fund and Bank have 
been wholly inadequate in view of the miserable track record of these 
institutions. There are dangers in continuing with the past trajectory of 
the Bank and Fund whose strategies have left poor countries structurally 
enfeebled and susceptible to feeling the full effects of the vicissitudes of 
the global economy. We will begin with a brief background with a focus 
on recent Bank and Fund lending patterns.

2 Background

The lending from the World Bank’s two main groups, the IBRD (the 
International Bank for Reconstruction and Development) and IDA 
(the International Development Association – poor lending arm of the 
Bank), grew rapidly in the 1980s and peaked in fiscal year 1999 at $29.996 
billion. The trend is illustrated in Figure 4.1. Table 4.1 follows up the 
data in the figure with year-by-year lending patterns through 2009.

Figure 4.1 IBRD and IDA lending trends, fiscal 1970–2000 (billions of dollars)
Source: World Bank (2000).
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Table 4.1 IBRD and IDA lending, 1998–2009 (US$ million)

Year* 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

IBRD 21,086 22,182.3 10,919 10,487 11,452 11,231 11,045 13,611 14,135 12,829 13,468 32,900
IDA 7,508 6,813 7,282 8,068 6,764 4,358 9,035 8,696 9,506 11,867 11,235 14,000
Total 28,594 28,996 18,201 18,555 18,216 15,589 20,080 22,307 23,641 24,696 24,703 48,900

Sources: World Bank (2000, 2004, 2008, 2009a).
*Fiscal Year ending in June.
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In the wake of the Asian crisis in 1997, IBRD lending in 1998 and 1999 
increased dramatically by roughly a third and then fell off as countries, 
especially those in the middle range of incomes, repaid their loans 
after the economic recovery. Lending through 2008 by the IBRD never 
returned to the levels of the pre-crisis period 1992 to 1997 as richer 
developing countries got access to alternative financial sources without 
the baggage of neoliberal conditionality. This option was not available 
for poorer countries. IDA loans as a portion of lending increased from 
around 29 per cent of the total in the 1992 to 1997 period to 47 per cent 
in 2007–8. Increasingly, it was the poorest of the poor that received 
the lion’s share of World Bank money. For example, the share of IDA 
lending to sub-Saharan Africa went from 36 per cent in 1997–99 to 
50 per cent in 2008 (World Bank, 2000, 2009a).

A similar phenomenon has occurred with IMF lending as seen in 
Table 4.2.

Between 1992 and 1997, concessional lending (to low-income countries) 
as a proportion of total outstanding credit averaged 13.6 per cent. By 
2007 the average grew to 39 per cent of the total. After 2003 the peak 

Table 4.2 IMF resources, disbursements, repayments, income and outstanding 
credit (billions SDRs), 1998–2010

Time General resource account PRGF-ESF

Useable 
Res.

Disburs. Repay. Out. 
Crd

Useable
Res.

Disb Repay Out 
Crd.

Income

1998 53.6 20.6 6.7 60.5 9.5 .9 .6 6.3 2.52
1999 94.9 10.0 19.4 51.1 10.3 .7 .6 6.4 2.61
2000 109.7 7.2 15.2 43.0 11.4 .5 .6 6.3 2.41
2001 102.5 23.8 13.3 53.5 14.5 .9 .8 6.4 2.20
2002 100.2 25.2 15.1 63.6 15.8 1.3 .9 6.9 2.29
2003 100.7 20.3 18.9 65.0 15.8 .8 .8 6.9 2.40
2004 111.4 4.2 13.8 55.4 15.8 .8 .9 6.8 2.34
2005 145.2 2.3 29.2 28.4 15.8 .4 .9 6.3 2.23
2006 161.2 2.4 21.0 9.8 15.8 .5 2.9 3.8 1.14
2007 165.4 1.0 4.7 6.0 15.8 .3 .4 3.8 .48
2008 152.4 13.4 1.9 17.5 15.8 .6 .5 4.0 .62
2009 290.2 20.5 .7 37.2 16.8 1.6 .5 5.1 .53
2010* 308.8** 4.2 0 41.4 17.5 .2 .1 5.1 .18

Sources: IMF (various years, 2009d, and 2010a).
*Figures on income are through 31 January 2010. All others are through 22 April 2010.
**Includes borrowing agreements with Japan (US$100 billion), Canada (US$10 billion), 
Norges Bank (SDR 3 billion), the United Kingdom (SDR 9.92 billion), Deutsche Bundesbank 
(EUR 15 billion), De Nederlandsche Bank NV (EUR 5.31 billion); and note purchase agree-
ment with People’s Bank of China (SDR 32 billion).
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year for outstanding GRA (general resource account) levels, countries 
rapidly repurchased their GRA balances and did their best to avoid any 
additional loans. Again, poor countries did not have the exit option.2 
After, 2005 reductions in outstanding concessional loans were through the 
MDRI (Multilateral Debt Relief Initiative) mechanism for HIPC completion 
point countries, which contained all the usual neoliberal baggage.

Outstanding GRA credit, which went principally to middle-income 
countries, fell by an unprecedented 91 per cent by 2007 from SDR 
65 billion to a mere SDR 6 billion – a level not seen since the 1970s. This 
revolt began in 2005 when Argentina and Brazil denounced the neoliberal 
agenda of the Fund and began repaying nearly $25 billion in loans. This 
was followed by repayments from large debtors, including Indonesia, 
Philippines, Serbia and Turkey. The unprecedented decline in the use 
of IMF resources through the GRA, the major source of income for the 
Fund, led to the threat of large losses and the announcement of $100 
million cost reduction plan at the Fund in April, 2008 (IMF, 2008a).

The economic crisis has now remarkably improved the fortunes of 
the Bank and Fund and re-empowered these agencies. Table 4.1 shows 
the World Bank has been resurrected with a substantial increase of IBRD 
lending from US$13.5 billion in fiscal year 2008 to US$32.9 billion in 
fiscal year 2009 – a rise of US$19.4 billion. The largest increase went to 
Latin American and Caribbean countries which took on an additional 
US$9.5 billion in IBRD loans (World Bank, 2009a).

Between September 2008 and February 2010, the Fund approved loans 
of SDR114 billion to 26 middle-income countries (IMF, 2010a).3 As we 
can see in the table above, disbursements from the GRA grew from 
merely SDR1 billion in 2007 to a total of SDR20.5 billion in 2009.

Some countries have continued to resist, including Turkey. On 26 
January 2009 the IMF proudly announced in a press release that ‘The 
mission and the authorities made significant progress in a number 
of key areas” and that further focus would be on “the medium-term 
structural and fiscal reform agenda’ (IMF, 2009c). In November 2008, 
despite financial problems, they were openly resisting a return to the 
IMF to avoid ‘the awkward prospect of being forced to accept stringent 
fiscal conditions’ (Thomas, 2008). The previous decade of relations 
with the IMF created structural weaknesses. As the Turkish economist 
Erinc Yeldan argued in June 2008, the high interest rates encouraged 
by the IMF post-crisis programme attracted short-term capital flows. 
The appreciated exchange rate facilitated a large increase in private 
consumption and imports leading to an expansion in the current 
account deficit to 7.5 per cent by 2008 and rising unemployment rates 
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into double digits. The IMF-imposed austerity of the past had reduced 
government expenditures and led to a serious shrinkage in education 
and health infrastructure.

In many ways Turkey’s predicament is similar to that of many other 
countries:

Turkey’s post-crisis adjustment under the AKP administration 
traces the steps of many developing countries which are dependent 
upon foreign capital and conditioned to adopt or maintain con-
tractionary policies in order to secure ‘investor confidence’ and 
‘inter national creditworthiness’. They are restricted to a balanced 
budget, entrenched fiscal expenditures, and a relatively contrac-
tionary monetary policy with an ex ante commitment to high real 
interest rates. (Yeldan, 2008)

Given the fragility of the economy and darkening external environ-
ment Yeldan predicted Turkey’s future stability will be ‘more costly and 
difficult’.

3 Bank and Fund policies and their impact

Yeldan’s depiction of typical IMF policies is quite accurate and duly 
admitted by the Fund. From the IMF factsheet on ‘Crisis and IMF 
Lending’ from November 2008 (IMF, 2008b), it is argued that ‘the 
domestic sources’ of economic crises can only come from ‘excessive 
monetary creation, unsustainable fiscal deficits, an overvalued domestic 
currency, political instability, and natural disasters’. Nothing is men-
tioned about the behavior of any domestic private sector actors.

The focus on these domestic causes of crises occurs largely because 
of the theoretical underpinnings of the IMF approach which is based 
on the Polak model (Polak, 1957). The approach relies on a monetarist 
formul ation that ties credit growth to the balance of payments and 
comes out of the fixed exchange world of the Bretton Woods era. Like 
the monetarists, it assumes the full employment of resources. There are two 
key parts to the model: money supply and a fixed exchange rate. Money 
supply is defined as the domestic credit to the private and public sector 
plus a country’s monetary reserves. Changes in reserves are tied to the 
country’s balance of trade on goods and services and non-traded related 
currency flows. According to the model, money demand occurs only 
for use in transactions and not for other reasons. Since the supply and 
demand for money are assumed to be in equilibrium, any increase in 
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government borrowing would lead to an increase in prices and nominal 
income, which in turn would increase the demand for imports. This 
would occur since government borrowing is essentially an increase 
in the money supply, which must be met with an increase in money 
demand if equilibrium is to be maintained.

The nominal rise in income would lead to an increase in imports because 
the level of the domestic production of goods would not have changed. 
Imports would cause the terms of trade to worsen since the country would 
now move closer to a trade deficit. Likewise, reserves would also fall, as the 
country’s central bank would have to use its reserves to buy extra domestic 
currency in order to maintain the fixed exchange rate. The subsequent 
lowering of reserves would eventually offset the rise in the money supply. 
However, a country in this situation would be left with higher prices, a 
worsening balance of payments, and lowered reserves. The lower reserves 
would encourage speculation against the currency and thereby threaten 
the stability of the fixed exchange rate of the country.

In exchange for accessing IMF loans, countries were expected to reach 
financial targets aimed at improving the balance of payments, lowering 
prices, raising reserves, and thus ultimately maintaining the integrity 
of the fixed exchange system. Whether the causes of the crises were 
domestic or external, the model dictated austerity through domestic 
expenditure contractions, which would be achieved by fiscal retrench-
ment and credit reductions.

The real world of developing countries is, of course, replete with large-
scale unemployment. Employing such a model, which takes as given 
that all resources, including labour, are fully utilised, is to put it mildly 
problematic. There is an extensive literature examining the consequences 
of IMF loans and associated conditionality on social, political and eco-
nomic indicators. There seems to be considerable evidence that reforms 
increase unemployment and poverty rates, exacerbate income equality 
and reduce social services (Kurtz, 2004; Stallings and Peres, 2000; Crisp 
and Kelly 1999; Garuda, 2000; and Vreeland 2003). The impact on politi-
cal stability and democracy is also important. Brown (2009) examines the 
impact of IMF loans in 23 Latin America countries between 1998 and 
2003 on democratic variables like political freedom and civil liberties and 
finds that democracy levels decline with time and the number and types 
of conditionality. Arguably, the main focus of the IMF is on improving a 
narrow set of economic indicators. How has the IMF done?

Bird (2001) summarises the empirical work from 1978 to 2000 on 
the economic dimensions (using a variety of methodologies), including 
the impact on balance of payments, current account, inflation and 
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economic growth. He finds a mixed picture on the balance of payments 
and current account, neutral or exacerbation of inflation and a mixed 
picture on economic growth. In some cases, for example Killick (1995), 
the results are rather surprising in view of data indicating a clear decline 
in investment levels. Overall, he suggests that one explanation for the 
differentiated results might be that countries do not fully implement 
the programmes. However, other authors have tested whether full 
compliance and implementation make a difference. Dreher (2006) uses 
panel data from 98 countries in the period 1978–2000 to examine the 
impact of IMF programmes on economic growth. He finds that eco-
nomic growth declines by about 1.7 per cent per year within the first 
five years of a programme. There is little difference with full compli-
ance with average declines of around 1.6 per cent per year. More recent 
empirical studies have illustrated the negative impact of IMF condition-
ality on economic growth (Przeworski and Vreeland, 2000; Barro and 
Lee, 2002; and Vreeland 2003).4

In the case of the Asia crisis the imposition of austerity on govern-
ments with largely balanced budgets and tight control of the money 
supply helped turn a panic from a private sector speculation into a 
disaster. In a recent interview with the Chinese Daily Wing Thye Woo of 
the Brookings Institute summed up the feelings in East Asia:

Asian countries, especially those in East Asia, have a deep distrust for 
the Fund, given its ‘poor track record’ during the 1997 Asian finan-
cial crisis and ‘no proof’ that it has improved its competence over the 
years… at the moment no Malaysian, Indonesian and South Korean 
government could go to the IMF and expect to survive. (China Daily, 
3 December 2008)

South Korea, for example, which desperately wanted to avoid going to 
the IMF was bailed out in October 2008 with a $30 billion swap arrange-
ment with the US Fed. Other close allies, including Singapore, Brazil 
and Mexico, received the same arrangement (Merco Press, 2008).

What of the World Bank? In recent decades, the Bank has had a 
mix of project and programme aid. The latter became more important 
after the Bank committed to an agenda focused on neoliberalism as it 
worked more closely with the IMF in the 1980s. The Bank expanded 
its programmes over time to incorporate a host of new conditions 
related to their programmes including governance. Stein (2008) 
reviews an extensive literature testing the impact of structural adjust-
ment loans on Africa using a variety of different techniques. It finds 
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68 Assessing the Global Impact of the Crisis

little consistent evidence that economies have improved from World 
Bank lending and considerable evidence that the region has done 
poorly in the adjustment era.5

What of the impact on governance which became increasingly 
central in World Bank loans from the middle of the 1990s? In the late 
1990s, the World Bank Institute and the Research Department of the 
World Bank initiated a research programme on governance indicators 
and their economic impact. The effort was aimed at illustrating ex post 
the positive impact of governance on economic growth. In other words, 
improvements in governance indicators have a positive impact on 
economic growth. The enterprise was on the surface a bit strange since 
governance had already been operationalised for a number of years. 
However, this is not unusual in the history of the Bank which often 
used empirics as an exercise in verification rather than as a mechanism 
of policy formulation (Stein, 2008). The World Governance Indicators 
(WGI) have gone through numerous permutations which it is beyond 
the scope of this paper to review.6 Even with all the variations over time, 
the causal link between better governance and economic growth has 
not been established.

Generally WGI measures use a variety of surveys from multiple counties 
along six lines:

1. Voice and Accountability – measuring political, civil and human rights.
2. Political Instability and Violence – measuring the likelihood of violent 

threats to, or changes in,government, including terrorism.
3. Government Effectiveness – measuring the competence of the bureauc-

racy and the quality of public service delivery.
4. Regulatory Burden – measuring the incidence of market-unfriendly 

policies.
5. Rule of Law – measuring the quality of contract enforcement, the 

police, and the courts, as well as the likelihood of crime and violence.
6. Control of Corruption – measuring the exercise of public power for 

private gain, including both petty and grand corruption and state 
capture. (Khan, 2007)

The data include more than 300 individual variables provided by more 
than 30 organisations. Each of those organisations has its own metho-
dology and scale. For comparability, Kaufman et al. (2005) normalise these 
scores into a 0–1 scale and then use them to produce normally distrib-
uted indicators. The estimates for each indicator are then the result of 
a maximum likelihood function. As such, 99 per cent of the values are 
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between –2.5 and 2.5 with higher scores corresponding to better 
outcomes.

The literature, to put it mildly, has been very critical of the way the 
indicators are constructed since they combine radically different and 
largely subjective surveys using different methodologies into single 
indicators (Apaza, 2009). It is hard to know what is being measured 
objectively. For example, the corruption index is a composite of the 
views of corruption in public officials, accountability, transparency 
and corruption in rural areas and a political risk index measuring 
things such as perceptions of nationalism, corruption and nepotism. 
It arises from information from the Economist Intelligence Unit, IFAD 
(the International Fund for Agricultural Development) rural sector 
performance assessments and business environment risk intelligence 
(BERI) published by Business Risk Service. They all use radically different 
methods. One person’s bribe is another person’s way of doing business. 
There is no way of disaggregating what is important and what is trivial. 
Moreover, the indicators are overwhelmed by business perceptions. 
Businesses will likely see governments in a more positive light if there 
are fewer regulations and lower taxes. In contrast, citizens who are 
poorly represented in these surveys might see the opposite. So what 
is governance?

In addition, there is strong evidence that countries that are doing 
well economically are perceived as having better governance. In other 
words, rich countries get better scores precisely because they are rich. 
In fact, a study by Kurtz and Shrank (2007) find a strong link in their 
econometric testing between previous high levels of economic growth 
and government effectiveness. This raises the entire question of direction 
of causation.

Kaufmann et al. (2005) have found positive relationships between 
their governance indicators and economic growth. Khan (2007) 
questions the results which, he argues, are significant but weak. 
Using a standard scatter diagram he shows clearly that a positive 
relationship is overwhelming among developed countries and argues 
that if you remove the developed countries the relationship disap-
pears. It also shows the likely opposite direction of causation – that 
is, higher growth and income leads to better governance. Moreover 
for developing countries, nations with similar governance indicators 
are divided equally between those with above-average (convergence 
countries) and those with below-average (divergent countries) indi-
cators, suggesting that the cause of economic growth is something 
different than governance.
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4 G20 and the ‘resurrection’ of the IMF and 
World Bank

The G20 meetings in April and September 2009 anointed the IMF to 
unpre  cedented heights. Among other things, the Fund received authority 
to triple its lending capacity to $750 billion and to expand its SDR alloca-
tion by an additional $250 billion. The expansion would be done through 
the New Arrangements to Borrow (NAB) in which the funds would come 
from the G20 countries without any change in the existing voting struc-
ture of the Fund. This is rather contrary to the joint statement of financed 
ministers of Brazil, Russia, China and India at the mid-March G20 finance 
minister’s meeting that the borrowing arrangement was to ‘be a temporary 
bridge to a permanent quota increase’ which would mean the reduction 
of the dominant voting share of the wealthier countries. SDRs would be 
allocated on the current quota system meaning that two-thirds of the total 
would go to the rich countries of the world. By the September meeting the 
G20 announced it had fulfilled its obligations of $500 billion in new funds 
under the NAB (G20, 2009). As of April 2010, Japan had allocated $100 
billion, European Union $178 billion, Norway $4.5 billion, Canada $10 bil-
lion, Switzerland, $10 billion, US $100 billion, Korea $10 billion, Australia 
$5.7 billion, Russia $10 billion, China $50 billion, Brazil $10 billion, India 
$10 billion, Singapore $1.5 billion and Chile $1.6 billion (IMF, 2010g).

The expansion of the SDRs comes in the wake of the call by China and 
others to create a new global reserve currency free of the encumbrances 
of a single national currency and its baggage of domestic political and eco-
nomic influence. Zhou’s March speech makes an explicit case for SDRs to 
fulfill that role. It would go beyond its current accounting role inside the 
Fund to become a widely accepted means of payment in international 
trade and other types of financial transactions (Zhou, 2009). Yet there is 
no recognition of the problems of this approach given the current gover-
nance of the IMF, the hegemonic role of the US inside the Fund with its 
veto power nor the very problematic policy model of the Fund which 
would be sustained and expanded by this powerful new role.

The September G20 meeting also gave unprecedented power to the IMF 
to advise when to reverse fiscal expansion, to analyse how the financial 
sector can contribute to the burden of intervening in the financial 
systems, to monitor the global economy and to report on the efforts to 
coordinate country economic activity in the new Framework for Strong, 
Sustainable, and Balanced Growth. The latter includes an assessment of 
individual G20 countries to assess consistency with a balanced trajectory 
for the global economy.
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The World Bank has also attempted to use the G20 process to tap new 
resources and expand its sphere and importance. The G20 also asked 
the Bank to increase lending limits to large countries and to make more 
funds available to low-income countries at market rates, but to only 
those with ‘sustainable debt positions and sound policies’. Funding for 
its new vulnerability funds will occur not through the G20 process but 
through individual bilateral sources (G20, 2009).

Following the September G20 recommendations, at the April 2010 
spring meeting of the Bank and Fund, the World Bank’s IBRD capital 
base was dramatically expanded for the first time in more than 20 years 
by $86 billion in line with a shift of 3.13 per cent in the voting power to 
developing and transitional countries. The IFC was also provided with an 
additional 200 million dollars. The largest recipients of the IBRD voting 
shift were members of the G20, including China (1.64), South Korea (.58), 
Turkey (.55), and Mexico (.5). Most of the loss of voting is from countries 
like Japan, the UK and France. Unsurprisingly there is no challenge to the 
veto power of the US which remains well above the 15 per cent threshold 
(15.85 per cent) (World Bank, 2010a,b).7 While the World Bank now 
claims that the developed countries’ share has fallen to only 53 per cent 
of the vote of the IBRD this has been achieved using a rather suspect classi-
fication system. The real total is still close to 61 per cent using the ‘high 
income’ category of the IMF (Bretton Woods Project, 2010).

The World Bank claims that as part of its post-crisis reform mandate 
it will be ‘sharpening its strategic focus’ emphasizing: (1) Targeting the 
poor and vulnerable… (2) Creating opportunities for growth with a special 
focus on agriculture and infrastructure; (3) Promoting global collective 
action on issues from climate change and trade to agriculture, food 
security, energy, water and health; (4) Strengthening governance and 
anti-corruption efforts; and (5) Preparing for crises’ (World Bank, 2010a). 
In essence, the Bank intends to expand its purview in some areas while 
continuing to focus on many of the same issues, with no discussion of 
changing the strategies which it has pursued in recent years with such 
problematic results. What of the IMF?

5 Pro- vs counter-cyclical policies

Increasingly, the Fund has been arguing it has taken a new direction 
and will now support an increase in fiscal expenditures to deal with the 
current crisis. This is quite explicit in a now widely quoted IMF paper 
by Antonio Spilimbergo, Steve Symansky, Olivier Blanchard, and Carlo 
Cottarelli.
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They argue that the economic downturn is being driven by both 
a financial crisis and the collapse in aggregate demand. The latter 
is frequently ignored by the Fund for the theoretical reasons I have 
already discussed above. Moreover, they indicate the usual options 
for addressing aggregate demand through devaluations and to stimu-
late exports through monetary policy, are not available. The former 
because it is a global phenomena and will only lead to competitive 
devaluations and the latter because it has already been fully utilised 
in many countries or because the financial sectors have become too 
dysfunctional for it to work. The authors then state that in these 
circumstances, the Managing Director of the IMF has called for 
a sizable fiscal response at the global level. Its precise magnitude 
should depend on the extent of the expected decline in private sector 
demand and should therefore be reviewed in light of developments… 
(Splimbergo et al., 2008, p. 3)

However, the authors add an important caveat:

while a fiscal response across many countries may be needed, not all 
countries have sufficient fiscal space to implement it since expansionary 
fiscal actions may threaten the sustainability of fiscal finances. In particular, 
many low income and emerging market countries… face additional 
constraints such as volatile capital flows, high public and foreign 
indebtedness, and large risk premia. (author’s emphasis)

The qualifications are made even clearer in an interview with Blanchard 
and Cottarelli in the IMF Survey magazine on 29 December 2008 following 
the release of the paper:

In normal times, the Fund would indeed be recommending to many 
countries that they reduce their budget deficit and their public debt. 
But these are not normal times, and the balance of risks today is 
very different… That said, it is critical that this fiscal stimulus isn’t 
seen by markets as undermining medium-term fiscal sustainability. 
That would be counterproductive, including in its effects on demand 
today. Indeed, we’ve said that not all countries can afford a fiscal expan-
sion. (IMF, 2008c; author’s emphasis)

On the surface the statement would seem to justify the double standard 
whereby governments in advanced developed countries can intervene 
to deal with unemployment and the threats to the standard of living of 
the population while developing countries are forced to focus on austerity 
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and macrostabilization so that they ‘live within their means’ which is 
often ever-shrinking once the Fund officials have disembarked in their 
capitals from their first class seats.

Moreover, the timing of this pronouncement had a strongly political 
smell. Even as recently as October 2008, the IMF position in a study 
published in their World Economic Outlook took a much more lukewarm 
position, indicating that fiscal policy might have a ‘moderately posi-
tive effect on output growth in advanced economies’ but ‘increases 
in interest rate risk premiums… render fiscal multipliers negative sug-
gesting that fiscal policy does more harm than good’ when applied to 
emerging markets (IMF, 2008d, p. 158). The arrival of new handlers in 
the election of Obama and the strong commitment to fiscal stimulus 
within his economic team provides strong incentives for the Fund to be 
more firm in their commitment.

At the same time as the IMF was pointing to its flexibility, the New 
York Times ran articles on the ‘draconian measures’ being imposed on 
countries like Latvia. The conditionality included a massive 25 per cent 
cut in public sector wages in 2009, and a huge front-loaded reduction 
in the lower than expected deficit from 12 per cent to 5 per cent of 
GDP, one-third from tax increases (regressive VAT and excise taxes)) and 
two-thirds from across the board massive 25 per cent cut in real govern-
ment spending. Interbank spreads compared to the European Interbank 
market rate rose from below zero in October 2008 to over 12 per cent in 
December 2008 having a depressing impact on investment levels which 
fell in 2008 by 10 per cent (IMF, 2009a).

Through the end of 2009, the situation had deteriorated further with 
a 25.5 per cent decline in GDP, second only to the Great Depression 
of the US in economic collapses. Unemployment has risen to 22 per cent. 
The situation is exacerbated by the high level of foreign currency loans 
(estimated at 89 per cent of the total) with worries that if the country 
tries to stimulate its economy with a devaluation it will lead a massive 
increase in bankruptcies.8 As a result, the IMF emphasis is to try to 
encourage international competitiveness through domestic deflationary 
pressures and leading to a terrible collapse in living standards (Weisbrot 
and Ray, 2010).

There have also been claims by the IMF that it has adjusted its austerity 
stance towards poor African countries. In the IMF’s ‘Report on Fiscal 
Policy in SSA’ published in May 2009 (IMF, 2009e), they argued:

Countries will need to weigh their options for fiscal policy responses. 
Countries with output gaps and sustainable debt and financing 
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options have scope to implement expansionary policies, by letting 
automatic stabilizers work, accommodating declines in commodity-
related revenues, and in some cases implementing discretionary fiscal 
stimulus… In all cases, countries should give priority to expanding 
social safety nets as needed to cushion the impact of the crisis on the 
poor... SSA countries, particularly those where inflation has recently 
been on a declining path, have some room for a more countercyclical 
monetary policy.

What is the reality? In September 2008, the IMF approved an Exogenous 
Shock Facility (ESF) for low-income countries to cope with the economic 
crisis. Between December 2008 and August 2009 six were approved – 
Malawi, the Kyrgyz Republic, Senegal, Mozambique, Tanzania and 
Ethiopia. In December 2008 the IMF approved its first Shock Facility 
loan to Malawi. The Memorandum of Economic and Financial Policies 
lays out the usual standard array of adjustments, including the contrac-
tion of monetary expansion to levels below an increase in nominal GDP, 
fiscal constraints, a movement towards unified and floating exchange 
rates, a reduction of inflation to levels below 5 per cent, improvements 
in governance, including the upgrading of the invasive public finance 
and economic management system which allow donors to monitor 
expenditures and large increases in interest rates (IMF, 2009b). To quote 
from the Memorandum:

The authorities are committed to a framework that will maintain 
macroeconomic stability… To this end, they have been tightening 
monetary policy which has led to a significant increase in interest 
rates… The authorities are determined to maintain their prudent 
fiscal policy… A tight budget for the fiscal year 2008/09 has been 
approved despite significant political hurdles. Targeted domestic 
debt repayment in 2008/09 is 0.1 percent of GDP, compared with 
borrowing of 1.3 percent of GDP in 2007/08. (IMF, 2009b)

The ESF for Ethiopia issued 29 August 2009 is little different and also 
imposes the same largely pro-cyclical policies used with problematic 
consequences. To quote from the Ministry of Finance and Planning and 
Governor of the central bank letter to the IMF dated 7 August 2009:

Our program focuses on entrenching low inflation and building inter-
national reserves through appropriately tight fiscal and monetary 
policies supported by the necessary exchange rate flexibility. We also 
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intend to enhance monitoring and control of borrowings by the public 
enterprise sector, develop the central bank’s liquidity forecasting 
and control capacity, and flesh out, with IMF technical assistance, a 
comprehensive time-bound tax reform strategy to improve domestic 
revenue mobilization. (IMF, 2009f)

The targets arising from the ESF are also fairly draconian in a time of 
global crisis. Federal government and public enterprise borrowing is 
expected to be kept below 3 per cent in 2009–10 from 7.1 per cent in 
2007–08. Government revenue is actually expected to rise to 12.2 per cent 
of the GDP from an estimated 11.7 per cent in 2008–09 by eliminat-
ing the temporary reduction of VAT on food products (contrary to the 
rhetoric of protecting the poor!) and the delayed impact of high infla-
tion on income tax. Inflation is to be reduced to below 10 per cent and 
is expected to reach a ridiculously low 5.1 per cent in 2009–10 from 25.3 
per cent in 2007–08 and an estimated 36.4 per cent in 2008–09. This 
will be achieved by aggressive open market operations aimed at reducing 
the expansion of the money supply compared to previous years. The 
operations are bound to increase interest rates at a time of a severe 
downturn in investment (IMF, 2009f).

More systematically, Waeyenberge et al. (2010) review IMF pro-
grammes in 13 poor countries signed between 2007 and 2009. They 
find that six have fiscal tightening and seven very moderate increases 
averaging 2.5 per cent of GDP in 2009. Overall, while there was an initial 
projection of a rise of deficits of 1.5 per cent of GDP in 2007 to 3.7 per cent 
in 2009, the latest figures show a rise of only 1.5 per cent in 2009. By 
2010 almost all countries are expected to tighten their deficits with an 
anticipated average decline of .5 per cent of GDP. They conclude that 
the ‘endorsed increase has not only been moderate, but also restricted 
to the short term’. Moreover, all 13 countries are expected to reduce 
inflation significantly between 2008 and 2010. Although the run-up in 
prices in 2008 was largely the result of rising food and commodity 
prices, the focus in these countries is on restricting aggregate demand 
through wage freezes, monetary contraction and rising interest rates 
which is likely to greatly exacerbate recessionary trends and living con-
ditions for the poor.

Weisbrot et al. (2009) review an even larger sample of 41 IMF agree-
ments signed in the wake of the economic downturn and find 31 of them 
to have clear pro-cyclical fiscal (increasing surpluses or lowering deficits) 
and/or monetary policies (increasing interest rates). Only one of the 
41 cases had both anti-cyclical fiscal and monetary policy (Tanzania), 

9780230271609_05_cha04.indd   759780230271609_05_cha04.indd   75 11/24/2010   8:00:37 PM11/24/2010   8:00:37 PM

 



76 Assessing the Global Impact of the Crisis

five others had either anti-cyclical fiscal or monetary policy alone 
(Mozambique, São Tomé and Príncipe, Guatemala, Zambia and Niger) 
and the other four had neither. However, a closer reading of the IMF 
agreements indicates that even this interpretation can be considered 
generous.

Take the case of Tanzania which received an ESF of SDR 210 million in 
May 2009 and was allowed to embark on a policy of monetary and fiscal 
expansion. The IMF claims in a press relief that ‘expansionary fiscal and 
monetary policies in the current situation are appropriate to cushion 
the effects of the crisis’ (IMF, 2009g). This would provide the impres-
sion that they are in full support of the expansionary policies necessary 
to deal with the economic downturn. However, a deeper examination 
indicates a less than robust intervention and the existence of embedded 
targets that are rather contrary to expansionary fiscal and monetary 
policy. Among other things, Tanzania is expected to reduce inflation to 
5 per cent in 2009–10 compared to 11 per cent in 2008–09, government 
revenue is expected to rise to 16.8 per cent of GDP in 2010–11 compared 
to 15.8 per cent in 2008–09, and credit is supposed to diminish by 
roughly 10 per cent in 2009–10. All of this would indicate the usual IMF 
fiscal and monetary austerity.

So where are these expansionary policies? The level of government 
expenditure is projected to increase to 26.3 per cent of GDP in 2008–09 
compared with 24.4 per cent the previous year. In 2009–10 they are 
projected to rise to 27.2 per cent. This sounds like fiscal expansion, 
except that in reality it exactly matches the planned level of 2008–09 
that fell short. By 2010–11 it is to be reduced to levels below the 2008–09 
expenditure plans, so we are back to a position of business as usual. 
The deficit is allowed to rise to 1.2 per cent of GDP in 2008–09 from the 
planned zero level and 1.6 per cent in 2009–10 but is then expected to 
decline in 2010–11 to 1 per cent of GDP. Interest rates on new treasury 
debt are expected to be 12 per cent in 2009–10 from 13.2 per cent in 
2008–09. With the targeted decline in inflation from 11 to 6 per cent 
this is not a cut in the interest rate but a significant increase in real 
terms from 2.2 per cent to 6 per cent – hardly expansionary monetary 
policy as suggested by the review (IMF, 2009h).

For Zambia, Weisbrot et al. argue that the ‘IMF allowed monetary 
policy to ease in 2008 in order to accommodate higher food and oil 
prices… authorities expect to bring inflation down to 10 percent in 
2009, while allowing for positive rates of growth of real broad money 
and real credit to the private sector’. However, an examination of the 
third year review of the PRGF of Zambia (IMF, 2010c) indicates that 
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the overriding emphasis here is on the classic preoccupation with 
inflation rather than monetary expansion to counter the economic 
downturn. ‘Monetary policy is to be geared to bringing inflation firmly 
to the single digit range by the end of the year 2010’. Growth of credit to 
the private sector in 2010 is to be less than 2007 and 2008. Recent data 
indicate that broad money relative to GDP fell in 2009 compared to 
2008. The growth rate of broad money has rapidly fallen from 45 per cent 
in 2006 to only 8 per cent in 2009 which is below the inflation rate and 
why it has declined relative to GDP (IMF, 2010d). This should not be 
terribly surprising given that interest rates for loans from commercial 
banks have been steadily rising throughout the crisis period and aver-
aged 22 per cent in 2009 (IMF, 2010e). This is hardly what one could 
call counter-cyclical monetary expansion.

For Mozambique Weisbrot et al. argue that the IMF is permitting 
moderate fiscal expansion because ‘The fiscal program is revised to 
incorporate higher levels of domestic financing, which are increasing 
by about 1.1 percent of GDP.’ Indeed in the executive summary of 
the June 2009 ESF agreement the IMF claims that ‘Fiscal policy has 
been eased to maintain priority spending in the face of lower domes-
tic revenues.’ However, a closer look provides a much more nuanced 
perspective. The figures for 2008 indicate a decline in the deficit 
due to rising revenue and falling spending relative to GDP (2010d). 
In the December 2009 review of the ESF, the IMF admits that the
fiscal policy was ‘less accommodating than expected’. Despite this 
the IMF expects that ‘The return to a prudent fiscal policy stance will 
be conducive to preserving Mozambique’s low debt indicators and 
low risk of debt distress.’ In the same memo, the government made 
it clear that the growth of the deficit by about 2 per cent in 2009 was 
partly due to policies to reverse wage compression in the civil service 
(which has been a priority of the Bank and Fund9) and it was kept 
low by a ‘temporary cut in priority expenditures’ and that in 2010 
it intended to reduce the deficit. In other words, the slight increase 
in the deficit in one year was partly driven by need to meet other 
IMF/World Bank targets rather than counter-cyclical policies. They 
assured the IMF that ‘The Government remains committed to its 
medium-term fiscal strategy geared toward preserving debt sustaina-
bility, containing inflationary pressures, and limiting recourse to 
domestic financing to make room for sustainable private sector credit 
growth’ (IMF, 2010e).

In sum, pro-cyclical policies are alive and well and continue to be the 
core focal point of IMF programs. What of other reform efforts?
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6 Ex post to ex ante conditionality: real or chimerical 
reform?

Recent claims by the Fund of other serious reform are, on close exami-
nation, rather suspect. At the centre of the IMF claim of ‘modern izing 
conditionality’ are the new Flexible Credit Lines with their move from 
ex post to ex ante conditionality. In addition, the Fund will move away 
from structural performance criteria to program reviews (IMF, 2009j). 
However, the movement to an ‘ex ante’ approach is more chimerical 
than real. If lending is fairly short-term in nature (FCLs are one year), 
the distinction between an ex ante and ex post conditionality rather 
blurs since if countries slip from their original position the credit 
arrangement will not be renewed. This is little different from a multi-
year lending device with annual reviews and benchmarks.

The FCL agreement in April 2009 places a considerable emphasis 
upon the ‘very strong fundamentals’ of Mexico which it lists as low 
inflation and a strong anti-inflationary bias of the central bank, large 
reserves, cutbacks in government debt, a balanced budget fiscal 
policy rule and a flexible exchange rate. Despite the rapidly declining 
growth rates, the IMF is confident of ‘the public debt in Mexico 
remaining manageable under all scenarios, with public sector gross 
financing requirements set to continue their trend decline as a share 
of GDP’ (IMF, 2009k, p. 15). Expecting a further decline in the deficit 
under this scenario is little different from imposing austerity as part 
of a package of conditionality. If the deficit does the opposite, then 
this can readily be used to point to Mexican slippage from their strong 
fundamentals which can then block any extension of the FCL after a 
year. In March 2010, the IMF was pleased to see Mexico replace falling 
oil revenues with new tax sources leading to the issuing of a new one-
year FCL (IMF, 2010f).

7 Summary and conclusions

A number of the policy strategies in the US and elsewhere that generated 
the current global crisis (financial liberalisation, deregulation, reductions 
in state social spending, privatisation, the internationalisation of banking, 
and so on) are similar to those imposed by the Bank and Fund on the 
least developed countries for more than a quarter of a century. While 
developed countries are fearfully focused on the possibility of a depres-
sion, the least developed countries have been in a Great Depression for 
decades as a result of these policies.

9780230271609_05_cha04.indd   789780230271609_05_cha04.indd   78 11/24/2010   8:00:37 PM11/24/2010   8:00:37 PM

 



Howard Stein 79

Between 1980 and 2002 sub-Saharan Africa per capita income fell by 
more than 40 per cent (World Bank, 2005). The number of people living 
under $1.25, the international poverty benchmark, increased from 213 
million in 1981 to 390 million people in 2005, constituting more than 
half the population of the continent (Chen and Ravallion, 2008). While 
there was an increase in GDP growth after 2002, the boom was largely 
as a result of a temporary increase in commodity prices, particularly in 
oil, which has not trickled down to the majority of the population. The 
region has experienced the full effects of the global downturn. In 2009 
SSA GDP growth fell by 4.4 per cent compared to the rates of 2004–08 
(IMF, 2010d).

In a manner similar to the crisis of 1997–98, the Bank and Fund have 
now been re-empowered and resurrected into a more central role in the 
global economy. At some point in the future middle-income countries 
will again exit from the tentacles of the Fund and Bank. However, poor 
developing countries that are caught in a permanent debt trap with few 
alternative sources of financing will continue to be dependent on the 
Bretton Woods twins.

Changing the policy strategies will mean a fundamental reconceptuali-
sation of what generates growth and development. Evidence supporting 
Strauss-Kahn’s claims above that the IMF has ‘learned from its mistakes’ 
and ‘flexible to the peculiarities of each country’ seems rather hollow in 
view of the above evidence. The road to reform is daunting but imperative. 
Like the depression of the 1930s, we must use this moment to intrepidly 
challenge entrenched interests and the policies that for far too long have 
been perpetuated at the expense of the poor and dispossessed.

Notes

1. The paper draws on work presented in seminars and conferences at Columbia 
University, University of Amsterdam, Luiss University, Rome, Cambridge 
University and the European Parliament in Brussels in 2009 and 2010. I am 
grateful for the feedback from the audiences at each of these seminars. I also 
appreciate the comments of Claudia Kedar and the generosity of KITLV, 
Leiden, Netherlands where I was a visiting fellow while writing the current 
version of the paper.

2. Contrast the bold denunciations of the Fund by people like Nestor Kirchner 
with the comments from President Ortega of Nicaragua mild rebuke ‘It is a 
blessing to be free of the Fund, and for the Fund it will be a relief to rid itself 
of a government that defends the interests of the poor’. Meanwhile he signed 
a new PRGF arrangement with the Fund in July 2007 with some vague plans 
of ending loans after five years (Bretton Woods Project, 2007).
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3. The lists includes Armenia, Belarus, Bosnia, Costa Rica, El Salvador, Georgia, 
Guatemala, Hungary, Iceland, Latvia, Mongolia, Pakistan, Romania, Serbia, 
Seychelles, Sri Lanka, Ukraine, Columbia, Mexico and Poland (IMF, 2009d, 
2010a).

4. Even Williamson (2008) of Washington Consensus fame admits that levels of 
economic growth have not improved under IMF programmes.

5. For negative trends on income distribution and poverty on the continent and 
their relationship to World Bank agricultural policies see Stein (2010b).

6. The latest iteration is in ‘Governance Matters VIII’ released in June 2009. See 
Kaufmann et al. (2009).

7. Key changes in the operation of the Bank and Fund require a vote exceeding 
85 per cent. Since their inception, the US has always maintained a voting 
power exceeding 15 per cent, providing it with veto power.

8. The foreign currency loan problem is a common one in Eastern and Central 
Europe due to the increasing dominance of foreign bank ownership pushed 
heavily by the World Bank. See Stein (2010a) for an analysis and critique.

9. Reversing wage compression has been part of the civil service reform efforts 
embedded in the poverty reduction support credits of the World Bank in 
Mozambique (World Bank, 2009b).

References

Apaza, Carmen (2009) ‘Measuring Governance and Corruption through the 
Worldwide Governance Indicators: Critiques, Responses, and Ongoing Scholarly 
Discussion’, PS: Political Science and Politics, 42, 139–43.

Barro, Robert and Lee, Jong-wha (2002) ‘IMF Lending: Who Is Chosen and What 
Are the Effects?’, NBER Working Papers Series, no. 8951.

Bird, Graham (2001) ‘Do They Work: Can They Be Made to Work Better?’, World 
Development, 29(11), 1849–65.

Bretton Woods Project (2007) ‘Just say no Vocal rejection of Bank, Fund 
Increasing’, Update 56, July.

Bretton Woods Project (2010) ‘Analysis of World Bank Voting Reforms 
Governance Remains Illegitimate and Outdated’, Briefing, 30 April. http://
www.brettonwoodsproject.org/art-566281.

Brown, Chelsea (2009) ‘Democracy’s Friend or Foe? The Effects of Recent
IMF Conditional Lending in Latin America’, International Political Science Review, 

30(4), 431–57.
China Daily (2008) ‘Bitter IMF Pills Difficult for Asia to Swallow’, 3 December.
Chen, S. and Ravaillion, M (2008) ‘The Developing World is Poorer Than We 

Thought, But no Less Successful in the Fight Against Poverty’, World Bank 
Policy Research Working Paper No. 4703, September.

Crisp, B. and Kelly, M. (1999) ‘The Socioeconomic Impacts of Structural Adjustment’, 
International Studies Quarterly, 43(5), 533–52.

Dreher, Alex (2006) ‘IMF and Economic Growth: The Effects of Programs,
Loans, and Compliance with Conditionality’, World Development, 34(5), 

769–88.
Garuda, G. (2000) ‘The Distributional Effects of IMF Programs: A Cross Country 

Analysis’, World Development, 28(6), 1031–51.

9780230271609_05_cha04.indd   809780230271609_05_cha04.indd   80 11/24/2010   8:00:38 PM11/24/2010   8:00:38 PM

 



Howard Stein 81

G20 (2009) ‘Leaders’ Statement: The Pittsburgh Summit, Sept. 24–25’, http://
www.g20.org/Documents/pittsburgh_summit_leaders_statement_250909.
pdf.

IMF (various) ‘IMF Financial Activities – Update’. Washington, DC: IMF.
IMF (2008a) Annual Report, 2008. Washington, DC: IMF.
IMF (2008b) ‘Fact Sheet: Crisis and the IMF Lending’, http://www.imf.org/external 

/np/exr/facts/crislend.htm.
IMF (2008c) ‘IMF Spells Out Need for Global Fiscal Stimulus – Interview with 

Olivier Blanchard and Carlo Cottarelli’, IMF Survey Magazine, 29 December, 
http://www.imf.org/external/pubs/ft/survey/so/2008/INT122908A.htm.

IMF (2008d) World Economic Outlook, October.
IMF (2009a) ‘Republic of Latvia: Request for Standby Arrangement’, IMF Country 

Report 09/16, Malawi, January.
IMF (2009b) ‘Malawi: Request for a One Year Shock Facility Agreement’, IMF 

Country Report 09/16, Malawi, January.
IMF (2009c) ‘Statement by the IMF Mission to Turkey’, Press Release No. 09/14, 

26 January, http://www.imf.org/external/np/sec/pr/2009/pr0914.htm.
IMF (2009d) ‘IMF Financial Activities – Update’, 27 August, http://www.imf.org/

external/np/tre/activity/2009/082709.htm.
IMF (2009e) ‘Fiscal Policy in Sub-Saharan Africa in Response to the Impact of the 

Global Crisis’, IMF Staff Position Note, 14 May, SPN 09/10, http://www.imf.
org/external/pubs/ft/spn/2009/spn0910.pdf.

IMF (2009f) ‘The Federal Democratic Republic of Ethiopia: Request for a 
14-Month Arrangement under the Exogenous Shocks Facility-Staff Report’, IMF 
Country Report 09/26, 23 September, http://www.imf.org/external/country/
ETH/index.htm.

IMF (2009g) ‘IMF Executive Board Approves US$336 Million Exogenous Shocks 
Facility Arrangement for Tanzania and Completes Fifth Review Under the 
Policy Support Instrument’, Press Release No. 09/190, 29 May, 2009 http://
www.imf.org/external/np/sec/pr/2009/pr09190.htm.

IMF (2009h) ‘United Republic of Tanzania’, IMF Country Report No. 09/179, 
June, http://www.imf.org/external/pubs/ft/scr/2009/cr09179.pdf.

IMF (2009i) ‘Republic of Mozambique: Fifth Review Under the Policy Support 
Instrument, First Review Under the Twelve-Month Arrangement Under the 
Exogenous Shocks Facility’, IMF Country Report No. 09/327, December, http://
www.imf.org/external/pubs/ft/scr/2009/cr09327.pdf.

IMF (2009j) ‘IMF Implements Lending Policy Improvements’, http://www.imf.
org/external/np/pdr/fac/2009/032409.htm.

IMF (2009k) ‘Mexico: Arrangement Under the Flexible Credit Line – Staff Report; 
Staff Supplement; and Press Release on the Executive Board Discussion’, IMF 
Country Report No. 09/126, April, http://www.imf.org/external/pubs/ft/
scr/2009/cr09126.pdf.

IMF (2010a) ‘IMF Financial Activities – Update’, 22 April, http://www.imf.org/
external/np/tre/activity/2010/042210.htm.

IMF (2010b) ‘Past IMF Disbursements and Repayments from all Members from 
May 01, 1984 to March 31, 2010’, http://www.imf.org/external/np/fin/tad/
extrep1.aspx.

IMF (2010c) ‘Zambia: 2009 Article IV Consultation, Third Review Under the 
Three-Year Arrangement Under the Poverty and Reduction and Growth 

9780230271609_05_cha04.indd   819780230271609_05_cha04.indd   81 11/24/2010   8:00:38 PM11/24/2010   8:00:38 PM

 



82 Assessing the Global Impact of the Crisis

Facility’, IMF Country Report No. 10/17, January, http://www.imf.org/external/
pubs/ft/scr/2010/cr1017.pdf.

IMF (2010d) ‘Regional Economic Outlook Sub-Saharan Africa: Back to High 
Growth?’, World Economic and Financial Outlooks, April. Washington, DC: IMF.

IMF (2010e) ‘International Financial Statistics’, online.
IMF (2010f) ‘Mexico: Arrangement Under the Flexible Credit Line’, IMF Country 

Report No. 10/81, http://www.imf.org/external/pubs/ft/scr/2010/cr1081.pdf.
IMF (2010g) ‘Bolstering the IMF’s Lending Capacity’, April, http://www.imf.

org/external/np/exr/faq/contribution.htm.
Kaufmann, Daniel, Kraay, Aart and Mastruzzi, Massimo (2005). Governance 

Matters IV: Governance Indicators for 1996–2004. Available http: http://www.
worldbank.org/wbi/governance/pubs/govmatters4.html.

Kaufmann, Daniel, Kraay, Aart and Mastruzzi, Massimo (2009) ‘Governance 
Matters VIII: Aggregate and Individual Governance Indicators, 1996–2008’, 
World Bank Policy Research Working Paper Series. WPS 4978. June.

Khan, Mushtaq (2007) ‘Governance, Economic Growth and Development Since 
the 1960s’, DESA Working Paper Series. No. 54, August.

Killick, Tony (1995) IMF Programmes in Developing Countries: Design and Impact. 
London: Routledge.

Kurtz, Marcus, and Shrank, Andrew (2007) ‘Growth and Governance: Models, 
Measures, and Mechanism’, The Journal of Politics, 69(2), 538–54.

Kurtz, M.J. (2004) ‘The Dilemma of Democracy in the Open Economy’, World 
Politics, 56(2), 262–302.

Merco Press (2008) ‘Fed Swap Lines with Brazil, Mexico, South Korea and 
Singapore’, 12 October, http://en.mercopress.com/2008/10/30/fed-swap-lines-
with-brazil-mexico-south-korea-and-singapore.

Polak, Jaacques (1957) ‘Monetary Analysis of Income Formation and Payments 
Problems’, IMF Staff Papers, 6: 1–50.

Przeworski, Adam and Vreeland, James Raymond (2000) ‘The Effect of IMF 
Program on Economic Growth’, Journal of Development Economics, 62, 385–421.

Splimbergo, Antonio, Symansky, Steve, Blanchard, Oliver and Cottarelli, Carlo 
(2008) ‘IMF Staff Position Note: Fiscal Policy for the Crisis’, SPN/08/01, 
December.

Stallings, B. and Peres, W. (2000). Growth, Employment, and Equity: The Impact 
of the Economic Reforms in Latin America and the Caribbean. Washington, DC: 
Brookings Institution Press.

Stein, Howard (2008) Beyond the World Bank Agenda: An Institutional Approach to 
Development. Chicago and London: University of Chicago Press.

Stein, Howard (2010a) ‘Financial Liberalization, Institutional Transformation 
and Credit Allocation in Developing Countries: The World Bank and the 
Internationalization of Banking’, Cambridge Journal of Economics, 34(2).

Stein, Howard (2010b) ‘World Bank Agricultural Policies, Poverty and Income 
Inequality in Sub-Saharan Africa’, Cambridge Journal of Regions, Economy and 
Society (available online, August).

Thomas, Landon (2008) ‘Turkey Tries to Resist Aid From IMF’, New York Times, 
7 November.

UNCTAD (2008) ‘On-Line Statistics’.
Vreeland, James Vernon (2003) The IMF and Economic Development. Cambridge: 

Cambridge University Press.

9780230271609_05_cha04.indd   829780230271609_05_cha04.indd   82 11/24/2010   8:00:38 PM11/24/2010   8:00:38 PM

 



Howard Stein 83

Waeyenberge, Elsa, Bargawi, Hannah and McKinley, Terry (2010) ‘Standing in 
the Way of Development: A Critical Survey of the IMF’s Crisis Response to 
Low-Income Countries’ Eurodad and Third World Network Report’, April 
http://www.boell.org/downloads/Standing_in_the_way_of_development.pdf.

Weisbrot, Mark, Ray, Rebecca, Johnston, Jake, Cordero, Jose Antonio and 
Montecino, Juan Antonio (2009) ‘IMF-Supported Macroeconomic Policies and 
the World Recession: A Look at Forty-One Borrowing Countries’, Center for 
Economic Policy Research, October.

Weisbrot, Mark and Ray, Rebecca (2010) ‘Latvia’s Recession: The Cost of 
Adjustment with an “Internal Devaluation”’, Center for Economic Policy 
Research, February.

Williamson, J. (2008) ‘A Short History of the Washington Consensus’, in N. Serra 
and J. Stiglitz (eds), The Washington Consensus Reconsidered. New York: Oxford 
University Press.

World Bank (2000) Annual Report, 2000. Washington, DC: World Bank.
World Bank (2002) Annual Report, 2002. Washington, DC: World Bank.
World Bank (2004) Annual Report, 2004. Washington, DC: World Bank.
World Bank (2005) African Development Indicators. Washington, DC: World Bank.
World Bank (2008) Annual Report, 2008. Washington, DC: World Bank.
World Bank (2009a) Annual Report, 2009. Washington, DC: World Bank.
World Bank (2009b) ‘IDA Program Document For A Proposed Credit in the 

Amount OF SDR 69,500,000 to the Republic of Mozambique for a Sixth 
Poverty Reduction Support Credit Operation’, October. Report N. 5092 1 –MZ
http://www-wds.worldbank.org/external/default/WDSContentServer/
WDSP/IB/2009/10/22/000333037_20091022001920/Rendered/PDF/
509210PGD0P117101Official0use0only1.pdf.

World Bank (2010a) ‘World Bank Reforms Voting Power, Gets $86 Billion Boost’, 
Press Release, http://web.worldbank.org/WBSITE/EXTERNAL/NEWS/0, content
MDK:22556045~pagePK:34370~piPK:34424~theSitePK:4607,00.html.

World Bank (2010b) ‘IBRD 2010 Voting Power Realignment’, http://siteresources.
worldbank.org/NEWS/Resources/IBRD2010VotingPowerRealignmentFINAL.
pdf.

Yeldan, A. Erinç (2008) ‘Turkey and the Long Decade with the IMF’, Bretton Woods 
Project Update 61, April, http://www.brettonwoodsproject.org/art-561814.

Zhou, Xiaochuan (2009) ‘Reform the International Monetary System’, Speech, 
23 March. Available at People’s Bank of China website.

9780230271609_05_cha04.indd   839780230271609_05_cha04.indd   83 11/24/2010   8:00:38 PM11/24/2010   8:00:38 PM

 



84

5
Crisis in the Euro Zone
Jonathan Perraton

1 Introduction

At the outbreak of the current financial crisis many European commen-
tators and politicians took it to be an essentially Anglo-Saxon affair. The 
euro zone was taken to be, in effect, a victim of ‘collateral damage’ from 
the fallout of a crisis manufactured elsewhere. The financial systems 
of core euro-zone countries were held to be fundamentally different 
from Anglo-Saxon ones and thereby less vulnerable to systemic risks, 
although there had been a shift towards more capital market-based 
financial systems amongst European economies. The core euro-zone 
countries had not seen house price booms on US or UK levels and asso-
ciated consumption growth; with greater provision of social housing there 
was not the same expansion of subprime lending. Nor had European 
countries run major external deficits – overall the euro zone was in 
approximate balance, with Germany running a clear surplus, and most 
of the member countries’ trade was conducted with each other. Indeed, 
the European Commission (2009, p. 48) recently asserted that ‘Overall, 
the role of the euro area in global imbalances was negligible until the 
crisis broke’, rather overlooking the role of Germany’s large current 
account surplus.

Any hopes that the euro area might be insulated from the worst of 
the crisis have been dashed. Since the crisis first emerged in the US 
and UK financial markets it has come to engulf the whole of the euro 
area, and not just those economies that had seen asset price bubbles. 
The crisis has deepened in the euro zone with recession across the zone 
and particularly strong falls in previously successful economies such 
as Ireland. The sharp falls in world trade have hit the euro zone, even 
though external trade beyond the zone is relatively small. Bank lending 
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has dropped sharply, particularly to the more peripheral economies, as 
banks consolidate their positions. Consumer and business confidence 
has plummeted. The derogatory acronym PIGS has come to refer to 
those countries where speculation over their continued membership of 
EMU has led to widening interest rate differentials between euro-area 
countries. This, in turn, has raised questions over the sustainability of 
the whole zone in its current form, and resulting speculation against the 
euro. Growth in core economies had been sluggish even before the crisis 
but as Table 5.1 shows it has now turned to sharp falls in activity with 
only anaemic recoveries predicted for most countries.

In addition to the effects of emergency monetary and fiscal measures, 
the IMF (2010) forecasts that any recovery will be largely driven by net 
exports, with the euro having fallen against other major currencies, and 
inventory effects as firm stocks dwindle; neither are likely to provide the 
basis for sustained growth. Unemployment levels were high in many 
euro-area countries, but they had been falling in most countries, in 
some cases down to levels not seen in twenty years; most of these gains 
were wiped out rapidly by the crisis. As Table 5.2 shows, this has now 
been sharply reversed with predictions that unemployment will persist 
even with a recovery in output. However, soaring unemployment in 
the US has meant that the long-standing US–EU unemployment gap 
has now been eliminated. As discussed further below, there is no simple 

Table 5.1 Real GDP growth in the euro area

2000–07 2008 2009 2010f 2011f

Austria 2.3 2.0 –3.6 1.3 1.7
Belgium 2.2 1.0 –3.1 1.2 1.3
Finland 3.5 1.2 –7.8 1.2 2.2
France 2.1 0.4 –2.2 1.5 1.8
Germany 1.5 1.3 –5.0 1.2 1.7
Greece 4.2 2.0 –2.0 –2.0 –1.1
Ireland 6.0 –3.0 –7.5 –1.5 1.9
Italy 1.5 –1.3 –5.0 0.8 1.2
Netherlands 2.2 2.0 –4.0 1.3 1.3
Portugal 1.5 0.0 –2.7 0.3 0.7
Slovakia 5.6 6.2 –4.7 4.1 4.5
Slovenia 4.4 3.5 –7.8 1.1 2.0
Spain 3.6 0.9 –3.6 –0.4 0.9
Euro area 2.1 0.6 –4.1 1.0 1.5

f: forecast.
Source: Eurostat; forecasts – IMF (2010).
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86 Assessing the Global Impact of the Crisis

relationship between output losses and unemployment rises across 
euro-area countries.

As the first major test of the euro zone, the crisis has raised questions 
not just over the issue of adjustment to asymmetric developments in 
the absence of standard mechanisms (notably a centralised budget or 
labour mobility), but also long-standing concerns over the ECB’s policy 
stance and co-ordination within the zone: between national fiscal 
authorities, between these authorities and the European Central Bank 
(ECB) and between national regulatory authorities in the absence of 
a clear regulatory role for the ECB. Space prevents a detailed analysis 
of the role of euro-zone financial regulation, but it had implications 
for the other issues here – for example, Ireland’s financial regulation 
regime was relatively weak (cf. Connor et al., 2010). In September 2008 
the Irish government moved to guarantee debts and deposits with the 
largest financial institutions. Although this drew critical responses from 
French and German politicians similar moves followed as a conse-
quence, including the German government signing loans and guarantees 
to support the Dublin-based Depfa bank, a subsidiary of Munich property 
investor Hypo Real Estate, which reportedly has cost the German 
authorities more than €102 billion.

This chapter argues that the euro zone is anything but an ‘innocent 
bystander’ in the current crisis, although there are key differences in the 

Table 5.2 Unemployment rates in the euro area

2000–07 2008 2009 2010f 2011f

Austria 4.4 3.8 5.0 5.4 5.5
Belgium 7.7 7.0 7.9 9.3 9.4
Finland 8.6 6.4 8.2 9.8 9.6
France 8.9 7.8 9.4 10.0 9.9
Germany 8.9 7.3 7.5 8.6 9.3
Greece 9.9 7.7 9.5 12.0 13.0
Ireland 4.5 6.0 11.8 13.5 13.0
Italy 8.1 6.7 9.1 8.7 8.6
Netherlands 3.5 2.8 3.4 4.9 4.7
Portugal 6.2 7.7 9.6 11.0 10.3
Slovakia 16.7 9.5 11.9 11.6 10.7
Slovenia 6.2 4.4 6.0 7.4 6.8
Spain 10.0 11.3 18.0 19.4 18.7
Euro area 8.3 7.5 9.4 10.5 10.5

f: forecast.
Sources: Eurostat; forecasts – IMF (2010).
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origin and nature of the crisis from that in the US. Major imbalances 
emerged in the zone over the years before the crisis and these have 
exacerbated the impact of the crisis in the euro zone. Germany apart, 
many euro-zone economies saw the emergence of similar imbalances to 
those seen in the US and UK. These imbalances were not addressed by 
the ECB which continued to insist that its policy regime was entirely 
appropriate, a line it largely persists with to this day. The chapter 
proceeds as follows: section 2 discusses the emergence of the crisis in 
terms of the policy regime of the ECB, section 3 analyses the emergence 
of imbalances within the euro zone in the decade before the crisis 
and section 4 examines the impact of the crisis and responses to it by 
national governments and the ECB. Section 5 concludes.

2 The emergence of the crisis in the euro zone

The policy regime for the euro zone is well-known. As Arestis and Sawyer 
(2004, ch. 10; 2006) set out, the ECB has been founded on the principles 
of the ‘new consensus macroeconomics’: monetary policy should be 
controlled by an independent central bank and essentially directed 
at controlling inflation alone (a principle effectively enshrined in the 
Maastricht Treaty). Strictly speaking the ECB does not operate inflation 
targeting per se, and uses its ‘two-pillar’ approach of a reference value for 
the growth of the money supply (€M3) – on the assumption of a stable 
relationship between this aggregate and inflation rates – and a broad-
based analysis of price developments. Fiscal policy is intended to be 
passive, confined largely to the operation of automatic stabilisers within 
the limits set by the Stability and Growth Pact (SGP), i.e. that budget 
deficits should not exceed 3 per cent of GDP and should be balanced 
or in surplus over the business cycle.1 Output growth and employment 
are assumed to be determined by supply-side factors so that national 
authorities can most effectively boost these through the liberalisation of 
product, financial and (perhaps especially) labour markets. These points 
have been reiterated through numerous official ECB communications 
and in more detailed official accounts of the ECB’s policy regime 
(e.g. Issing, 2002). As Arestis and Sawyer (2004: ch. 10; 2006) empha-
sise, this entails not simply the assumption that the economy is stable 
around the natural rate of unemployment but also the further assump-
tion that the sectoral balance from this will be consistent with the SGP 
budgetary rules. Co-ordination of macro economic policy between national 
fiscal authorities, and between these authorities and the ECB is seen as 
unnecessary and potentially even counter-productive (cf. Issing, 2002). 
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88 Assessing the Global Impact of the Crisis

ECB policy in the run-up to the crisis can at least be readily understood 
in these terms.

Although the onset of international financial market turmoil is con-
ventionally dated at August 2007 and the Federal Reserve and Bank of 
England began cutting interest rates at the end of that year, at that stage 
the ECB’s overriding concern was with possible inflationary pressures. 
As Figure 5.1 shows, the ECB had steadily raised its main refinancing 
rate over 2006 and 2007 in response to perceived inflationary pres-
sures. This was despite clear signs of falling house prices in euro-area 
countries, following trends in the US and UK, and increased concerns 
over the exposure of European banks to global developments. In July 
2008 the Governing Council of the ECB raised interest rates by 25 basis 
points, citing fears of wage–price spirals from energy and food price 
rises and concerns over growth of monetary aggregates, although core 
inflation had remained low.2 Their overall assessment then was virtually 
identical to previous 2008 ECB Monthly Bulletins, asserting that the risks 
to the economy were to the upside and that economic activity would 
remain strong:

While moderating, growth in the world economy is expected to 
remain resilient, benefiting in particular from continued robust 
growth in emerging economies. This should support euro area 
external demand. As regards domestic developments, the funda-
mentals of the euro area economy remain sound and the euro area 
does not suffer from major imbalances. In this context, investment 
growth in the euro area should continue to support economic activity, 

Figure 5.1 Headline interest rates
Sources: Bank of England; ECB; Federal Reserve.
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Jonathan Perraton 89

as rates of capacity utilisation remain elevated and profitability 
in the non-financial corporate sector has been sustained. (ECB, 
Monthly Bulletin, July 2008, p. 5)

The August 2008 assessment, whilst acknowledging that growth was 
slowing, asserted that recent data had supported the previous month’s 
decision to raise rates. In September 2008 the growth of monetary 
aggregates was still being cited as pointing to inflationary dangers. 
A belief that the crisis would have only limited effects on the euro area 
was also shared by major European governments who declined to take 
part in a joint bank bailout operation with the US authorities then, 
although it had been evident from August 2007 that European banks 
were facing liquidity difficulties too. German banks, in particular, had 
significant exposure to now ‘toxic’ financial assets issued in the US. 
Only on 8 October 2008 were interest rates cut by 50 basis points as 
part of a co-ordinated international response with the Federal Reserve, 
the Bank of England and other central banks to the financial crisis. 
Nevertheless, as Figure 5.1 shows, the ECB cut interest rates later and by 
a smaller amount than other major central banks. The ECB also shifted 
from its previous approach of auctioning a fixed quantity of short-term 
loans to essentially agreeing to replace the market for liquidity where nec-
essary by supplying an unlimited quantity of one-week fixed-rate loans 
to the European lending markets. The ECB also expanded the range of 
its longer-term refinancing facilities on 15 October 2008; accordingly, 
unlimited liquidity could be obtained at a fixed rate of interest (unen-
cumbered by the huge demand for liquidity that would usually drive 
up interest rates) for maturities of up to six months. The availability of 
long-term finance was further expanded on 7 May 2009 when the ECB 
announced that it would extend its October 2008 changes to include 
12-month maturities available at the main refinancing rate. To an even 
greater degree than the Bank of England or the Fed, the ECB has signifi-
cantly eased its collateral requirements to include a wide range of assets 
including private securities and commercial paper. As Lapavitsas et al. 
(2010, p. 7) point out:

To rescue banks, the ECB engaged in extensive liquidity provision, 
accepting many and debatable types of paper as collateral for secure 
debt. ECB actions allowed banks to begin to adjust their balance 
sheet, engaging in deleveraging. By late 2008 banks were already 
reducing their lending, including to the periphery. Banks also 
stopped buying long-term securities preferring to hold short-term 
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90 Assessing the Global Impact of the Crisis

instruments – backed by the ECB – with a view to improving liquidity. 
The result was credit shortage and accelerated recession across the 
eurozone, including the periphery.

Nevertheless, the ECB has continued to emphasise inflationary risks 
from possible wage-price responses to commodity prices rises and from 
growth of monetary aggregates. Similarly, views on the role of fiscal 
policy were strongly re-asserted:

it is essential that governments abide by the rules of the Stability 
and Growth Pact and ensure the sustainability of public finances. 
Maintaining sound public finances will enable governments to let 
automatic stabilisers operate freely and thus contribute to smoothing 
the economic cycle and to supporting private sector confidence. 
(ECB, Monthly Bulletin, October 2008, p. 7)

This was followed by a reiteration of earlier calls for restraint in wage 
costs and for labour market reforms as the key means of fostering 
growth and employment over the long term. To understand the emer-
gence and impact of the crisis it is necessary to examine the emergence 
of imbalances within the euro area since the formation of EMU.

3 Pre-crisis imbalances and divergence

As noted above, the years before the current crisis were marked by slow 
growth and relatively high unemployment amongst the core economies 
of the euro area. The US (and UK) crisis has been seen in terms of rising 
inequality fuelled by globalisation leading to low or even negative 
growth in real incomes for average and below-average households; with 
rising property prices households responded by borrowing and moving 
into negative net savings (cf. Turner, 2008). Although the growth in 
wage inequality amongst euro-zone economies has been much less 
pronounced than in the US (Ireland apart), euro-zone countries had 
seen a clear shift in income shares from wages and profits with wage 
increases thus not keeping pace with productivity (IMF, 2007: ch. 5).3 
Private consumption expenditure grew sluggishly as incomes stagnated 
or declined with falls in real wages (OECD, 2009: 25). Austria and 
Germany apart, euro-zone countries saw house price rises at similar 
rates to those in the US over the five years preceding the crisis, with 
France, Ireland and Spain recording double-digit annual house price 
rises over 1999–2007; Germany apart, in euro-zone countries the 
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majority of households were owner-occupiers by 2007 (ECB, 2009: 13; 
European Commission, 2009: 12; OECD, 2009: 25–6). However, this 
had less impact on consumption in most euro-zone countries compared 
to the US or UK, with lower household borrowing against property.

Within this picture there was, of course, considerable variation 
with several more peripheral economies, notably Ireland and Spain, 
experiencing more rapid growth. However, the three largest economies – 
Germany, France and Italy – all saw below-average growth over this 
period. It is the performance of Germany in particular that led to 
particular imbalances and a deflationary bias within the euro zone. 
German wage bargaining faced strong downward pressure from insti-
tutional changes and globalisation, with the increased use of outsourcing 
by German companies. Wage settlements consistently lagged behind 
productivity growth with episodes of negative wage drift (Hein et al., 
2006; OECD, 2008a, p. 28). As German households did not experience 
house price booms and their savings rates remained stable there was 
sluggish growth in consumer private demand, whilst non-financial 
corporations became net savers during this decade despite the shift 
to profits, in part due to the consolidation of earlier corporate debts 
(Deutsche Bundesbank, 2009; OECD, 2010). Thus, there was no invest-
ment boom in response to shift to profits and real interest rates falling 
to levels below those in the previous two decades. The corollary of these 
developments was a current account surplus as savings exceeded invest-
ment (and the investment itself was concentrated in the export sector); 
during this period net exports provided the main (at points virtually the 
sole) source of growth for the German economy. Overseas investment 
by German companies rose as some of the counterpart to the current 
account surplus. The key development here is the emergence of pay-
ments imbalances with other euro-area economies – by 2007, around 
60 per cent of Germany’s current account surplus was with other euro-
area economies and 80 per cent with EU-27 countries (OECD, 2010: 29). 
Germany gained strongly in competitiveness over this period whilst 
Italy, Portugal, Spain and Ireland all lost competitiveness. There are 
two possible qualifiers to this: that this is largely an adjustment by 
Germany to earlier 1990s losses of competitiveness in the aftermath 
of unification and/or that higher inflation elsewhere in Europe was 
an equilibrium effect from growth (i.e. a Balassa–Samuelson effect). 
However, neither of these claims receives clear empirical support 
(Fischer, 2007); on some estimates Germany had already restored 
price competitiveness relative to euro-zone countries by around 2000 
(OECD, 2008a, p. 25).
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92 Assessing the Global Impact of the Crisis

These developments imparted a deflationary bias to the euro-zone 
economy (cf. Hein et al., 2006): German core inflation rates fell to low 
levels, risking deflation, whilst the growing surpluses with other euro-
zone economies contribute to stagnation elsewhere in the zone. Further, 
these developments put downward pressure on wage settlements, 
thereby also contributing to deflationary pressures. Nor is this a case of 
being wise after the event. Earlier simulations indicated that although 
small countries pursuing competitive wage strategies would not have 
significant negative effects on the euro-zone economy as a whole if 
pursued by a large economy like Germany it would have net negative 
effects on the euro-area economy with any falls in interest rates such 
a strategy might permit not outweighing the negative demand effects 
(Fritsche et al., 1999). It certainly can be argued that the ECB pursued 
an excessively tight and asymmetric monetary policy in the pre-crisis 
period (cf. Bibow, 2009; Hein et al., 2006). But this is only part of the 
story and herein lies the significance of fiscal policy: even had interest 
rates been lower in the euro area during the pre-crisis period this would 
have been unlikely to have had much effect on either household con-
sumption or firms’ investment expenditure. With both households and 
non-financial corporations as net savers, balance could only have been 
restored with a fiscal expansion.

The other side of this process of divergence was the effect on 
countries with expansionary pressures on inflation and asset prices. 
There was little evidence of real convergence between countries of 
the euro zone in the period before the crisis and actual divergence on 
some indicators (e.g. Christodoulakis, 2009; Hein and Truger, 2005). The 
counterpart foreign investment in more peripheral economies could 
have strengthened their capacity and longer-term competitiveness if it 
had flown to the tradable sector; however, available evidence indicates 
that it much of it flowed to the non-tradable sector, including property 
(Christodoulakis, 2009). With at most only limited convergence in 
business cycles, centrally determined monetary policy will periodically 
be too loose for countries experiencing upswings. With convergence in 
nominal interest rates inevitably this leads to a process of monetary 
policy aggravating divergence by producing pro-cyclical real interest 
rate movements. Estimates of interest rates consistent with a Taylor 
rule need to be interpreted cautiously – the ECB inflation target 
is likely to have been too low with negative effects on output (cf. Arestis 
and Sawyer, 2004: ch. 10; 2006; Hein et al., 2006) and such estimates 
are dependent upon measures of the output gap that are subject to 
considerable margins of error. Nevertheless, broad estimates that indicate 
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that the ECB’s actual interest rate policy was roughly consistent with 
a Taylor rule for the euro area as a whole also point to interest rates 
being too low in expanding economies (Ahrend et al., 2008). For 
example, for most of the 2000s before the crisis the ECB policy rate 
was below Irish inflation rates (Connor et al., 2010, p. 12). As Bibow 
(2006) points out, in practice the problems go beyond this with effec-
tively low real interest rates in expanding economies fuelling growth 
of credit and asset price booms, and further aggravating payments 
imbalances within between euro-zone economies. Setzer et al. (2010) 
find clear evidence of divergence in the growth of broad monetary 
aggregates between euro-zone economies in the period before the 
crisis, with money demand significantly related to house prices devel-
opments and differences in housing markets and associated financial 
regimes. Interestingly, this appears to be very much a post-EMU forma-
tion phenomenon: countries experiencing house price booms could 
tap into a much larger and more liquid capital market, attracting 
capital inflows. Thus, this is not the textbook problem for a monetary 
union of adjustment to an (external) asymmetric shock, but the result of 
mechanisms intrinsic to the operation of EMU. Germany engineering a 
position of current account surplus through wage restraint faced little 
effective pressure to adjust but created simultaneously for other econo-
mies a problem of low effective external demand and excessively loose 
monetary policy.

These effects can be seen clearly in several more peripheral economies 
during the pre-crisis period. The Irish economic experience closely 
resembles that of the US or UK, with in effect Ireland’s continued growth 
becoming increasingly dependent upon ‘house price Keynesianism’ 
(Hay et al., 2008). Even here there were key differences, with Irish financial 
institutions making much less use of subprime lending or derivative 
instruments (Connor et al., 2010). There was considerable property 
speculation, fuelled in part by capital inflows, and encouraged by relatively 
light financial regulation, but much of this was at the higher end of 
the market, including commercial property. In other respects these 
cases in particular resemble the US/UK experience. As Figure 5.2 shows, 
although France and Germany maintained relatively high and stable 
household savings rates, elsewhere these fell in the pre-crisis period in 
some cases into negative territory.

The ECB response to such developments was that adjustment to 
inflation differentials and/or payments imbalances should take place 
through wage flexibility and fiscal consolidation if the countries were 
judged to be running structural budget deficits. Indeed, the ECB has 
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94 Assessing the Global Impact of the Crisis

identified inflation differentials as driving the adjustment process 
within EMU:

Inflation differentials can be an integral part of the adjustment 
mechanism resulting from dispersion of economic developments 
across the participating countries, a mechanism which in turn reflects 
the impact of various economic shocks as well as the fact that the 
economic structures in place vary from country to country. Inflation 
differentials are, then, the product of an equilibrating adjustment 
process within a monetary union and, as such, are not only unavoid-
able, but also desirable. (ECB, Monthly Bulletin, May 2005, p. 61)

There are several reasons why this has been of limited effectiveness. 
Earlier simulations indicated that relative price adjustment mecha-
nisms would be very slow and variable in their operation amongst 
European countries, both in terms of adjustment to asymmetric 
shocks within the euro area and in terms of different responses to 
a common external shock (Mazier and Saglio, 2008). In a monetary 
union, wage and price pressures will be felt most acutely in the trad-
able sector with inflationary pressures more pronounced in the non-
tradable sector and, especially, on asset prices. With generalised wage 
moderation amongst euro-area economies for much of the 1990s and 
the current decade, so that real wages have not kept pace with pro-
ductivity growth, this would place particular burdens of adjustment 
on households which have, as noted, typically seen sluggish growth 
in real incomes. Fundamentally, adjustment of this form would only 

Figure 5.2 Net household savings rates (% disposable income)
Source: AMECO database.
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be likely to be expansionary through net export effects external to the 
euro zone. A shift from wages to profits would not necessarily be asso-
ciated with falls in demand if it induced an investment response but 
the German trends towards low investment and consolidation by 
the corporate sector were common across Europe in this decade. Nor 
would an increase in net borrowing by the corporate sector necessarily 
solve external payments imbalances. An increase in external com-
petitiveness relative to countries outside the euro zone would tend to 
raise net exports and thereby maintain activity, but this was a limited 
option for euro-zone countries who conduct most of their trade with 
each other and during a period when the euro tended to appreciate 
relative to other major currencies.

Instead these developments are strikingly consistent with the flow-
of-funds model developed by Godley and Lavoie (2007), models of 
this form having had a good track record of predicting the current 
crisis.4 Instead of automatic mechanisms of adjustment operating 
between a rich and poor region of a monetary union, a surplus in the 
former and a deficit in the latter can persist as an equilibrium so long 
as bonds issued by the poor region are held willingly at the common 
interest rate. The account here is not an exact fit with developments 
in the euro zone – in particular, the countries running trade deficits 
saw these largely covered by private capital flows and did not have 
counterpart fiscal deficits before the crisis (Christodoulakis, 2009). 
Nevertheless, the key point remains that deficits between the two 
regions are not automatically self-correcting. If assets issued by the 
poor region are no longer willingly held at a common interest rate 
then there are limited adjustment possibilities: a rise in interest 
rates on the poor region’s assets simply leads to explosive debt–GDP 
ratios as the cost of servicing debt rises. A stationary state could be 
achieved if the deficit area were to respond by reducing expenditure 
to eliminate budget and trade deficits, but this adjustment would 
act to lower demand and output within the monetary union. Clearly 
this is the form of adjustment mandated by the SGP as and when 
countries operate fiscal imbalances. The alternative mechanism of 
adjustment, expansion by the rich surplus region would also pro-
duce a stationary state but this is clearly a form of adjustment not 
mandated by SGP rules. Adjustment to reduce inflation and/or pay-
ments imbalances by domestic deflationary policies risks producing 
‘beggar-my-neighbour’ deflation throughout the euro area. These 
dangers were magnified once the euro economy moved into the 
present crisis conditions.
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4 The current crisis in the euro area

Standard explanations for the current crisis in the US typically locate 
it either in lax regulation combined with loose monetary policy, or 
in terms of deeper structural changes in the global economy – surplus 
funds generated in emerging market economies sought ‘safe haven’ 
investments primarily in the US (relatively sluggish European per-
formance making it unattractive to these investors) leading to falling 
interest rates and fuelling (ultimately unsustainable) asset price booms 
(Caballero et al., 2008; Jagannathan et al., 2009).

At one level there are clear differences between the US (and UK) 
experience and the euro zone in the genesis of the crisis. With greater 
provision of social housing there was much less subprime lending – 
even in Ireland the property price bubble was increasingly fuelled by 
higher-end speculation, including in commercial property, rather than 
problems with subprime mortgages (Connor et al., 2010). European 
financial institutions had generally been much less involved in the 
issuance of CDOs and similar derivative instruments. Monetary policy 
had been less expansionary, and although similar house price booms 
had been seen outside Austria and Germany, the associated growth 
in consumer expenditure had been less marked. As a bloc, the euro 
zone had not seen high capital inflows and as a bloc it did not have 
an external payments deficit; as detailed above, though, several euro-
zone countries had experienced both house prices booms and current 
account deficits.

Germany apart, though, the contrast between the euro zone and 
the US and UK can easily be overstated. Household savings fell in 
most euro-zone countries and household debt relative to disposable 
income had risen to almost 100 per cent by 2007, up from 75 per cent 
a decade earlier, although this remained some way below US and UK 
levels (Be Duc and Le Breton, 2009; ECB, 2009: 67). Amongst the non-
financial corporations, net borrowing had fallen back from peaks in the 
1998–2001 period (Be Duc and Le Breton, 2009), in part reflecting the 
consolidation of earlier debts. Significant current account imbalances 
had emerged in several countries. European banks may have been less 
involved in the issuance of CDOs and similar assets than their American 
and British counterparts, but German banks in particular had made 
extensive acquisitions of overseas bonds in search of favourable returns 
(German banks intermediating growing funds from domestic savers). 
Thus, euro-zone countries had experienced developments that often 
differed in degree, rather than kind, from Anglo-Saxon economies. 
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As house prices began to fall from 2007 those euro-zone countries with 
house price bubbles – notably Ireland and Spain – experienced similar 
crises. Further, Holland et al. (2009) find a negative association between 
imbalances in the housing market and the cumulative budget posi-
tion thus far over the crisis period: the fallout from the end of house 
price booms has been costly in terms of both falls in output and public 
rescue packages for the financial system. The second key channel for 
crisis generation was through the collapse in global trade – Holland et al. 
(2009) find a negative association between net trade relative to GDP in 
2007 and change in output over the crisis amongst European econo-
mies, i.e. those countries with the strongest trade orientation have in 
general seen the greatest falls in output through exposure to the global 
downturn.

Conversely, there has been a positive association between the size of 
government expenditure and changes in output (Holland et al., 2009), 
indicating that fiscal policy stabilisers have operated as expected. Of 
course, this has resulted in sharp rises in budget deficits and projected 
debt–GDP ratios relative to SGP provisions so that at the time of writ-
ing the European Commission has issued deficit warnings to 13 of 
the euro-zone member countries and Germany has introduced a new 
constitutional deficit rule limiting the structural deficit at the Federal 
level to 0.35 per cent of GDP. It is difficult to disentangle the active 
component of the fiscal stimulus from the operation of automatic 
stabilisers. In 2007 the euro zone as a whole exhibited approximate 
budget balance. An October 2008 extraordinary euro-area Heads of 
Government summit agreed the principles of a European Action Plan 
to bolster the financial system, followed in November by a European 
Economic Recovery Plan for counter-cyclical fiscal policy. Thus, there 
has been some fiscal co-ordination between euro-zone national govern-
ments, albeit of a somewhat ad hoc nature. Riet (2010) estimates that 
the active stimulus package amounts to around 2 per cent of euro-zone 
GDP across 2009–10. Germany launched a fiscal expansionary of the 
order of 3 per cent of GDP, with a similar-sized package in Spain 
and around 1 per cent of GDP in France but Italy has hardly changed 
its active fiscal stance. Early estimates indicate that these fiscal policy 
responses and the monetary policy response of the ECB added about 
0.5 percentage points each to euro-zone GDP (Barrell et al., 2009). This 
is in the context of circumstances where fiscal policy would be likely to 
be most effective with interest rates close to the zero bound but credit 
growth has plummeted. The EU-wide budget is too small and inflexible 
to play a stabilising role, although there have been some proposals for 
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increased capital expenditure. When EMU was first seriously proposed 
in the 1970s the MacDougall Report recommended an area-wide budget 
of around 7 per cent of GDP to play a stabilising role and variants of this 
have been proposed since.5 Nevertheless, there are two important quali-
fiers here. First, there is little immediate prospect of the necessary political 
union to create an EMU-wide fiscal authority. Second, such a budget 
would not necessarily have ameliorated the imbalances that emerged 
within the euro zone over this decade: there was no clear relationship 
between current account positions and fiscal positions. The centralised 
budget is typically proposed as a solution to the classic textbook prob-
lem of an external asymmetric shock to a monetary union inducing 
current account and budget deficits in the country experiencing a nega-
tive external shock (and hence an economic downturn) and the reverse 
in a country experiencing a positive shock. The developments in EMU 
over this decade before the crisis did not arise from external shocks, but 
from developments within the euro zone, and did not give rise to this 
pattern of imbalances; hence, there would no reason to presume that 
funds would have flowed from Germany to the countries with which it 
had a payments surplus.

The full fiscal costs of the financial stability packages, the level of 
contingent liabilities incurred by euro-area governments as a result 
of policies to support national financial institutions, remain unclear. 
Past experience with financial crises – not least amongst Scandinavian 
economies in the early 1990s – indicates that the fiscal cost of bank rescue 
policies can be considerable. Riet (2010) reports an estimate of contin-
gent liabilities ceiling of around 20 per cent of GDP across the euro 
zone, with an astonishing 172 per cent of GDP in the case of Ireland.

The ECB has mounted a robust defence of its own response. Although, 
as noted above, it has held interest rates at slightly higher levels than 
the Bank of England and the Fed it has defended its policy stance in terms 
of the use of ‘non-standard’ measures of expanding liquidity. It is too 
early to make any clear judgements, but Milas and Naraidoo (2009) 
find evidence of a policy shift by the ECB in response to the crisis so 
that whereas in effect the ECB had been operating an inflation target-
ing policy before the onset of the crisis, since then it has effectively 
switched to operating an output-stabilising policy and has moved from 
an asymmetric response to inflationary conditions to a more symmetric 
stance. It remains too early to tell whether this is indicative of a 
regime shift: the ECB itself has insisted that the ‘non-standard’ measures 
are simply designed to improve the operation of the monetary trans-
mission mechanism and do not affect the stance of monetary policy 
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and hence specific operations will be sterilised. The growth of nominal 
broad monetary aggregates has been falling rather than rising for most 
of the period since the initiation of ‘non-standard’ measures and latterly 
turned negative.

The impact of the crisis and national policy responses has produced 
diverse results in terms of output and unemployment. Figure 5.3 
shows the cumulative percentage declines in output thus far since the 
onset of the current crisis across euro-zone countries and comparator 
economies.

However, as Figure 5.4 shows there is no simple relationship between 
these output losses and the percentage point rises in unemployment 
since the start of the downturn.

Several trends stand out here, notably the actual fall in German 
un employment and the small rise in Italian unemployment despite 
strong recessionary falls in output. Ireland and Spain have similar sharp 
rises in unemployment even though Spain’s fall in output was only 
around half that of Ireland’s. As noted above, the US has seen a particu-
larly sharp rise in unemployment so that the US unemployment rate 
has now risen to the same level as that of the EU15. Overall, the rise 
in the unemployment rate is below what would have been expected 
in Okun’s law terms from the output decline in Finland, Austria, the 
Netherlands and Germany (Arpaia and Curci, 2010; IMF, 2010, ch. 3). 
The experience of the Scandinavian countries is striking here: Finland 
has experienced the largest output fall amongst industrial countries 
since the crisis began, whilst non-EMU members Denmark and Sweden 

Figure 5.3 Peak-to-trough decline in output
Source: IMF (2010).
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have also seen large output falls, but these countries have seen only 
modest rises in unemployment. There are important differences 
between the more successful cases here: Germany and Italy have seen 
relatively small job losses but a strong incidence of short-time working 
and other measures, whilst the Scandinavian countries have maintained 
relatively dynamic labour markets and have seen relatively strong out-
flows from unemployment – in these countries those people who have 
become unemployed have managed to find new jobs relatively quickly 
and at similar rates to those before the crisis.

The positive aspect of these developments, for the relatively success-
ful economies, is that it indicates that even within a monetary union 
national authorities retain some autonomy to influence unemploy-
ment rates through fiscal policy and active labour market policies, 
whilst national wage bargaining systems can still deliver relatively 
low unemployment. So far labour force participation rates have held 
up well in Europe, so that people are either employed or seeking work 
and have not dropped out of the labour force altogether. However, the 
incipient recovery in Europe remains fragile. In reviewing recent per-
formance amongst European economies even the IMF has warned that: 
‘The downside risks could become more pronounced if policy support 
in the advanced economies is withdrawn too early, if political pressures 
delay financial sector reforms, or if policy co-ordination falters’ (IMF, 
2009, p. 78), and whilst acknowledging concerns over fiscal sustainability 
warns that ‘discretionary fiscal stimulus should not be withdrawn too 
early’ (ibid.: 79) particularly as experience of previous crises indicates 
that recovery in private consumption and investment expenditure is 

Figure 5.4 Peak-to-trough changes in unemployment
Source: IMF (2010).
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likely to be sluggish. Stimulus measures apart, net exports currently 
provide the main positive contribution to demand in Europe with a weak-
ening euro – with growth weak in the rest of the world this is unlikely 
to sustain any recovery. Deflationary trends and damaging payments 
imbalances emerged within the euro area even before the crisis; if these 
were to persist they would endanger both the recovery and potentially 
the unity of the euro area itself. Past experience indicates that crises are 
especially severe, and their effects on unemployment particularly long-
lasting, when they result from property price crashes or financial crises 
more generally. Property price crashes lead to consolidation by house-
holds and worsen the balance sheets of firms and banks. Financial 
crises disrupt the workings of credit – firms with short-term cash-flow 
problems that may be viable long-term nevertheless go under; even as 
the economy recovers firms with growth potential are unable to borrow 
in order to invest and expand employment. Although the non-financial 
corporate sector in euro-zone countries was mostly only a small net 
borrower, and in some countries was a net saver, before the crisis 
began this partly reflected consolidation of earlier debts. The limited an 
investment boom even before the crisis, despite relatively high profit-
ability and low real interest rates, indicates the significant expansion in 
capacity with an upturn is unlikely. Persistent effects on output and a 
jobless recovery in output appear likely.

The most acute problems have been felt in Portugal, Ireland, Greece 
and Spain – the so-called PIGS group6 – where there has been active 
specu lation over their continued participation in EMU. Speculation has 
been concentrated on these countries with relatively high projected 
debt levels and anticipated costs of bank rescue packages, but also 
reflects increased risk-aversion by some investors (Riet, 2010: 40–71); 
these countries are also notable as peripheral EMU economies where 
imbalances had developed and economy cycles were most out of 
synchroni sation with core euro-zone economies. This speculation has 
resulted in sharply widening differentials on government debt within 
the euro zone, with consequently increased cost of debt servicing. By 
May 2008 a €100 bn loans package being agreed for Greece between 
the European Commission, the ECB and the IMF.7 The policy package 
agreed by the Greek government entails unprecedented austerity measures 
in terms of tax rises and public expenditure cuts. The involvement of 
the IMF, initially resisted, suggests limits to the ability of the euro zone 
to regulate itself. Lapavitsas et al. (2010) point out that a number of 
features that have made Greece parti cularly vulnerable to speculation, 
including revelations about the true state of public finances, a relatively 
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under-developed tax system and the thinness of markets for Greek 
bonds. Banks in other euro-area countries have considerable exposure 
to Greek public debt; precise figures are not available but French banks 
are estimated to hold around a quarter of all foreign bank holdings of 
Greek government bonds (€27–52 billion) and German banks around 14 
per cent (€15–30 billion) with banks in the euro area as a whole estimated 
to hold over half of the foreign bank holdings of Greek public debt 
(€62–121 billion).8 In addition to potential negative spillovers to euro-
zone financial institutions outside Greece is the prospect of contagion 
effects spreading any Greek crisis to other euro-zone economies. One 
of the key expected gains from EMU was precisely to avoid speculation 
against national monetary authorities and contagion effects spreading 
across countries. In practice, speculation on bonds over EMU member-
ship appears to have replaced earlier speculation against currency pegs. 
Similar principles though may apply – speculation leading to rising 
interest rates could create self-fulfilling crisis conditions for coun-
tries with high debt–GDP ratios, at least in the absence of supporting 
policy coordination by other area members. Estimates for the external 
position of the PIGS – it is less the debt–GDP ratio than outstanding 
external debts that appears to be inducing vulnerability – are reported 
in Table 5.3.

The striking point here is not just that affected economies have high 
levels of net external debt – both public and private – with much of it 
held by institutions elsewhere in the euro area. Further, as Cabral (2010) 
emphasises, these indicators are at similar – or even higher levels – to 
emerging market countries immediately before major external debt crises. 
At the time of writing, it remains to be seen whether the EU support 

Table 5.3 External position of PIGS, end-2009

General 
government 
gross debt 
(GGGD) (% GDP)

General 
government
net external 
debt (% GGGD)

Net international 
investment 
position 
(% GDP)

Portugal 77.2 74.9 –111.7
Ireland 64.5 70.6 –73.1
Greece 113.4 78.9 –82.2
Spain 55.2 47.3 –93.5
Italy 115.1 42.9 –19.0
Germany 72.5 48.5 37.3

Source: Cabral (2010).
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packages, and the policy measures agreed to affected countries, will be 
sufficient to stem speculation and restore domestic balance.

The upshot of these developments is increased pressure to cut budget 
deficits, primarily through cuts in expenditure. This can be seen most clearly 
in Ireland which has recently created a National Asset Management 
Agency to take over toxic debts with some predictions that the notional 
value of the bad loans book could rise to around half of Ireland’s GDP. The 
government response to the rising costs of the financial crisis has been to 
enforce the sharpest cuts in public sector pay and social welfare payments 
of any EU government (at least until the Greek austerity measures take 
effect). More generally, the pressure towards fiscal consolidation carries 
the danger of premature withdrawal of stimulus. In the euro zone, in the 
absence of co-ordination there is a strong danger of continued trends 
towards ‘beggar-my-neighbour’ deflation as countries simultaneously 
attempt to cut their fiscal deficits and rely on net exports to maintain 
output (cf. Lapavitsas, 2010). Official ECB and European Commission 
policy continues to emphasise product and labour market liberalisation –
as well as fiscal consolidation (e.g. European Commission, 2009). This 
is intended to reduce hiring cost and boost productivity; however, 
trends at least since the completion of the Single European Market have 
been to greater liberali sation without strongly stimulating investment. 
European Commission (2009) estimates find that wage and price flexi-
bility would act to ameliorate adjustment. Even under relatively stable 
conditions, though, such flexi bility only appears to provide a relatively 
slow mechanism of adjustment, as is illustrated by the experience of 
imbalances within the euro zone before the crisis. However, it is far from 
clear that this would be the case under conditions of substantial private 
sector outstanding debt commitments. It is precisely under such condi-
tions of nominal debt commitments that deflation with wage and price 
flexibility may not be stabilising as falling wages and prices cause debtors’ 
cash flows to fall relative to their commit ments (Caskey and Fazzari, 
2007). The experience of Scandinavian economies following their early 
1990s financial crises – which in retrospect appear as forerunners to the 
current global crisis – indicates that even successful bank rescue packages 
may be insufficient to avoid sharp losses of output and persistent rises in 
unemployment.

5 Summary and conclusions

Briefly on the occasion of the tenth anniversary of the launch of EMU 
there was an air of self-congratulation for the ECB for having overseen 
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a successful project and embedding monetary policy credibility. The 
crisis has undermined much of this, and as the ‘great moderation’ 
has unravelled the role of a combination of fortuitous factors, rather 
than the policy decisions of central bankers, has increasingly been 
highlighted in producing the earlier stability. Although some comment-
ators have characterised the post-crisis period in terms of a ‘return to 
Keynesianism’ or even the emergence of a new economics, there are 
only limited signs of a paradigm shift at the ECB or the European 
Commission. On the contrary, the pre-crisis assumptions on the role 
of macroeconomic policy in a monetary union, and assertions of the 
centrality of labour and product market liberalisation to determining 
economic performance, remain at the core of ECB policy pronounce-
ments. Further evidence will be needed to assess whether there has 
been an effective shift in the ECB’s monetary policy, although there are 
some indications of a shift towards output stabilisation and an attempt 
to avoid outright deflation.

The experience of other European countries, such as Iceland and 
several East European economies, cautions against concluding that 
crisis-hit euro-zone countries would have been better off outside 
EMU or that they would gain from either leaving it or trying to 
suspend their membership. Nevertheless, the analysis here indicates 
that the operation of EMU led to profound imbalances between 
member countries which left it vulnerable to, rather than insulated 
from, the crisis when it started in the US and the UK. In particular, 
the overdependence of the German economy on net exports left it 
vulnerable to external demand conditions. Imbalances elsewhere in 
the euro zone led to asset price bubbles, which collapsed with the 
crisis. The crisis emerged in euro-zone countries through similar 
processes as occurred in the US and the UK. House price booms and 
associated declines in household savings emerged in most euro-
zone countries outside Germany. There were differences in levels 
of household indebtedness and the precise mechanisms for crisis 
generation, but these were differences of degree rather than kind 
from the experiences of the US and the UK. The euro zone lacks 
effective mechanisms for co-ordinated recovery and the attempts at 
fiscal consolidation risk producing ‘beggar-my-neighbour’ deflation 
and endangering the slight recovery amongst euro-zone economies. 
Fiscal policy coordination thus far has been only ad hoc in character. 
The emergence of the crisis points to still unresolved issues con-
cerning the regulatory operation of the ECB and national financial 
authorities.
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Notes

1. Indeed, analysis for the European Commission suggested that even automatic 
stabiliser effects of fiscal policy were likely to be limited with negligible gains 
from output stabilisation once public expenditure exceeded 40 per cent of 
GDP (Debrun et al., 2008). The role of fiscal policy in counteracting the cur-
rent crisis raises doubts over their conclusion, but it may be indicative of 
official thinking before the crisis.

2. Other official assessments were similarly sanguine. For example, an April 
2008 OECD report on Ireland – the euro-zone economy that most closely 
resembled the US or the UK – confidently predicted that ‘Despite the slow-
down, growth could remain above the euro area average’ and asserted that 
‘Economic fundamentals remain sound… Financial system risks have been 
contained… The Irish banks are highly profitable and well-capitalised, so 
they should have considerable shock-absorption capacity’ (OECD, 2008b, 
pp. 11 and 13).

3. The more limited wage inequality effects may have affected consumption 
patterns and thereby the crisis; Zezza (2008) finds a relative income effect 
on consumption operating for the US so that households tried to maintain 
consumption levels of those in quintiles above them; household consumption 
patterns display much less of this behaviour in the euro zone.

4. On this point see Bezemer (2009).
5. See the discussion in Arestis and Sawyer (2006).
6. Italy has sometimes also been included in this group, with its high outstand-

ing debt levels, but thus far has largely escaped these pressures with relatively 
low foreign holdings of Italian government debt.

7. This has not been, as some commentators have asserted, a breach of the no-
bailout rule enshrined in the Maastricht Treaty, although arguably it does 
breach the spirit of the rule. It does not directly involve the ECB. Under the 
no-bailout clause the European Union is not liable for the debts of any mem-
ber governments. However, this does not preclude governments of EU nations 
voluntarily deciding to provide financial assistance to other member states, 
with Article 100, section 2[1] expressly allowing for this.

8. Figures from ‘Greece’s Sovereign Debt Crisis’, The Economist, 15 April 2010.
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6
The Impact of the Current 
Crisis on Emerging Market and 
Developing Countries
Jesus Ferreiro and Felipe Serrano

1 Introduction

When analysing the relations between developed economies and emerging 
market and developing economies, it is easy to see how the latter have 
been traditionally dependent and influenced by the cyclical behaviour 
of the former and by the turmoils generated in them. Expansions in 
advanced economies implied a positive development framework for 
developing countries, which benefited from higher export flows and 
from a suitable financial environment in the shape of higher capital 
inflows. By contrast, recessions in developed economies dragged devel-
oping economies with them due to the negative impact generated on 
exports and net capital inflows. Even more, the economic deterioration 
in developing economies was aggravated by episodes of currency and 
banking crisis and by the inability of these countries the application 
of anti-cyclical policies. In fact, the need to restore some sound macro-
economic foundations, mainly to reduce fiscal unbalances and ensure 
capital inflows, forced to apply restrictive demand-side policies, which, in 
turn, damaged the economic situation. The final result was a strong con-
vergence and synchrony of the economic cycle of developed and developing 
economies, but where the cycle volatility was bigger for the latter.

Taking this traditional pattern as a basis, we would expect that the 
present economic crisis, generated in advanced countries, would have 
affected emerging market and developing economies with higher inten-
sity, and that the economic deterioration of these economies, given its 
magnitude, would have been the most serious since the Great Depression, 
especially if we consider that the record figures of foreign trade and capi-
tal flows of these economies, in principle, imply an increased relevance of 
the traditional transmission channels of economic activity of advanced 
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countries over the rest of the world economy and, consequently, a greater 
importance of the global factors in the determination of the developing 
countries economic performance.

However, in practice this has not occurred. As a whole, the present cri-
sis has curbed, quite significantly, emerging and developing economies. 
But this growth deceleration does not seem to give an answer to the 
patterns of previous crises. Actually, as we will explain later, short-term 
and medium-term economic prospects still make reference to very high 
growth rates, higher than those reached in the 1980s and 1990s although 
lower than the ones recorded before the crisis.

The existence of a series of structural transformations in the economic, 
institutional and policy spheres have not only allowed emerging and 
developing economies (if not all at least a significant number of them) 
to accelerate their growth paths in recent decades, but have also made 
them less dependent on advanced economies – a phenomenon some 
authors describe as the ‘decoupling’ thesis. This lower dependence would 
have permitted this group of economies, with some exceptions in Central 
and East European countries, to be less affected than what we would 
otherwise expect due to the present economic crisis.

This chapter is structured as follows. In the second section we analyse 
the evolving relation of interdependence between the economic cycles 
in advanced and emerging markets and developing economies, based 
on the past and current economic performances in both groups of 
countries. The next two sections analyse the current relevance of the 
traditional transmission channels of the shocks generated in developed 
economies to emerging and developing countries, namely the trade and 
financial channels. The final section summarises and concludes.

2 Economic crisis and emerging market economies 
decoupling

One of the essential characteristics of the world economy behaviour is 
the synchrony of economic cycles between developed and developing 
economies. As is shown in Figure 6.1,1 with a small delay, economic 
cycles of both countries are virtually identical, with a few provisos, such 
as the 1991–93 crisis, centred on developed countries, fundamentally 
European countries as a result of the crisis of the European Monetary 
System, and the 1997–99 crisis, focused on developing economies, 
mainly in South East Asian countries.

Figure 6.2 shows another performance pattern directly connected 
to the previous one. Figure 6.1 showed how, regardless of the cycle, 

9780230271609_07_cha06.indd   1099780230271609_07_cha06.indd   109 11/23/2010   3:36:13 PM11/23/2010   3:36:13 PM

 



110 Assessing the Global Impact of the Crisis

developing economies have had higher growth rates than developed 
countries in recent decades. Figure 6.2 compares the growth in developed 
economies with the growth difference between both groups of countries. 
In addition to showing the existing delay between the economic cycles 

Figure 6.1 Annual rates of real economic growth (%)
Source: UNCTAD Handbook of Statistics Online and International Monetary Fund World 
Economic Outlook Database October 2009.
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Figure 6.2 Growth rate in developed economies and difference between eco-
nomic growth of developing economies with regard to developed economies
Source: UNCTAD Handbook of Statistics Online and International Monetary Fund World 
Economic Outlook Database October 2009.
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of both groups of economies, Figure 6.2 clearly shows how the growth 
difference also has a marked cyclical performance pattern in such a way 
that the growth differential of developing economies with regard to 
developed economies is closely connected with the economic perform-
ance of advanced countries. Thus, when developed economies enter a 
phase of economic deceleration, the growth differential tends to decrease 
drastically. In other words, crises arisen in advanced economies were trans-
mitted to developing economies but with a wider extension. Developing 
economies were highly dependent on advanced economies. Through 
commercial and financial channels, crises in advanced economies became 
global, thereby affecting both developed and developing economies.

Despite what we have mentioned, the data of both graphics also show 
that from the beginning of the new millennium there is a clear change 
in behaviour in terms of the performance dynamic of both groups 
of economies. Thus, Figure 6.1 shows how, since 2001, growth rates 
recorded in developing economies are the highest of the whole analyzed 
period, whereas, by contrast, the growth of developed economies has 
been significantly lower. In addition, and most importantly, the growth 
differential of developing economies with regard to developed ones 
has maintained unprecedented levels (Figure 6.2). In fact, although the 
recession in the 2008–09 biennium has negatively affected the growth 
of the world economy, something obvious since it is a global crisis, the 
impact on developing economies has been smaller, clearly smaller than 
expected, thus reducing by scarcely one percentage point its growth 
differential with advanced economies. The result is that, in contrast 
to previous occasions, a large crisis beginning in developed economies 
has not been transmitted to developing economies, where the crisis 
has resulted in comparatively small falls in their growth rate, except in 
the year 2009.2 As Levy-Yeyati states (2009): ‘If, in the 1990s, whenever 
the world caught a cold, emerging markets got pneumonia, crises have 
immunised emerging markets so that, if anything, when in 2008 the G7 
economies got pneumonia, emerging economies just got a cold.’

This behaviour has led us to propose a new hypothesis: the decoupling 
of developing economies from developed economies, especially in the 
case of emerging market economies. A bigger economic and financial 
integration of developing economies would not have made them more 
dependent on the economic cycle and on real financial tensions built in 
developed countries, but less dependent on the latter, altering the impor-
tance of traditional transmission mechanisms of economic disturbances, 
whose direction was usually from developed economies to developing 
economies (Kose, Otrok and Prasad, 2008a, 2008b). This decoupling would 
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not imply a reduced influence of the global factors on emerging economies 
but a greater integration between these economies – in particular, an 
increased dependence or sensitivity with regard to the Chinese economy 
(Levy-Yeyati, 2009). This process explains not only the bigger growth 
differential of developing economies but the fact that, unlike previous 
crises, the present one, which arose in the most advanced economies, 
has not had the anticipated effect on developing countries.

Figures 6.3 and 6.4 support the decoupling hypothesis. Figure 6.3 
shows the average growth rates of developed economies and develop-
ing and emerging economies grouped into geographical regions. It can 
be seen how variations in the growth of developed economies are 
transmitted, with different degrees of intensity, to the different develop-
ing economies. However, since 2003, the deceleration in the growth 
of developed economies has been accompanied by an increase in the 
economic growth of all developing economies, with the result that 
these have registered (will register) the highest growth rates of the last 
five decades, with the only exception being Latin America.

Figure 6.4 more clearly shows this change in the structural perform-
ance of emerging and developing economies and in their relation with 
advanced economies. Such a figure reflects the differences between 
the growth rates of the different developing economies and advanced 
economies. Until the beginning of the new millennium, all developing 

Figure 6.3 Economic growth rate (%)
Source: UNCTAD Handbook of Statistics Online and International Monetary Fund World 
Economic Outlook Database, October 2009.
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economies, except for those in Asia, had witnessed how their pace of 
economic growth fluctuated around developed economies, growing above 
or below in different stages without being able to make them all grow 
above advanced economies. However, in the recent period, all regions, 
without exception, have achieved growth rates above those in developed 
economies, enjoying an unprecedented growth differential. The deep crisis 
suffered by advanced economies has not been transmitted to developing 
and emerging economies with the same intensity as in previous crises.

Figure 6.5 shows the figures for economic growth in the period 
2003–10. It can be seen clearly how the direct impact of the crisis was 
much more intense for Central and East European economies and the 
CIS (International Monetary Fund, 2009b and 2010b; World Bank, 2010), 
whereas the impact is smaller in Africa and America and, particularly in 
Asia, where the crisis has led to a slight slowdown of economic growth 
(Goldstein and Xie, 2009).

In this respect, Kose et al. (2008b) point out how the globalisation 
process has meant the emergence of group-specific cycles for emerg-
ing Asian and American economies, that is, a ‘concomitant divergence 
or decoupling of business cycles’ (Kose et al., 2008b, p. 27) between 
industrial countries and emerging market economies, explaining in 
this way the lesser impact of the present economic crisis in the latter 
economies.

Figure 6.4 Growth gap between developing economies and developed economies
Source: UNCTAD Handbook of Statistics Online and International Monetary Fund World 
Economic Outlook Database October 2009.

−4

−3

−2

−1

0

1

2

3

4

5

6

1971−1983 1984−1993 1994−2002 2003−2014

Developing economies: Africa Developing economies: America

Developing economies: Asia Central and eastern Europe

Commonwealth of Independent States

9780230271609_07_cha06.indd   1139780230271609_07_cha06.indd   113 11/23/2010   3:36:14 PM11/23/2010   3:36:14 PM

 



114 Assessing the Global Impact of the Crisis

Data show, in short, that the financial and real crisis of advanced 
econo mies has not been transmitted as would have been expected 
from past experiences to emerging and developing economies. This 
implies that transmission channels of the financial turmoil generated 
in advanced economies towards emerging market economies – foreign 
trade links, international capital flows, exchange market pressures and 
currency mismatches, banking and financial sector fragilities, and the 
scope for taking counter-cyclical monetary and fiscal policy actions 
(Goldstein and Xie, 2009) – are not working as expected.

This result contradicts the opinions of several authors, including Frank 
and Hesse (2009) and Bui and Bayoumi (2010), for whom the financial 
problems of developed economies have been transmitted to the financial 
sector of emerging economies and from there to the real economies. It is 
clear that the global economic crisis has affected developing economies 
and that all regions, without exception, have witnessed a fall in their 
development rates. However, the most relevant point is that the behav-
iour of emerging market economies has been significantly better than 
advanced economies3 (International Monetary Fund, 2009b).

Two new facts mark the difference of the performance of develop-
ing economies during the present crisis. The first is that with some 
exceptions, such as Central and Eastern Europe (World Bank, 2010), 
the international credit crunch has not led to a generalised sudden 
stop, as did occur in previous crises (Canales-Kriljenko et al., 2010), 
putting a halt to the financial turmoil. The second is that the slow-
down in the economic activity of advanced economies has not had 

Figure 6.5 Economic growth rates (%) in the period 2003–2010
Source: UNCTAD Handbook of Statistics Online and International Monetary Fund World 
Economic Outlook Database, October 2009.
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a negative effect on export flows in developing economies or in their 
trade balances.

Certainly, as most analyses reflect, a great deal of the positive economic 
results of emerging economies is explained by the application of intense 
packages of fiscal and monetary stimuli (International Monetary Fund, 
2009b, 2010a and 2010b; World Bank, 2009). The existence of stronger 
macroeconomic policy frameworks, principally robust fiscal positions at 
the onset of the crises (Berkmen et al., 2009 and 2010), promoted resil-
ience and allowed timely policy responses to support economic activity. 
These impulses were significantly important in Africa, East Asia, and 
Latin America.

The novelty in this case is not that emerging and developing economies 
have applied demand-side stimuli measures (and support measures to 
financial and banking sectors) quantitatively and qualitatively diff erent to 
those applied by advanced economies. The novelty is in the fact that it has 
been possible to apply this kind of measures for the first time, avoiding the 
application of pro-cyclical measures which in the past deepened the effects 
of the economic crisis. For the first time emerging economies have been 
in a condition to apply fiscal and monetary stimuli to correct the effects 
of a crisis that had not been generated in their countries. These stimuli 
are possible, as we will see later, thanks to the cushion of mass holdings 
of international reserves, to the lesser external dependence to finance the 
internal capital demand (rising from the demand for investment and fiscal 
unbalances) due to the higher levels of domestic savings, and the recovery 
of capital inflows in these economies registered since 2009.4

In spite of its obvious importance, this point is not the main issue of 
this chapter. In the following sections, we will focus, on the contrary, 
on the transmission channels related to trade flows, on the one hand, 
and financial flows, on the other.

3 The trade channel

As can be seen in Figure 6.6, the current account balance has been closely 
connected to the economic cycle of developed economies. Traditionally 
expansions of the latter have been transformed into surpluses on the cur-
rent accounts of developing economies in such a way that international 
trade behaved as the engine of these countries. Conversely, recessions in 
advanced economies implied a deterioration of the current account bal-
ance of developing countries, negatively affecting their growth.

According to this transmission channel, expansions in developed 
economies caused an increase in the import demand from developing 
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economies, consequently the improvement in net exports of the latter 
accelerated their economic growth. Obviously, economic decelerations 
in advanced economies generated the opposite effect in developing 
economies.

However, during the past decade this performance pattern has broken 
down. The whole group of developing economies begins to register con-
tinuous and increasing surpluses in their commercial flows. Even though 
the evolution of these balances remains closely linked to the economic 
cycle of advanced economies, developing economies maintain a high 
and growing surplus, avoiding the negative impact which comes from 
the decrease in the demand of advanced economies. Thus, both during 
the 2001–03 crisis and during the present recession, developing economies 
are still generating substantial surpluses in their current account balance, 
above 2 per cent of their GDP.

This structural change in the behaviour of the current account balance 
of developing economies has been accompanied by a smaller depend-
ence of trade flows of developing economies on advanced economies. 
Tables 6.1 and 6.2 show the geographical distribution of trade goods 
flows (exports and imports) in the period 1980–2008. Data show that, 
whereas the geographical pattern of trade flows in developed economies 
has been virtually constant over the past three decades, the spatial 
distribution of foreign trade of developing economies has changed 
radically. Foreign trade of developing economies, whether exports or 

Figure 6.6 Annual growth rates (%) of developed economies and current 
account balance of developing economies (in %GDP)
Source: UNCTAD Handbook of Statistics Online and International Monetary Fund World 
Economic Outlook Database October 2009.
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Table 6.1 Distribution of goods exports depending on the destination (% total 
exports)

Developing 
economies

Economies
in transition

Developed 
economies

World
1980 24.8 3.1 69.6
1984 24.1 2.9 70.5
1988 21.9 2.6 73.7
1992 25.9 0.8 71.8
1996 28.5 2.1 67.8
2000 27.8 1.4 69.7
2004 29.5 2.2 67.1
2008 33.3 3.6 61.7

Developing economies

1980 25.6 1.5 68.2
1984 27.7 1.5 65.4
1988 30.8 1.4 63.4
1992 37.7 0.6 58.8
1996 41.1 1.0 54.7
2000 39.7 0.6 57.5
2004 44.7 1.1 52.3
2008 48.5 2.0 47.2

Economies in transition

1980 18.4 28.4 53.2
1984 10.7 9.2 79.8
1988 11.6 6.4 81.9
1992 16.2 8.3 75.4
1996 15.6 27.4 55.3
2000 15.7 20.1 62.3
2004 20.0 17.9 61.3
2008 19.7 20.3 58.8

Developing economies: Africa

1980 9.1 1.5 72.6
1984 9.0 1.4 75.2
1988 10.8 1.7 70.7
1992 17.8 0.9 72.4
1996 25.5 1.0 69.5
2000 26.8 0.4 67.9
2004 29.4 0.5 68.2
2008 31.6 0.8 65.9

Developing economies: America

1980 26.7 2.5 68.3
1984 20.3 1.7 73.0
1988 22.5 1.6 72.1
1992 25.2 0.1 72.1

(Continued)

 117
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imports, takes place mainly among developing economies themselves. 
Thus, in 2008, good exports to developed countries accounted for barely 
47.2 per cent of the total exports of developing countries, 21 percentage 
points less than in 1980; on the other hand, imports from developed 
countries were just 40.3 per cent of the total exports of developing 
countries, 25 percentage points lower than in 1980. Since the 1990s the 
drop in the weight of trade relations between developing and developed 
economies is very sharp for the whole group of developing economies. 
Especially significant is the case of Asian economies, where the weight 
of their exports to developed economies is reduced by 24.4 percentage 
points, whereas the weight of imports from developed economies falls 
27.1 percentage points.

The lessening dependence of developing economies on advanced 
economies means that there has been less impact on their patterns of 
international trade and economic activity than would have occurred 
in previous crises as a result of the economic turmoil that originated 

Developing 
economies

Economies
in transition

Developed 
economies

1996 27.2 0.7 67.3
2000 23.4 0.4 72.8
2004 28.0 0.7 68.2
2008 34.7 1.1 60.3

Developing  economies: Asia

1980 29.9 1.2 66.9
1984 35.0 1.5 60.3
1988 36.0 1.3 60.0
1992 43.1 0.7 54.2
1996 46.0 1.1 50.2
2000 45.0 0.7 52.7
2004 49.6 1.2 47.6
2008 53.2 2.3 42.5

Developed economies

1980 24.6 3.6 70.3
1984 23.3 3.2 72.1
1988 19.4 2.8 76.7
1992 21.8 0.8 76.3
1996 23.6 1.7 73.9
2000 22.4 1.2 75.8
2004 21.9 2.1 75.3
2008 23.9 3.5 71.9

Source: UNCTAD Handbook of Statistics Online.

Table 6.1 Continued
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Table 6.2 Distribution of the imports of goods by destination (% total imports)

Developing
economies

Economies 
in transition

Developed 
economies

World
1980 30.5 2.9 65.4
1984 27.6 2.9 68.4
1988 23.0 2.5 73.3
1992 25.6 1.0 72.0
1996 28.5 2.4 67.8
2000 32.0 2.4 64.5
2004 34.7 3.0 60.9
2008 39.2 4.4 54.7

Developing economies

1980 30.5 1.1 65.3
1984 30.9 1.3 65.3
1988 30.6 1.5 65.2
1992 35.0 0.8 61.9
1996 38.1 1.4 58.2
2000 41.9 1.5 54.1
2004 47.5 2.3 46.9
2008 53.3 2.7 40.3

Economies in transition

1980 17.6 18.2 64.1
1984 15.3 8.8 75.7
1988 13.0 5.8 81.2
1992 15.6 8.9 75.2
1996 10.3 39.5 49.7
2000 11.1 39.3 49.1
2004 14.7 31.0 53.7
2008 23.2 26.1 50.1

Developing economies: Africa

1980 14.2 1.3 74.3
1984 14.9 2.0 76.2
1988 15.3 1.7 75.8
1992 24.7 0.9 69.4
1996 31.5 1.2 62.9
2000 35.1 2.0 60.2
2004 40.2 2.4 53.8
2008 45.5 2.5 48.4

Developing economies: America

1980 33.9 0.1 63.3
1984 37.7 0.6 59.2
1988 26.4 0.5 71.8
1992 24.3 0.1 74.1
1996 27.0 0.6 68.3

(Continued)
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Developing
economies

Economies 
in transition

Developed 
economies

2000 26.2 0.5 69.9
2004 36.2 0.8 60.3
2008 44.8 1.3 52.7

Developing economies: Asia

1980 33.8 1.5 63.5
1984 33.4 1.3 64.0
1988 34.4 1.7 61.9
1992 39.0 1.0 57.9
1996 41.6 1.6 55.1
2000 47.3 1.8 48.6
2004 50.7 2.6 43.2
2008 56.3 3.1 36.4

Developed economies

1980 30.6 3.2 65.5
1984 27.0 3.3 69.1
1988 21.2 2.7 75.3
1992 22.3 0.8 75.6
1996 24.8 1.8 72.4
2000 28.3 2.1 69.0
2004 29.3 2.6 67.5
2008 31.8 4.2 63.6

Source: UNCTAD Handbook of Statistics Online.

Table 6.2 Continued

in developed countries. This helps to explain why the trade surplus 
discussed above has remained stable during the present crisis.

Anyway, even when the smaller economic activity in industrial 
economies may have affected trade flows with developing and emerging 
economies and, by extension, the respective current account balances, 
this does not necessarily imply a strong negative impact on the growth 
of these economies. The size of this impact will depend upon how 
economic growth is explained by the existence of a high positive trade 
net balance. In other words, the contribution of foreign trade to the 
growth of an economy does not depend upon the size or the growth of 
export and import flows but on the net export balance.

Contrary to what is usually expected, the engine of emerging 
economies growth is not so much the foreign demand as the domestic 
demand. Although these economies have witnessed how their exports 
have increased significantly, these bigger exports have implied a parallel 
increase of their imports, thus the contribution of their trade balances 
to economic growth has not been very high. For example, for Asian 
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economies, Prasad (2009) shows how the contribution of net exports to 
the economic growth of the region during the period 2000–08 is very 
small, lower than the contribution of public or private consumption 
or investment, hardly 0.4 percentage points for an average economic 
growth rate of 5.2 per cent. In the particular case of China, net exports 
would only explain 10.8 per cent of the economic growth registered 
in that period (compared with 27.5 per cent of private consumption, 
12.7 per cent of public consumption or 49 per cent of investment).

Finally, it is important to underline that the change in the productive 
structure of emerging and developing economies and in their integra-
tion in the international productive chain turns the volume of trade 
flows (and their balance) with industrial economies into a structural 
factor, relatively independent from the economic situation of advanced 
economies and from external factors. This behaviour is reflected in the 
existing disconnection between the size and evolution of trade balances 
and the exchange rates evolution between advanced and emerging 
economies.

In this sense, Figures 6.7 and 6.8 show the performance of the balance 
on goods and services in United States and the euro zone with China, 
together with the evolution of the renminbi exchange rate against the 
euro and the dollar. In the case of the US economy, we can see how the 
rapid deterioration of the trade balance with China is taking place at a 
stable nominal exchange rate. In fact, the renminbi valuation against 
the dollar in 2005 did not coincide with an increase in the North 

Figure 6.7 Balance on goods and services US–China and nominal exchange rate 
of renminbi
Source: Federal Reserve System.
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American deficit with China, rather than the anticipated fall. In this 
sense, for the World Bank (2009) a flexibility of the exchange rate will 
not eliminate China’s tendency to generate large trade surpluses. The 
reduction of these surpluses would only be possible if they produce 
structural changes which modify the present saving and investment 
rates. Moreover, we cannot reject the possibility that an appreciation 
of the exchange rate of the Chinese renminbi increases even more the 
already huge Chinese trade surpluses. The final effect of a variation 
in the exchange rate on the value of exports and imports flows, and, 
consequently, on the value and sign of the net trade balance, depends 
on the price-elasticity of the exports and imports demands. An inelastic 
demand for exports and imports would mean that an appreciation 
of the Chinese renmimbi with respect, for instance, to the US dollar, 
would mean that the value of Chinese imports from the US economy 
would fall, while at the same time the value of Chinese exports to the 
US would increase. The final result would be an increased Chinese 
trade surplus with the USA. This possible scenario5 means that the usual 
recommendations made to the Chinese economic authorities – to 
flexibilise the exchange rate of the renminbi as a necessary and, even, 
sufficient measure to correct the huge imbalances of the Chinese and 
US balances of payments6 – may well generate opposite consequences 
to those anticipated by their proponents.

Figure 6.8 Balance on goods and services USA–Euro zone and nominal exchange 
rate of renminbi
Source: European Central Bank.
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In the case of the euro-zone economy, there is once again a clear 
lack of any stable correspondence between the performance of the 
renminbi/euro exchange rate and the balance on goods and services 
with China. Thus, the very strong valuation of the euro (in nominal 
terms) with regard to the renminbi between 2002 and 2004 did not 
lead to a deterioration of the trade balance with China. Likewise, the 
renminbi valuation in 2005 and 2008 did not imply an improvement 
in the balance on goods and services with China but rather increased 
the deficit. Only the period 2006–07 saw the expected effect of the 
renminbi depreciation against the euro in the shape of a bigger trade 
deficit in the euro zone with China.

In any case, an assumption implicit in the view that the Chinese 
external surplus (and the mirror US external deficit) can be corrected 
with a proper flexibility (and the consequent appreciation) of the 
Chinese renminbi is that there is an equilibrium exchange rate that 
leads the trade balance to an equilibrium, that is, to a zero net exports. 
In other words, that the exchange rate is determined by the size and 
sign of a country’s trade balance, and thus, that the only function of 
foreign financial flows is to finance the trade surplus or deficit. However, 
if the exchange rate is mainly determined by the capital account, then 
the level and evolution of the exchange rates stops to be related and 
determined by the evolution of the goods and services balance. In this 
scenario, a Chinese flexible exchange rate would not necessarily correct 
the trade Chinese and US trade imbalances. As Turner argues, the greater 
integration of emerging market economies with international capital 
markets has the implication that ‘the exchange rate was becoming 
more responsive to international shifts in asset preferences, which could 
increase exchange rate volatility’ (Turner, 2008, p. 4). If capital flows 
are the main determinant of the exchange rate, if we assume that the 
exchange rate can influence trade (exports and imports) flows and bal-
ances, then to correct trade imbalances, we must implement measures 
to ‘control’ capital flows. This, obviously, involves an opposite causality 
between trade flows, exchange rate and capital flows than the usual one 
appearing in simplistic textbooks.

4 The financial channel

In the last quarter of the year 2008, capital flows addressed towards 
emerging economies began to experience a rapid deceleration. Although 
the crisis has not had its origin in these countries, the evolution of these 
flows has been similar to that observed in the previous crisis. The search 
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for low-risk positions by institutional investors as well as the recom-
position of bank balances in developed countries affected by the crisis 
led to an asset sale and to a slowdown in the credit granted to those 
economies. The first effects of the crisis appeared in stock markets and 
in debt markets (both short-term and long-term) and in flows of bank 
credit. Nevertheless, before presenting these data it would be appropri-
ate, in order to have a better understanding of the effects of the crisis 
upon emerging economies, to offer a brief explanation of the growth 
process of these flows, which started in the first years of the past decade, 
as well as the growth of capital flows from emerging economies towards 
the capital markets of developed economies.

4.2.1 Expansion process of capital flows towards 
emerging economies

The increase in net private capital flows towards emerging economies 
started in 2002.7 These capital inflows reached their highest point, 
about 16 per cent of the GDP of emerging economies, in 2007, which 
is a historic record. In the years before the financial crisis of Southeast 
Asia these flows were about 9 per cent of their GDP.

South East Asian economies are the main recipient of these flows 
(47 per cent of the total), which represented 15 per cent of their GDP 
in 2007. Latin American countries received 12 per cent of these capital 
flows in the same year, which represented 6 per cent of their GDP. The 
countries of Central and Eastern Europe received 26 percent of the flows 
(amounting to 20 per cent of their GDP).

The composition of capitals, on the other hand, reflects a greater 
balance than the one existing in previous times. The foreign direct 
investment flows shows a downward tendency during the whole decade, 
representing 30 per cent of the total net private flows in 2007. Portfolio 
investments (debt and equity) accounted for 32 per cemt of these flows 
(14 per cent in debt and 18 per cent in equity) and ‘other investment 
inflows’ another 32 per cent.

The growth of these flows was the result of different factors. Firstly, it 
was due to the exceptional world liquidity conditions which had existed 
in the years before the crisis.8 The expansion in liquidity was caused by 
an increase in the world net savings rate, which rose from 21.5 per cent 
of world GDP in 2001 to 24.5 per cent in 2007. This increase was fuelled 
by a rise in the savings of emerging economies, which rose from 26.6 per 
cent of their GDP in 2001 to 35.4 per cent in 2007. Developed economies, 
as a whole, kept their saving rates stable, although with some significant 
internal changes. Thus, Germany and Japan increased their saving rates, 
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respectively, from 19.5 per cent and 26.9 per cent of their GDP in 2001, 
to 25.8 per cent and 28.9 per cent in 2007. Over the same period the 
United States, by contrast, decreased its saving rate from 16.4 per cent 
to 1.2 per cent. On the other hand, the expansion in the level of global 
liquidity was also caused by the long-standing falls in interest rates 
which took place in developed economies in the years before the crisis. 
The real interest rate of the American federal funds remained below 1 per 
cent from the middle of 2001 to the end of 2005. The European Central 
Bank kept its short-term real interest rates below 1 per cent throughout 
the entire period. These short-term rates, together with the glut of world 
savings, put downwards pressure on long-term real interest rates, which 
fell from 4 per cent in 2000 to 2 per cent in 2007 (Bank for International 
Settlements, 2009b), creating the necessary conditions for a credit expan-
sion and for a search for new and more profitable assets towards which 
the excess of saving and liquidity could be channelled.

The second factor which would explain the growth of flows is the new 
credit channels opened by the intense process of financial innovation. 
The development of derivative markets is very likely to have contributed 
to channelling a part of the world liquidity excess towards emerging 
economies. The increase in bank credit to these economies, for example, 
could have been positively influenced by the facilities offered by the deri-
vative from transferring the risk of these credits, thus contributing to an 
increase in the number of potential countries opting for these resources. 
The development of this kind of financial instruments allowed, on the 
other hand, as the World Bank stated, a greater implication of institu-
tional investors in the financing of these economies: ‘the proliferation of 
securitised and derivative products enabled pension funds and insurance 
companies, many of which face regulatory restrictions on the kinds of 
investments they can make, to take indirect positions in developing coun-
try loans by purchasing the more highly-rated tranches of securitized 
loans’ (World Bank, 2010, chapter 2, p. 9, emphasis added).

Finally, the third factor behind growth was the boost given to financial 
intermediation in some emerging economies through the develop-
ment of local financial markets (Bank for International Settlements, 
2009a). This is usually considered to be a necessary condition so that 
those countries which liberalise their capital account can obtain posi-
tive benefits from such a process9 (Kose et al, 2006). Furthermore, the 
development of such markets improves the capacity of economies to 
react before financial convulsions, which can cause sudden capital stops 
and reversals. There is a two-way connection between capital flows and 
the development of local financial markets. On the one hand, the 
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diversification of local financial markets contributes to raising external 
resources and, on the other, the external capital can contribute positively 
to a more intensive development of those markets.

4.2.2 Gross private capital outflows from emerging 
market economies

One of the most significant characteristics of the last phase of finan-
cial globalisation has been the impulse observed in capital exports by 
emerging market economies, with capital flowing uphill from poor to 
rich countries (Lucas, 1990; Alfaro, Kalemli-Ozcan and Volosovych, 
2005).10 Between 1990 and 1997 these exports, in average values, rose to 
US$76 billion; by contrast, in 2002–06 they were US$327 billion. Then 
in 2007 they had risen to US$830 billion – of which South East Asian 
countries, mainly China, accumulated 60 per cent of these flows. The 
composition of these capitals, in contrast to what happened to inflows, 
was focused on portfolio investments (48 per cent in 2007) and, more 
particularly, on bonds (40 per cent in 2007). The foreign direct invest-
ment flows represented 22 per cent of these investments, while ‘other 
investments’ accumulated the rest: 30 per cent.

These capital exports reflect a saving excess above the investment 
needs of emerging economies, which had not been seen in previous 
years.11 For the whole group of emerging economies this excess was equi-
valent to 5 points of GDP in 2007. Again, South East Asian economies, and 
above all the Chinese economy, showed the highest gaps, at 5 and 11 
points of their GDP, respectively.

This impulse to capital exports was caused by the confluence in time 
of a massive capital inflow with positive balances of the current account 
balance, with the exception of emerging economies in Europe, which gen-
erated an important accumulation of external reserves by these economies. 
In April 2009 the reserve stock rose to US$3,886 billion. China alone 
accumulated 45 per cent of the total amount of these reserves and the 
rest of emerging economies of South East Asia had 30 per cent.

4.2.3 The effects of the crisis

The starting situation of emerging economies, therefore, did not reflect the 
same weaknesses as those observed in other recent crises, whether these 
were originated in advanced or in developing economies. Its insertion in 
the global financial process had intensified though they had protected 
their position by means of the reserve accumulation, the attainment 
of trade surplus12 and the development of local and regional financial 
markets.
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The financial crisis could be clearly felt in these economies at the end 
of 2008. The ‘Emerging Markets Financial Stress Index’ elaborated by 
the International Monetary Fund (2009a) reveals that the intensity of 
the crisis in these countries was deeper than in previous times.13 This 
index also reflects the fact that the crisis was first transmitted through 
the banking system, it was then felt in the exchange market and, later, 
it increased the debt spreads and the volatility of the stock market. The 
flows of foreign direct investments kept the growing trend of previous 
years, although noticeably in slow motion.

The concatenation of events followed the same logic as in previous 
crises. The recomposition of the securities portfolio towards safer assets 
as well as the rearrangement of banking balances caused, on the one 
hand, the withdrawal of funds from emerging economies. This was 
particularly noticeable in the stock markets, where prices started to fall 
parallel to what was happening in developed economies. This process 
brought about pressures from exchange rates, which began to depreciate 
against dollar.

On the other hand, there was a contraction in credit to emerging 
economies. Capital inflows towards stock markets dropped. Yield 
differen tials of international bonds increased, in some cases (for example, 
Russia, Turkey and South Africa) up to 800 average basic points. In the 
economies of Latin America and Central Europe the increase was lower, 
though the level was between 400 and 600 basic points. Local bond 
yields increased in emerging economies14 with an increased dependence 
on foreign capital. Debt issuing ceased and the negotiation of the securi-
ties of these countries in the secondary market decreased. In addition, 
banks in developed countries reduced their cross-border loans in, 
approximately, 1 per cent of the GDP of emerging economies (Bank for 
International Settlements, 2009b).

Nevertheless, the effects were not symmetrical in the different emerg-
ing economies. Some of them could minimise these effects by using the 
reserves they had accumulated during previous years (Frankel, 2009). 
By doing so, they were able to, on the one hand, cope with pressures 
on exchange rates and, on the other, provide internal liquidity in order 
to offset the negative effects of the international credit crunch. In some 
countries the development of local debt markets, although they were 
also subject to pressures as we had already pointed out, permitted a 
partial compensation for the necessities of domestic financing (Jara et al., 
2009; Bank for International Settlements 2009c).

The biggest differences among countries, though, come from the 
different composition of capital flows they received before the crisis.15 
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An interesting paper (Tong and Wei, 2009, p. 19) stated that ‘Liquidity 
shocks are more severe for emerging economies that have a higher pre-
crisis exposure to foreign portfolio investments and foreign loans, but 
less severe for countries that have a higher pre-crisis exposure to foreign 
direct investments.’ As we have previously mentioned, the foreign direct 
investment flows decreased throughout the past decade at the same time 
as there was an increase in portfolio investment and cross-border bank 
credits. The relative situation of each country with relation to these flows, 
though, is not similar. Therefore, the intensity of the crisis has been dif-
ferent according to the exposure level of these more volatile flows. From 
the group of emerging economies, the countries in Central and Eastern 
Europe are the ones showing more severe economic problems and greater 
financial tensions.16 The main reason lies in their extreme dependence 
on cross-border bank credits, fundamentally on those granted by mother 
European banks to their affiliates in those countries, the main transmis-
sion channel of financial tensions between developed and emerging 
economies during this crisis17 (International Monetary Fund, 2009a). 
According to the information provided by the Bank for International 
Settlements about the external positions of BIS reporting Banks vis-à-vis 
emerging market economies, in 2007 bank credit these countries received 
was equivalent to 32.4 per cent of their GDP, whereas ten years earlier the 
rate had been 12.1 per cent. The rest of emerging economies, on the con-
trary, show a clear reduction of their dependence on this kind of capital 
flow. For the Southern Asia countries, this rate had dropped, by the same 
date, from 26.6 per cent down to 16.9 per cent. Latin America countries 
also showed a decrease from 13.9 per cent down to 11.1 per cent.

4.2.4 Recovery signs

One of the most outstanding features of this crisis, in the case of emerg-
ing economies, is that its negative effects upon the finances of these 
countries do not seem to linger, as had happened in previous financial 
crises. During the year 2009 some recovery signs started to be detected 
in capital flows addressed to these economies, although with some 
variation from region to region.

The economic recovery symptoms in Asia and Latin America could 
be noticed in a recovery of external capital flows in the first months of 
the year. It was a gradual process in all of the segments, beginning with 
the share markets. Debt spreads began to fall until they reached levels 
similar to those existing before the crisis. This recovery also took place in 
emerging European economies, although with a lower level of intensity 
(World Bank, 2010; International Monetary Fund, 2009b).
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During the second and third quarters of 2009 there was also a clear 
increase in the cross-border bank assets with regard to emerging econo-
mies, especially in Asia-Pacific and Latin America and the Caribbean. 
However, the exposure was reduced in respect of emerging economies 
in Europe. This increase in exposure is more striking if we bear in mind 
that during the whole year the total gross international assets of the 
banks reporting the Bank for International Settlements was reduced in 
US$360,000 million (Avdjiev et al., 2010).

It is not easy to forecast the scope of this recovery of external capital 
flows. Economic growth of emerging economies has been strongly influ-
enced by the economic stimulus policies implemented in these countries. 
In the case of developed economies, we still do not know what will 
happen to economic growth when these stimuli start to be withdrawn 
and what effect this will have on international capital flows.

5 Summary and conclusions

The current economic crisis has been global in nature, which explains 
why no single country or region has escaped unscathed. Even though the 
core of the crisis was in the North American financial sector, commercial 
and financial transmission channels ensured that it would spread to 
both the rest of advanced economies and the emerging and developing 
economies, significantly reducing their growth rates, and in some cases 
bringing about economic shrinkage.

From the point of view of developing economies, the performance and 
reaction of these economies facing the crisis has been substantially differ-
ent from that registered at similar moments in the past. Thus, developing 
countries and, above all, emerging market economies, are recovering before 
advanced economies. The most recent data show an outstanding recovery 
in their activity levels, in their trade flows and in their capital inflows. This 
improved macroeconomic performance can be explained by two main 
factors. The first is the relative decoupling from developed economies, 
which has the principal effect of making emerging market economies 
less dependent on advanced economies, thus reducing the importance of 
the financial and trade transmission channels of the shocks originating 
in developed countries. The second factor is that emerging markets have 
enjoyed an unprecedented policy space to implement fiscal and monetary 
impulses to support the activity in the domestic economic.

In both cases, they talk of a structural change registered in the emerging 
and developing economies during the last decade. Both their insertion in 
the international value chains and their stronger macro economic policy 
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positions have promoted resilience to external shocks and allowed 
timely policy responses, explaining the good – or not so bad – per-
formance of these economies. Actually, those economies that are more 
highly integrated in trade and financial terms with advanced economies 
and more dependent on volatile capital inflows to finance their public 
and private investment and consumption processes, as is the case in 
the economies of Central and Eastern Europe, have been the ones most 
severely affected by the crisis in advanced economies and are therefore 
the ones with the most uncertain economic prospects.

Obviously, this does not mean that the economic activity in emerging 
and developing economies is not affected, or even determined, by what 
goes on in advanced economies. What we do mean is that emerging and 
developing economies are currently less dependent than in the past on 
developed economies.

Notes

 1. In the tables and figures presented throughout this work, except if the con-
trary is indicated, data corresponding to the period 1970–2008 come from 
the UNCTAD, particularly the UNCTAD Handbook of Statistics Online, 
whereas data (corresponding to forecasts) of the period 2009–2013 come 
from the World Economic Outlook Database of the International Monetary 
Fund of October 2009.

 2. For Coricelli (2010) ‘Economists and policymakers are still debating the 
causes of the global crisis and the prospects for recovery in the world econ-
omy… But one point of agreement is that emerging economies have so far 
have weathered the crisis much better than advanced countries’.

 3. The updating carried out by the International Monetary Fund in January 
2010 of the prospects of economic growth for the years 2010 and 2011 
shows not only the weakness in the recovery of advanced economies and 
the growth of developing economies but, more importantly, a substantial 
improvement in the growth prospects in the case of developing countries 
(International Monetary Fund, 2010a).

 4. All of these factors would help to explain the bigger impact of the crisis in 
the emerging European economies.

 5. Giavazzi (2009) argues that to correct the Chinese and the US foreign imbal-
ances a change in the US (decline) and China (rise) consumption is not 
enough. These changes in the patterns of consumption must come with a 
change in the composition of world demand, that is, a change in the type of 
goods demanded.

 6. In this sense, see, for instance, Blanchard (2009) or Eichengreen (2010).
 7. Data provided on flows, both inflows and outflows, have been taken from 

Mihaljek (2008) and Bank for International Settelments (2009a).
 8. The global imbalance phenomenon is directly connected to this first factor 

(Ferreiro and Serrano, 2009). This phenomenon is usually attributed to the 
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combination of two elements: on the one hand, the increase of saving rates 
of emerging and developing economies as well as of some advanced econo-
mies affected by ageing processes, the one known as the ‘global savings glut’ 
(Bernanke, 2005); and, on the other, the massive liquidity injections and the 
reductions of interest rates generated by the expansionary monetary policy 
applied from 2001 (Bibow, 2008–9; Blinder, 2009).

 9. This view connects with the argument that not all of the developing 
economies have the conditions required to reap the potential benefits gen-
erated by the capital account liberalisation and that only a small number 
of developing economies, mainly emerging market economies, will benefit 
from the liberalisation process of capital markets (Arestis, Ferreiro and Gomez, 
2006; Chinn and Ito, 2002; Edison et al., 2002; Edwards, 2001; Ferreiro, Correa 
and Gomez, 2008–9; Klein, 2005; Prasad, Rajan and Subramanian, 2007). 

10. Europe would have been an exception with capital flowing downhill, from rich 
European economies to Central and Eastern Europe countries (see Abiad, 
Leigh and Mody, 2007).

11. A phenomenon directly related to the surplus on the current account balance 
mentioned above.

12. In International Monetary Fund (2009a) it is argued that in the presence 
of strong financial stress in advanced economies, fiscal surplus or balance 
of payment surplus, as well as the accumulation of reserves, have a small 
impact in pre-crisis moments although they help mitigate the transmission 
effect. International investors do not take into account the singularities of 
countries in the event of a financial shock.

13. Which is unsurprising if we consider that we are going through the biggest 
global economic and financial crisis since the Great Depression

14. The higher profitability of domestic bonds shows that the development of 
domestic financial markets does not offer a full protection against external 
financial turmoils. The reason is that in those markets the participation of 
foreign capital is also important. However, as far as these markets grow, the 
level of foreign participation declines. For the whole set of South East Asian 
countries, in 2001 the share of foreign capital in the domestic debt securities 
was 7.6 per cent of the outstanding amounts. This share was 6.9 per cent in 
2006. In the case of Latin American economies these rates had moved from 
22.8 per cent to 15 per cent, and in the Central European economies they have 
increased from 20.7 per cent to 40.1 per cent. The highest dependence was reg-
istered in Russia, with a share of 123.5 per cent in 2006, although this rate had 
peaked at 288.2 per cent in 2001 (Bank for International Settlements, 2009a).

15. For an analysis of the composition of capital inflows in emerging market 
and developing economies by types of capital flows, see Ferreiro, Gomez and 
Rodriguez (2006).

16. In a study of the transmission of turbulences generated in the stock markets in 
advanced economies to those markets in emerging economies, Beirne et al. show 
that in the period 2004–08 a significant increase in conditional corre lation 
between mature and emerging stock markets during episodes of turbulence 
in the former markets was only found in emerging European economies 
(Beirne et al., 2008). This reflects the higher dependence of emerging 
European economies on advanced (European) economies than the rest of 
emerging economies. 
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17. In their analysis of the regional integration of financial systems in advanced 
and emerging economies of Europe, Galeshi and Sgherri argue that: ‘Greater 
financial integration and the increasing prevalence of cross-border owner-
ship of assets are found to be associated with better growth opportunities, 
with the link stronger in countries where integration is faster. At the same 
time, though, these developments in international financial markets have 
the potential to further amplify business cycle fluctuations and the impact 
of asset price movements on real activity by increasing the strength of cross-
border financial spillovers. In particular, the sizable cross-border financial 
linkages across Europe highlight the vulnerabilities arising from reliance on 
concentrated foreign funding. International banking statistics suggest hat 
most emerging European economies are heavily exposed to – and dependent 
on – western banks (either directly or through the local borrowing systems)’ 
(Galeshi and Sgherri, 2009, p. 14).
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7
The Crisis in Western and Eastern 
EU: Does the Policy Reaction 
Address its Origins?
Özlem Onaran

1 Introduction1

We are in a new phase of the global crisis: the struggle to distribute 
the costs of the crisis. This crisis has been an outcome of a global 
process of increased exploitation and inequality, since the post-1980s. 
Neoliberalism tried to solve the crisis of the golden age of capitalism 
through a major attack on labour. The outcome was a dramatic decline 
in labour’s bargaining power and labour’s share in income across the 
globe in the post-1980s period. However, the decline in the labour 
share has been the source of a potential realisation crisis for the system. 
The decline in the purchasing power of workers limited their potential 
to consume. Demand deficiency and financial deregulation reduced 
investments despite increasing levels of profitability. Thus neoliberalism 
only replaced the profit squeeze and the over-accumulation problems of 
the 1970s with the realisation problem. Financial innovations and debt-
led consumption seemed to offer a short-term solution to this potential 
realisation crisis. Since summer 2007 this solution has also collapsed. 
The crisis was tamed through major banking rescue packages and fiscal 
stimuli. Now the financial speculators and corporations are relabelling 
the crisis a ‘sovereign debt crisis’ and pressurising the governments in a 
variety of countries ranging from Greece to the UK to cut spending to 
avoid taxes on their profits and wealth. The governments agreeing to 
the cuts are acting as if these same speculators were not the beneficiaries 
of decades of neoliberal policies and the main creators of the crisis. The 
public spending cuts are being formulated as ‘cutting the waste’ and are 
obscuring the fact that public debt would not be there, if it were not for 
the bank rescue packages, counter-cyclical fiscal stimuli, and the loss of 
tax revenues due to the crisis. The pressure on wages associated with 
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budget cuts is great news for the corporations! However, the push for a 
reduction in the level of public debt is the biggest threat to recovery. 
It is debatable where the recovery will come from, even if the bottom 
of the recession were reached, once the fiscal stimuli are withdrawn.

The realisation crisis at the origin of the crisis based on wage sup-
pression was connected deeply to global imbalances. The debt-led con-
sumption model generated a current account deficit in countries 
like the US and the UK. This deficit was financed by the surpluses of 
developed countries such as Germany and Japan, developing countries 
like China and South Korea, or the oil-rich Middle Eastern nations. 
In most cases current account surpluses were made possible by wage 
suppression.

In the European context, the wage suppression strategy and current 
account surpluses of Germany in particular created imbalances within 
Europe in the form of current account deficits, public or private debt 
on the periphery of the euro zone, in particular in Greece, Portugal, 
Spain, and Ireland, or in Eastern Europe, in particular in Hungary, the 
Baltic States, Romania, and Bulgaria. The crisis laid bare the historical 
divergences within Europe, and led to a European crisis and a new stage 
in the global crisis. The restrained policy framework, which is based 
on a strict inflation targeting, and which lacks a common fiscal policy, 
is the root of the divergences, as it has failed to generate convergence 
within the EU in the first place. In countries like Greece, where both 
public debt and the budget deficit to GDP ratio is high and is coupled 
with a high current account deficit, the attack of the speculators asking 
dramatically higher yields has brought the country to the edge of a 
sovereign debt crisis in 2010. Indeed before Greece, in 2009 Hungary, 
the Baltic States, and Romania were under attack. It looked as if the 
euro saved Slovakia and Slovenia from the turbulence in the currency 
markets, but their problem will be a permanent loss of international 
competitiveness as is unfortunately illustrated by the problems of the 
periphery of the euro zone. Initially, Eastern Europe was seen the only 
problem zone in Europe. However, together with Greece, the attention 
of speculators turned to the public debt and deficits in Portugal, Spain, 
Ireland, and then towards the core to Italy, Britain and Belgium. Now 
market pressures are threatening convergence and social cohesion both 
in the East and the West.

The rest of the paper is structured as follows: Section 2 discusses the 
crisis in Western Europe. Section 3 presents the evidence about Eastern 
Europe. Section 4 concludes with an alternative framework for economic 
policy.
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2 Western Europe

Although the crisis originated in the US, it spread quickly to Europe 
due to the exposure of the European banks to the toxic assets, and the 
impact has been heavier in Europe. The difference in the depth of the crisis 
between the US and Europe can be explained by the larger size of the 
fiscal stimulus plan as well as the faster reaction in the US in terms of 
both monetary and fiscal policy compared to Europe.

The crisis has also laid bare important divergences within Europe. 
Britain had a deep recession due to its overdependence on the financial 
sector, overextended banks and over-indebted private sector, and a 
housing bubble. The recession in Britain lasted longer than in any other 
G7 countries, with GDP having contracted by 6.2 per cent between 
early 2008 and the third quarter of 2009. German and Italian GDP 
declined by 4.9 per cent and 5.0 per cent respectively in 2009, while 
French GDP contracted by just 2.6 per cent in 2009. Germany did not 
have a problem of household debt problem, but it is suffering consid-
erably from the curse of its neo-mercantilist strategy – that is, growth 
based on export markets via wage dumping – as its export markets are 
shrinking. In contrast to Germany, in France a better developed system 
of automatic stabilisers, a larger state sector and a better position in terms 
of income inequality made the conditions of the crisis more moderate at 
the onset, since the weakening of demand was less important (Fitoussi 
and Saraceno, 2010). On the periphery of Europe, Ireland, with its 
disproportionately large banking sector and the bust of its housing 
bubble; and Spain, with the collapse of the housing bubble and the 
consequent contraction in construction, are both expected to be in 
recession throughout 2010, with only a limited capacity to reverse 
course. The contraction in Ireland’s GDP in 2009 has reached 7.47 per 
cent Most importantly, the imbalances between the core and periphery 
of Europe, and the limited fiscal capacity of the periphery to tame the 
crisis evolved into a sovereign debt crisis in Greece followed by Portugal, 
Spain, and Ireland at the end of 2009.

In the euro zone in particular, the Stability and Growth Pact and 
the statute of the ECB restrained discretionary macroeconomic 
policies during the crisis. The response of monetary policy remained 
more restrictive in Europe than in the US (Fitoussi and Saraceno, 
2010). The creativity in terms of the injection of liquidity into the 
system through quantitative easing has also been unable to reverse 
the credit crunch, since the banks hoarded liquidity to improve their 
balance sheet. The government conditions for support to banks have 
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been weak, which does not punish the liquidity hoarding behaviour 
of banks.

The ratio of the financial rescue package in 2008 reached 28.6 per cent 
of GDP in Britain and to an unprecedented level of 235.7 per cent in 
Ireland (OECD, 2009).2 Although continental European banks claim 
to have a more conservative banking and credit policy at home than 
the Anglo-Saxon banks, they also proved to be prone to significant 
risks via the purchasing of CDOs of US banks even in Germany or via 
excessive credit expansion in Eastern Europe as in the case of Austria, 
Sweden, Italy, and partly Greece. In 2008 Austria had a financial rescue 
package of 36.9 per centof its GDP and Sweden 50.5 per cent.

Fiscal policy has also been significantly less expansionary in Europe 
than in the US. Mainstream economists (e.g. OECD, 2009) emphasise 
that the automatic stabilisers like unemployment insurance benefits 
in the EU, particularly in the northern EU, are almost three times the 
fiscal stimulus plans, and that therefore the total size of the fiscal stimuli 
is adequate. However, the total US fiscal stimulus including automatic 
and discretionary measures is still above 10 per cent of GDP compared 
with a mere 6 per cent in Germany in 2008–10 (OECD, 2009).3 The size 
of the total fiscal stimulus exceeds that in the US in only four EU coun-
tries (Sweden, Luxembourg, Spain and Denmark).

Apart from the size of the fiscal stimuli, one major problem in the 
EU has been the absence of a coordinated policy reaction. The ECB, 
who acted as a lender of last resort to the private European banks, did 
not fulfill the same function in the case of the Eurozone governments 
until May 2010 when the markets speculated fiercely about a default in 
Greece. In 2007–10, different from the US or Britain, euro-zone govern-
ments had to finance their rescue plans in financial markets, which has 
raised the costs of the rescue packages. Ironically from the summer of 
2007 to October 2008 European banks shifted their lending towards 
the peripheral countries in the euro zone, assuming that the toxic 
assets in those countries’ banks were limited (Lapavitsas et al., 2010). 
Government bonds with higher yields in the periphery were also seen as 
an attractive and safe alternative. The ECB’s quantitative easing policy 
helped the banks to acquire cheap funding for their operations. More 
ironically, it was the same banks that later fled to the US government 
bonds, and cut lending to the periphery in 2009 as they became more 
risk averse. Not only were these same banks bailed out by the ECB, but 
the macroeconomic environment in which they are operating was also 
supported by an expansionary fiscal policy in order to prevent the recession 
turning into a great depression. Eventually the rescue packages, fiscal 
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expansion, and the decline in tax revenues due to the recession led to 
a significant increase in budget deficit. Now it is again the same banks 
who are asking for high risk premiums from the governments with high 
budget deficits and public debt. They are asking for cuts in spending, in 
particular in public wages and employment, and threatening to cut off 
lending to the governments who fail to do so. Even when the countries 
on the periphery faced excessively high interest rates and borrowing 
hardships, the ECB statute was preserved; thus the function of lender of 
last resort to the governments was not permitted.

At the root of the problem is the neoliberal model that turned the 
periphery of Europe into markets for the core countries without any 
prospect of catching up. The lack of a sufficiently large European budget 
and significant fiscal transfers targeting productive investments in the 
periphery led to persistent differentials in productivity. The Stability 
and Growth Pact as well as EU competition regulations limited the area 
for manoeuvre for the implementation of national industrial policy. In 
the absence of industrial policy and productive investments to boost 
productivity, the strategy of competitiveness was based mainly on 
wage moderation, and increased deregulation and precariousness in 
the labour markets, which further eroded labour’s bargaining power 
throughout the EU. Overall labour’s share in income declined sharply 
in that period (see Figure 7.1). However, wage moderation also did not 
save the periphery of the Eurozone, like Greece, Portugal, Ireland, Spain, 
who were unable to increase their relative competitiveness by devaluing 
their currency, since Germany was engaged in a much more aggressive 
wage and labour market policy.

Between 2000 and 2007 unit labour costs declined by 0.2 per cent a 
year in Germany while rising by 2 per cent in France, 2.3 per cent in 
Britain, between 3.2 per cent and 3.7 per cent in Italy, Spain, Ireland, 
and Greece. In particular, in the periphery nominal labour costs have 
increased faster than in Germany as the result of a higher rate of 
inflation. This, however, does not mean that there was no wage moder a-
tion in these countries: in the 1990s and 2000s productivity increases 
exceeded changes in real wages in all western EU countries. In Germany 
as well as in Italy, Spain, and Portugal real wages even declined in the 
2000s, with the gap being largest in Germany (see Table 7.1). The gap 
between wages and productivity in Germany was to the result of a 
decline in the level of real wages, and not necessarily high productivity. 
Indeed, the productivity increase in Germany has been quite modest –
that is, it was lower than in Britain, Ireland, Greece, or Portugal in the 
period 1991–2007. The phenomenal competitive advantage of Germany 
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was simply the result of wage suppression rather than an increase in 
productivity. The low level of investments, despite a high profit share, 
explain the stagnant productivity and low rates of GDP growth in 
Germany. Most strikingly, the real wage decline in Germany in the 
2000s went along with the worst employment performance in the western 
EU (see Table 7.1). This proves again that the suppression of wages does 
not necessarily lead to high investment, employment, and productivity. 
Moreover with significantly lower wages Eastern Europe was a much 

Figure 7.1 Adjusted wage share, selected Western EU MS*
Note: *Compensation per employee as percentage of GDP at factor cost per person 
employed.
Source: AMECO (Economic and Financial affairs, Annual Macroeconomic Indicators online 
database), April 2010.
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Table 7.1 Average annual growth in GDP, employment, productivity, and real wage, 1991–2009, Selected Western EU MS

1991–2000 2000–2007

GDP Employment Productivity Real wage GDP Employment Productivity Real wage

Britain 2.98 0.55 2.42 1.70 2.56 0.88 1.66 1.50
Germany 1.75 0.15 1.60 1.39 1.24 0.21 1.03 –0.15
France 2.09 0.56 1.39 0.97 1.83 0.77 1.03 0.90
Italy 1.60 –0.15 1.65 –0.03 1.14 1.38 –0.21 –0.05
Spain 2.83 1.92 1.02 1.50 3.42 3.86 0.09 –0.80
Greece 2.26 1.34 0.91 1.04 4.20 1.41 2.75 2.28
Ireland 7.69 4.01 3.25 1.00 5.53 3.22 2.21 2.33
Portugal* 2.72 0.75 1.96 2.62 1.09 0.41 0.67 –0.11
Euro12** 2.12 0.61 1.50 0.81 1.86 1.16 0.69 0.07

2008 2009

GDP Employment Productivity Real wage GDP Employment Productivity Real wage

Britain 0.55 0.76 –0.20 –0.59 –4.65 –2.09 –2.61 0.22
Germany 0.97 1.39 –0.42 0.56 –4.90 –0.09 –4.81 –1.62
France 0.32 1.39 –0.22 0.20 –2.30 –0.45 –1.21 0.38
Italy –1.04 0.83 –1.35 –0.06 –4.80 –0.91 –3.98 –2.06
Spain 0.86 –0.48 1.48 3.35 –3.59 –6.77 2.92 3.57
Greece 2.01 1.10 0.91 0.49 –1.06 –1.19 0.14 3.53
Ireland –3.02 –0.51 –1.92 5.12 –7.47 –8.18 0.10 1.73
Portugal* –0.04 0.62 –0.66 0.66 –2.75 –2.40 –0.37 2.86
Euro12** 0.48 1.01 –0.53 0.56 –3.98 –1.60 –2.42 0.19

Notes:
*Real wage data for Portugal starts in 1995.
**Euro12 refers to 12 old Euro area MS.
Employment is total economy. Productivity is Real GDP/Employee. Real wage is labour compensation deflated by private consumption deflator, index 
2000 = 100.
Period averages are geometric averages.
Source: OECD Economic Outlook, online database, April 2010.
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more attractive location, if there were any investment motives in search 
for lower wages. The German case is also in striking contrast to France, 
where real wage growth has more or less kept up with productivity. 
France did not have Germany’s export boom, but domestic demand and 
employment growth has been much stronger.

With weak domestic demand because of low wage levels, exports 
were the main source of economic growth in Germany, but this has 
led to current account surpluses at the expense of the current account 
deficits on the periphery of the EU. As a core country Italy has also 
faced the same fate of high current account deficits despite real wage 
losses because of falling productivity. Indeed, it seems apparent that 
we should reverse the dominant narrative that the peripheral countries 
enjoyed low interest rates, since they were members of the euro zone, 
and thereby avoided fiscal discipline. German firms enjoyed a high level 
of competitiveness thanks to their low wages and the inability of the 
countries on the periphery of the euro zone to devalue. This has been 
detrimental for the exports of the peripheral countries due to both the 
loss of competitiveness and the contraction of domestic demand in 
Germany. Indeed Germany can be regarded as the China of Europe with 
a large current account surplus, high savings and low levels of domestic 
demand. Thanks to its political power there is much less talk about the 
competition policies of Germany, albeit there has been a recent rise in 
complaints from France. This neo-mercantilist policy has also been a 
model for some other countries such as Austria and the Netherlands, 
which also have high current account surpluses. In the countries on 
the periphery consumption led by private debt has filled in the gap that 
was created by low exports and high imports. A construction boom, real 
estate bubbles, and private debt have been a typical feature, particularly 
in the cases of Spain and Ireland. In Greece – and to a lesser extent 
Portugal – the fiscal deficit also played a compensating role, along with 
the debt of the households and corporations.

As a result of these diverging experiences, the countries in the core vs 
the periphery of the EU experienced the crisis as an asymmetric shock. 
This is the background of the sovereign debt crisis in the periphery, as it 
was unleashed in Greece in December 2009. Following speculations 
about Greece’s default and exit from the euro, the Eurozone govern-
ments’ first decision came at the end of March 2010 after months of 
hesitation and worries about Germany’s constitution court, who could 
rule out any bailout as being against the treaties. As part of a package 
involving substantial IMF financing and a majority of European financ-
ing via coordinated bilateral loans, euro-area member states declared their 
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readiness to support Greece subject to strong conditionality based on an 
assessment by the European Commission and the ECB and at a penalty 
interest rate In April 2010, as the IMF and the Eurozone technocrats 
were bargaining the conditions of the credit, the interest rate of the 
two-year government bonds increased to 19 per cent; the cost of credit 
default swaps (CDS) for Greek bonds hiked as speculation about default 
spread; and Greek bonds were downgraded to junk status. The conta-
gion began to threaten Spain and Portugal, whose bonds were also down-
graded slightly; in Ireland the interest rates on bonds increased and eyes 
turned to the sovereign debt problem in the core countries such as Italy, 
Belgium, Britain, and even the US. Worries also rose about the solvency 
of those private banks holding government bonds. Under pressure the 
initial amount of €30 billion turned out to be the first part of a larger 
three-year bailout package of €110 billion. EU unveiled in May a further 
surprise package of €500 billion to be supported by a €250 billion IMF 
facility to defend all Eurozone countries. The Eurozone governments are 
indeed protecting their own banks that are holding Greek bonds against 
a default; the bulk of the Greek bonds are held by German and French 
banks (The Economist, 2010a).

The ECB’s initial response was to announce in March 2010 that it 
would continue to accept bonds with ratings as low as triple-B-minus 
as collateral; later it even accepted the Greek bonds after they were 
downgraded to Junk status.4 The rating of the private agencies was, of 
course, still the basis. However, in May under the pressure of banks and 
the Commission ECB finally made a U-turn and launched a programme 
of buying up the bonds of the peripheral Eurozone countries.

According to EU politicians, Greece should follow the example of 
Ireland: Ireland has already smashed public sector wages between 5 and 
15 per cent, cut social welfare spending and other spending in order to 
decrease its budget deficit from 12.5 per cent in 2009 to 10 per cent in 
2011 and 2.9 per cent in 2014. This detrimental pro-cyclical fiscal policy 
has been praised since they have restored market confidence without 
any assistance from the EU. However, it did not prevent the speculators 
from asking for higher interest rates on Irish bonds following the crisis in 
Greece. The other role model celebrated for its self-discipline has been 
Latvia, which has managed a real devaluation not by abandoning its 
pegged exchange rate, but by deep cuts in wages and public spending.

Greece is now pushed to cut its budget deficit from 13.6 per cent of 
GDP in 2009 to 3 per cent in 2013 through a combination of dramatic 
cuts in spending, public sector wages and pensions, an increase in the 
retirement age and tax hikes along with a fight against tax evasion. 
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The bulk of the austerity measures will hurt the wage earners in both 
the private and the public sectors, as wage cuts in the public sector 
play a signal role for bargaining. Cuts in public services will also lead 
to further increases in the cost of living. However, there is a substantial 
inconsistency in this austerity plan: as the recession becomes deeper, 
tax revenues will become lower and, despite severe cuts, the budget 
deficit might not improve as much as planned. High interest rates are 
also exacerbating the problem of insolvency. If the interest rate on 
public debt is higher than the growth rate, the stock of government 
debt will rise as a ratio to GDP unless the government runs a very high 
primary budget surplus (budget balance excluding interest payments). 
The Economist (2010b) estimates that the nominal GDP of Greece will 
be 5 per cent lower by 2014, if it is to reduce its budget deficit to 2.6 
per cent of GDP by 2014, which would however still mean a debt to 
GDP ratio of 153 per cent. Thus it is unclear how the austerity plan will 
rescue Greece from insolvency.

Portugal and Spain have also committed to austerity packages with 
higher taxes on consumption and wage cuts.

Outside the euro zone, Britain is another major site of debate in rela-
tion to the issue of budget deficits. The election campaign in 2010 has 
witnessed a race between the Conservatives and the Labour Party over 
how and when to reduce the budget deficit. Although the deficit is one 
of the highest in the EU – with a ratio of 11.7 per cent to GDP in 2009 – 
the heated debate surrounding Britain’s public debt is surprising when 
one considers that average maturity of the debt is 13.7 years, the interest 
rate is at historically low levels, and the ratio of debt to GDP is 68.6 per 
cent. Moreover part of the increase in the public debt to GDP ratio is 
because of a lower GDP in both actual and potential terms due to the 
decline in the productive capacity of the private sector. At the end of 
2009 the recession turned into stagnation; this raises fears that public 
sector cuts at this stage could turn stagnation into a double-dip recession. 
Estimates show that the GDP in 2013 will be about 12 per cent lower 
than would have been the case if the pre-2007 trends had continued 
(Arestis and Sawyer, 2009). Under these circumstances the talk of fiscal 
crisis looks more like an excuse on the part of the business lobbies to 
avoid financing the budget deficit through tax increases, and make 
wage earners pay the costs of the crisis through cuts in income, jobs, 
and social services, and to create a situation of ‘national emergency’ to 
smash the remaining power of public sector trade unions.

The speculators now worry that these measures do not offer a solution 
to the problems: first they believe that a Greek default is inevitable 
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given the popular resistance, the size of the debt and the recession. 
Second, in a schizophrenic fashion, they are also worried that austerity 
measures will deepen the recession in not only Greece but many other 
rich countries, create a double dip in the global economy, decrease tax 
revenues, and make it even harder to pay the debt back.

A long recession seems very likely without the support of strong fiscal 
stimuli. The uncertainty about the strength of the recovery is making 
new investments as well as hirings less likely. Declines in income and 
confidence, job losses, the pressure to pay back debt is restraining house-
hold consumption. Both investments and consumption will not return 
back to normal even when the banks relax credit. The withdrawal of the 
government from economic activity and liberalisation have not created 
new investments and jobs in the post-1980s despite an increasing profit 
share; why should more of the same policy do the job now and solve 
the imbalances within the EU? The presumed positive effect of reduced 
budget deficit on private investments is based on the argument that 
lower government borrowing leads to lower interest rates and a higher 
private investment and spending. Under the current conditions where 
consumers and firms are trying to reduce their debt and interest rates 
are already low, this channel has no relevance. Quite on the contrary 
public investment could increase the productivity and potential output 
of the economy, crowd in private investment and therefore offer a long 
term solution to the problem of debt.

The EU’s decision assumes that the problem is one of a lack of fiscal 
discipline and repeats the old faith in strengthening the surveillance of 
budget deficits; it does not question the reasons behind the deficits; it 
ignores all the structural problems in respect of divergences in produc-
tivity, and imbalances in current accounts resulting from the ‘beggar 
my neighbour’ policies of Germany. The austerity packages throughout 
the EU are pushing the countries into a model of chronically low 
internal demand based on low wages. The deflationary consequences 
of wage cuts may turn the problem of debt into insolvency for both the 
private and the public sectors. In the past in Germany the low level of 
domestic demand was substituted by a high demand for exports. But it 
is not possible to entire the whole euro zone into a German model based 
on wage suppression and austerity, since without the deficits of the 
periphery the German export market will also stagnate. As the world’s 
periphery emerges from recession, this demand can help the exporters 
of Germany for some time, but not every country can be the winner in 
this game. Particularly in respect of the periphery of Europe the contrac-
tion in domestic demand implies a prolonged recession.
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Real wages have already declined in 2008–09 compared to 2007 in 
Britain, Germany, Italy, and Sweden. Ireland, Greece, Portugal and Spain 
are preparing for severe real wage cuts in 2010. Sharp and long-lasting 
increases in unemployment are likely to make the wage losses much 
stronger. The wage share has already declined in 2009 in Spain and 
Ireland; the counter-cyclical increase in the wage share in other countries 
is rather a symptom of the decreases in productivity. The case of Japan 
shows that during the initial phase of a deflationary crisis (or a long-lasting 
recession), labour’s income share either stagnates or increases slightly, but 
as the recession and deflation persists, even nominal wage declines take 
place; in Japan the wage share declined by 8.9 per cent between 1992 and 
in 2007. The decline in the wages in Eastern Europe will also add further 
international competitive pressures on wages in Western Europe.

Unemployment has already increased in 2009 by 1.9 percentage 
points in the euro area, and by 2.3 percentage points in the UK. 
Particularly significant increases took place in Ireland and Spain 
(6.0 and 6.7 percentage points respectively) as a result of the collapse 
of the construction and loss of temporary jobs. Unemployment is 
expected to increase further and displays significant persistence. ILO 
(2010) estimates that employment rates will not return back to the 
pre-crisis levels before 2014. In all countries the level of working hours 
decreased more than employment, and there has been a rise in part-
time employment. Some countries, including France, Germany, Austria, 
and the Netherlands, have introduced short working time arrangements, 
supported by government subsidies. However, the short working time 
arrangements may eventually be terminated as the financial markets are 
increasing the pressure over governments to decrease the levels of public 
debt. ILO (2010) estimates that five million additional jobs could be lost 
if these practices were discontinued. This may spread the problem of 
unemployment from lower-skilled temporary workers to higher-skilled 
workers. Moreover firms might want to make use of the recession to 
rationalise a strategy of increasing productivity and start a new wave 
of firing or introduce a freeze on hiring long after the recovery. If firms 
increase the working hours and delay hiring, this will worsen the job 
chances of the unemployed and the young first-time job seekers. The 
crisis will then lead to an increase in long-term unemployment as 
well as discouraging workers who drop out of the labour market. 
There are also structural problems of unemployment in sectors like the 
automotive industry and construction, where the crisis has only uncovered 
the already existing bottlenecks. The recovery of the aggregate economy 
will not necessarily create jobs in these sectors.
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3 Eastern Europe

Eastern European member states (MS) are being severely affected by 
the credit crash and capital outflows, and the possible currency crisis 
accompanying the banking crisis, although recent problems in the old 
periphery countries of Europe removed the focus on these countries 
as Europe’s ‘subprime’. After the initial transition shock and a decade of 
restructuring, these countries will once again face the costs of inte-
gration to unregulated global markets. The early optimism about the 
decoupling of the East from the West proved to be wrong. The hopes 
for a soft landing were replaced by fears of a hard landing in autumn 
2008; the conventional wisdom of the markets shifted from optimism 
to pessimism, and the EU anchor seems to be helping to only a limited 
extent. The fundamental problem of the region was an excessive 
dependency on foreign capital flows, and as a typical consequence of 
this a bust episode following the boom was an unavoidable outcome of 
reversals in capital flows. Many authors, including myself, were pointing 
at these risks, and a bust did happen again (Onaran, 2007; Becker, 2007; 
Goldstein, 2005). If it were not due to the global crisis, this could have 
been triggered through traditional channels of expectations regarding 
the sustainability of the overvalued exchange rate and high current 
account deficits. Ignoring the possibility of capital outflow was gambling 
in policy making. This behavior is like ignoring a gas leakage in your 
house, and choosing a ‘wait and see’ strategy, rather than trying to fix 
the leak. Markets in the last instance could not prevent the systemic 
risk, but only postponed it and made it bigger.

The difference between this crisis and the former boom–bust cycles 
in the periphery is that it is a global rather than a regional crisis. It has 
originated from the core, but the consequences for the periphery of 
Europe are heavier. The credit crunch has a global dimension, which 
makes it unlikely that usual capital inflows will resume after the bust 
phase. Again due to the global character of the crisis, the export markets 
have contracted severely, and depreciation, which is a usual outcome 
of boom–bust cycles, now only have the negative balance sheet effects, 
and no positive demand effect. The austerity packages in Western 
Europe are a further threat to recovery. The extent of debt-led growth, 
and household and private sector debt, particularly in foreign currencies, 
is also increasing the risks more than the former crises with wider social 
implications for depreciation.

The slowdown in global demand, the decline in FDI inflows, portfolio 
investment outflows, the contraction in remittances, and the credit 
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crash are affecting all of the countries in Eastern Europe, but the degree 
of accumulated imbalances including current account deficits, an 
appreciation of the exchange rate, a boom in the housing market, and 
foreign-currency-denominated private debt determine the differences in 
the depth of the effects among these countries. The Baltic Countries, 
Hungary, Romania, Bulgaria, are more exposed than Poland, the Czech 
Republic, Slovenia, and Slovakia. In Hungary the problem of debt 
affects the public sector, households and firms. But even Poland, the 
Czech Republic, Slovenia, and Slovakia are suffering from the conta-
gion effects, the slowdown in global demand, and the decline in FDI 
inflows. An excessive dependence on export markets and a dangerous 
overs pecialisation in the automobile industry as occurred in the case 
of Slovakia in particular, but also in the Czech Republic and Slovenia, 
turn out to be major risks. Poland is currently experiencing only stag-
nation rather than a recession thanks to its more diversified market and 
large domestic economy with a lower trade volume as a ratio to GDP. 
However, growth rates in Poland only accelerated in 2006; thus the 
boom had not been as long-lasting and the economy was not yet so 
vulnerable. Both Slovakia and Slovenia have escaped turbulences in the 
currency markets by adopting the euro; however, their problem will 
be a permanent loss of international competitiveness relative to their 
Eastern European competitors, whose currencies depreciate. To avoid 
speculation, Estonia is also willing to opt for the lesser evil, i.e. to adopt 
the euro.

The myth that these countries would not experience bottlenecks 
regarding the current account deficits thanks to FDI being a major 
source of finance of the deficit also proved to be wrong. It is true that 
FDI is still more robust than the other capital flows, but FDI inflows 
have also fallen back significantly, reaching the level recorded in 2001–02 
(Hunya, 2009). Although the current account deficits are also falling 
because of a lower level of imports, FDI is now financing a shrinking 
part of the deficits. Furthermore FDI not only finances but also creates 
current account deficits; the average repatriation rate of profits in the 
region has been 70 per cent, and FDI inflows are either only as large as 
or even less than the repatriated profits in Hungary, Slovakia, and the 
Czech Republic (Hunya, 2009).

Nine Eastern European economies in the EU have had a recession in 
2009, with Poland being the only exception (see Table 7.2). Employment 
has declined and unemployment increased significantly in all countries, 
with the sharpest increases taking place in the Baltic Countries. Real 
wages have fallen in the Czech Republic, Hungary, the Baltic Countries, 
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Table 7.2 Average annual growth in GDP, employment, productivity, and real wage, 1989–2009 and sub–periods, Eastern EU MS

1989*–1994 1994–2000 2000–2007

GDP Employment Productivity Real
wage

GDP Employment Productivity Real 
wage

GDP Employment Productivity Real 
wage

Czech 
Republic

–2.3 –2.0 – –3.0 2.2 –0.8 3.2 3.2 4.5 0.8 3.8 4.7

Hungary –3.2 –4.2 3.7 –1.9 3.3 0.5 2.1 –1.9 3.7 1.1 2.0 4.3
Poland –1.6 –3.6 2.0 –3.5 5.7 –0.2 5.0 4.8 4.1 0.6 2.6 1.1
Slovenia –2.3 –4.6 3.8 –6.0 4.3 –0.3 4.7 2.9 4.4 0.9 3.3 3.0
Slovakia –2.4 – 12.6 –5.6 3.8 –0.6 4.8 5.3 6.2 1.0 5.9 3.3
Estonia –1.6 –4.3 2.7 –17.3 6.0 –2.7 8.9 8.0 8.1 1.7 6.4 8.6
Latvia –11.2 –5.1 19.0 8.2 4.3 –2.3 2.7 3.4 9.0 2.4 5.7 9.9
Lithuania –11.5 –2.0 0.0 –19.8 4.5 –1.2 8.3 6.9 8.1 1.3 5.6 8.5
Bulgaria –5.7 –5.8 8.5 –13.4 –0.2 0.0 0.0 –4.4 5.6 2.0 3.2 4.0
Romania –4.6 –1.8 1.6 –6.7 0.1 –2.4 5.0 6.5 6.1 –0.8 5.5 9.3

2008 2009 1989*–2009

GDP Employment Productivity Real 
wage

GDP Employment Productivity Real 
wage

GDP Employment Productivity Real 
wage

Czech 
Republic

2.5 1.2 1.1 1.3 –4.2 –1.2 –2.3 –1.1 1.5 0.1 2.9 2.1

Hungary 0.6 –1.3 1.6 0.9 –6.3 –3.6 –3.4 –4.5 1.2 –0.2 1.9 0.2
Poland 5.0 3.8 0.5 3.8 1.7 0.4 1.0 1.0 3.0 0.3 3.0 1.1
Slovenia 3.5 2.8 0.5 1.5 –7.8 –2.2 –5.4 4.0 2.0 0.3 3.2 0.6
Slovakia 6.2 2.8 4.1 1.3 –4.7 –2.4 –0.5 3.6 2.7 0.3 5.4 1.5
Estonia –3.6 0.2 –5.1 0.6 –14.1 –9.9 –4.2 –2.2 4.4 –0.5 5.6 1.4
Latvia –4.6 0.9 –6.2 –1.0 –18.0 –13.6 –3.7 –14.6 0.1 0.0 4.8 5.0
Lithuania 2.8 –0.5 0.7 2.9 –15.0 –6.9 –8.1 –11.5 0.3 –0.2 5.0 –1.1
Bulgaria 6.0 3.3 2.3 7.4 –5.0 –2.9 –0.9 6.9 0.4 0.6 3.2 –2.9
Romania 7.3 –0.2 6.7 13.5 –7.1 –1.0 –6.1 –0.1 0.9 –0.8 3.9 4.0

Notes: The starting date differs with respect to data availability. GDP data is only starting in Estonia in 1993, the employment data starts in Slovakia in 1994, in 
Hungary in 1992, and in Estonia in 1990, the employee data starts in 1995 in Czech Republic, in 1992 in Hungary and Latvia, in 1993 in Slovakia, Estonia, and 
Lithuania, in 1990 in Romania and the wage data starts in Latvia in 1993 and in Estonia in 1990.
GDP is in 2000 prices in national currencies. Employment is total economy. Productivity is Real GDP/Employee. Real wage is labour compensation deflated by private 
consumption deflator, index 2000 = 100.
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and Romania. The austerity programmes in Hungary, Romania, and 
Latvia will further reinforce the pressures of the crisis. The wage share has 
already fallen in Latvia, Hungary, Poland, and the Czech Republic (see 
Figure 7.2). Moreover, a long-lasting recession cannot be ruled out, which 
would certainly have negative effects on the real wage and labour share.

In the Eastern European economies the record of GDP, employment, 
and real wage growth over the past twenty years has been shocking 

Figure 7.2 Adjusted wage share, Eastern EU MS*
Note: *Compensation per employee as percentage of GDP at factor cost per person employed.
Source: AMECO (Economic and Financial affairs, Annual Macroeconomic Indicators online 
database), April 2010.
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(see Table 7.2): affected first by a transition recession and then by a global 
crisis, the gains in terms of growth and wages are far from spectacular. 
Employment has at best stagnated, and in several countries – Romania, 
Estonia, Lithuania, and Hungary – it has declined compared to 1989. 
Real wages have stagnated in Hungary and Slovenia, and have even 
fallen in Lithuania and Bulgaria. Overall, real wage growth has lagged 
behind productivity growth. The only significant real wage growth has 
taken place in Romania, but then only equal to improvements in 
productivity. As a consequence of this moderate wage growth, which 
lags behind productivity, and low employment, the labour share has 
been declining in Slovenia, Poland, Bulgaria, and Romania and stagnant 
in Hungary and Slovakia (Figure 7.2). The only exception to this pattern 
has been in recent years in the Baltic States and the Czech Republic, 
when the labour share was back to the levels recorded at the start of the 
transition; however, data do not allow us to compare their current situ-
ation with the pre-transition phase; moreover as mentioned above, this 
recovery will be reversed during the current crisis. This does not appear 
to be a politically and socially viable balance sheet of integration.

The current global crisis has created no change in the policy stance in 
respect of European enlargement. The concerns of the EU for the NMS 
are shaped by the interests of the MNEs, in particular western banks, 
and are limited to maintaining the stability of the currency rather than 
employment and income. The EU did not have the political will to 
create the institutions and tools for a unified counter-cyclical stimulus 
plan, but rather delegated the issue of the NMS to the IMF, albeit with 
some financial support to prevent a big meltdown of the Western 
European MNEs in the region. The IMF’s damaged credibility following 
the Asian crisis was restored at the G20 via an increase in the available 
funds to the IMF, but not much has changed in the policy framework, 
despite the seemingly different discourse. Faced with the pressure of 
capital outflows, Hungary, Latvia, and Romania have resorted to the 
IMF. The EU connection thanks to the interests of the MNEs, in particular 
West European banks in the region, has determined the size of the 
packages rather than the genuine content. As it was in the case of 
the former crises in the developing countries in the 1990s and 2000s, 
IMF policies are again much more restrictive than what IMF finds appro-
priate for the Western European countries. The credit line to Poland 
without conditionality is the only new tool used by the IMF. Otherwise 
Hungary, Romania, and Latvia have implemented a strongly pro-cyclical 
fiscal policy; fiscal discipline is still the norm, and cuts in public sector 
wages and pensions are significant ingredients in the recipe. In the fixed 
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exchange rate countries the prevention of devaluation was the major 
aim to protect the foreign banks, which had extended the majority 
of the loans in foreign currency. The governments of these countries 
were also unwilling to push domestic firms and households indebted in 
foreign currency into bankruptcy through devaluation. Thus nominal 
devaluation was replaced by a brutal internal real devaluation via wage 
suppression. In Latvia as of the fourth quarter of 2009, average salaries had 
fallen by 12.1 per cent. Public sector wages were down by 23.7 per cent 
compared to a year earlier and pensions have been cut by 10 per cent. 
Together with increases in the VAT rate from 18 to 21 per cent, these 
were the conditions, which the government in Latvia had to agree to 
get the second tranche of the IMF package (Gligorov et al., 2009). The 
govern ment has forced through spending cuts and tax rises worth a 
tenth of GDP (Ward, 2010). The cost of this internal devaluation has 
been a 25 per cent fall in GDP in two years and an unemployment rate 
of 22.9 per cent in 2009. Eventually, it also translated into a political crisis 
as the biggest party, the People’s Party, broke from the ruling coali-
tion because of its support for the tax cuts. In Estonia and Lithuania 
also at least 20 per cent cut in public wages and a reduction in social 
benefits was decided (Gligorov et al., 2009). Thus the current account 
imbalances are being corrected not through nominal but real devaluation 
and deep recession.

One difference during this crisis is that the IMF is now trying to bail in 
the banks to maintain the level of credits in the countries that have an 
IMF financial programme. The major difference compared to East Asia 
and Latin America was a reliance on parent banks in the mature markets 
with a longer-term strategy of expansion in the region rather than 
market finance via foreign capital flows. The parent banks’ loyalty to 
the region did not happen automatically, however. For example, initially 
the Austrian government has said that it would only support its troubled 
Erste Bank, which was overexposed to risky loans in foreign currency 
in Eastern Europe, on condition that the money only went to loans 
inside Austria, and thus not to further expansion of loans in the East 
(The Economist, March 2010c). This approach would have led to each 
individual bank reducing its exposure by calling in loans and dumping 
assets, and a major currency crisis, which would have also hurt the banks 
themselves. The small number of large international players with a long-
term investment in the region facilitated coordination, and the European 
Bank for Reconstruction and Development led the ‘Vienna Initiative’. 
The ECB’s liquidity provision to foreign banks in Eastern Europe encour-
aged them to continue to finance the sub sidiaries outside the Euro 
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area. The IMF support helped the central banks of Eastern Europe to 
provide liquidity to foreign-owned banks as well as the minority domes-
tically owned banks. However, given the global crisis and the crunch in 
the wholesale credit markets, the ability of parent banks to maintain the 
credit booms in the region is exhausted, and even without further capital 
outflows, the region suffers from a deeper recession than in the West in 
the absence of former capital inflows. The speculation about the Greek 
sovereign debt is creating particular liquidity restraints for the Greek 
banks and their affiliates in Bulgaria and Romania; the funding problems 
of other European parent banks are also increasing. The currency depre-
ciation or the recession will lead to increases in non-performing loans 
and further affect the parent banks’ approach to the Eastern affiliates.

Another difference in this crisis in the Eastern MS compared to the 
former crises in the developing countries was the moderate scale and 
pace of depreciation. In countries with a floating exchange rate regime, 
there has been some contagion even in countries like Poland, but there has 
not been a total breakdown to date. The exchange rate only depreciated 
by some 20–30 per cent in Hungary, Poland, and Romania with some 
recovery afterwards, and the fixed pegs are still holding in the Baltic 
States and Bulgaria. The maintenance of the problematic pegs required 
rather large international rescue packages in comparison to the size of 
the economy. The Western European banks operating in the region, like 
the Swedish ones in the Baltic States and the Austrian ones in Bulgaria, 
have – in collaboration with the governments in the home country – 
exerted pressure to avoid devaluation for fear of high non-performing 
loan rates, which would erode their profitability. The local governments 
also stand behind the pegs. However, preserving this overvalued fixed 
exchange rate under the current policy framework came at the cost of a 
very deep recession and deflation to create a real devaluation, and the 
mechanism for that was massive wage cuts as can be seen in Latvia.

On the other hand, the consequences of an unmanaged devalua-
tion following a market-made currency crisis would lead to also very 
severe distributional effects, as was the case during the Asian or 
Latin American crises. This is because of the inflationary effects of 
high de valuation rates following a currency crisis. In import-dependent 
develo ping countries, devaluation has a high pass-through effect to 
domestic prices as a result of the rise in the imported input costs, 
and during a severe recession and high unemployment, it is impossible 
for workers to index their wages to past inflation rates (Onaran, 2009). 
So far during the recent global crisis, not only has the depreciation 
rate been moderate, but also the pass-through effect to inflation has 
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been restrained by the global deflationary environment and the falling 
commodity prices. However, any problem in the periphery in Eastern 
or Western Europe or other developing countries regarding speculative 
attacks to sovereign debt and capital outflows can easily trigger contagion 
effects and pressures on currencies in Eastern Europe again.

Capital controls on outflows or a managed devaluation are not even 
mentioned in the IMF or EU debates. The only recent revision has been 
a recent ‘IMF Staff Position Note’ about capital controls on inflows to 
moderate the effects on the exchange rate (Ostry et al., 2010); however, 
this does not help at this moment when the boom has already been 
followed by a bust.

4 There is an alternative!

Policies to address the major root of the crisis, the dramatic pro-capital 
shift in income distribution and hikes in managerial wages, cannot be 
found anywhere in the mainstream policy agenda. Although the costs 
of the rescue packages are clear, little effort is being made to extract 
payment from those either responsible or able to pay. The tax on bank 
bonuses in Britain only scratches the surface. With regards to current 
account imbalances or sovereign debt crisis, nothing is said about the 
wage dumping and stagnant domestic consumption in Germany or 
the lack of public investment programs to enhance productivity.

The struggles emerging across Europe can be turned into a lever for 
developing an internationalist alternative to the crisis. The existing 
wage suppression policies hurt all working people. The popular argument 
in Germany that Greece has a public spending crisis hides the fact 
that the German workers’ loss of wages, unemployment benefits and 
pension rights over the past decade created part of the current situa-
tion. Uncovering this is an important step towards building a working 
peoples’ alliance for an alternative Europe. An internationalist solution 
might generate a more powerful front in the core and the periphery 
compared to national alternatives, for example, the exit of Greece from 
the euro based on an anti-capitalist agenda as suggested by Lapavitsas 
et al. (2010). A national solution in a small country is destined for isola-
tion and a long-term persistence of the problems of under development. 
Moreover in the current situation, anti-European and anti-Euro policies 
are more likely to mobilise nationalist, right-wing currents. The left 
has more to gain from an internationalist alternative.

The economic crisis is intermingled with the ecological crisis, and 
showing that capitalism is economically, ecologically, and politically 
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unstable and unsustainable. Any economic recovery plan must not imply 
a return to business as usual in economic as well as ecological terms. It 
is not possible to ‘save capitalism from itself’. The major crisis calls for a 
major policy restructuring in the direction of a democratically planned, 
participatory economic model and the starting point is the urgent prob-
lems of employment, distribution, and ecological sustainability:

(a) Macroeconomic policy has to be centred on full employment and 
ecological sustainability. Public expenditures in labour-intensive serv-
ices like education, child care, nursing homes, health, community and 
social services, as well as in public infrastructure, housing, and green 
investments are the areas to combine the target of full employment 
with sustainability, gender equality, and solidarity.

For the purpose of ecological sustainability, there is a need for a shift in 
the composition of demand towards investments in ecological mainte-
nance and repair, renewable energy, public transport, the insulation of the 
existing housing stock and the construction of zero energy houses; this 
cannot be achieved without large strategic public investments.

To maintain full employment, a substantial shortening of working time 
(that is, in parallel with the historical rate of growth of labour productiv-
ity) is also required. This is not only a crucial answer to the problem of 
unemployment after the crisis, but also an answer to the ecological crisis: 
recovery efforts are all centred on maintaining growth through the resto-
ration of business confidence. However, the ecological limits to growth are 
based on firm scientific principles. If the use of environmental resources 
is to maintain a certain ‘sustainable’ level, economic growth, in the long 
term, has to be zero or low, i.e. equal to the growth rate of ‘environmental 
productivity’. However, for such a regime to be socially desirable it has 
to guarantee a high level of employment and an equitable distribution 
of income; i.e. full employment can only be achieved through shorter 
working time, not unsustainable growth. The income losses for the work-
ing masses can be prevented through substantial redistribution, i.e. an 
increase in hourly wages and a decline in the profit share.

In respect of employment in the private sector, it is important to 
prevent firms from making use of the crisis to implement their long-
term downsizing strategies. An alternative would be legal measures to 
ban firing during the crisis and implement wage floors: if the firing ban 
leads to bankruptcy in certain firms, these firms can be re-appropriated 
and revitalised under workers’ control, supported by public credits. In 
Argentina after the crisis there were many such examples.

In cases of sectors that are under the threat of mass layoffs, like the 
auto industry, nationalisation of the firms and restructuring of these 
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public firms should be considered, e.g. in the auto industry a shift of 
focus towards the production of public transport vehicles, and a gradual 
transfer of labour towards new sectors.

(b) There is need for a fundamental correction of the wages to fully 
reflect the productivity gains of the past three decades. This was a crisis 
of distribution and a reversal of inequality is the only real solution. To 
limit the ‘race to the bottom’ it is necessary to introduce a minimum 
wage, which is to be coordinated at the EU level.

Higher productivity growth in poorer countries will help to create some 
convergence in wages, but regional convergence should be supported by 
fiscal transfers and public investments to boost productivity in poorer 
regions. Furthermore a European unemployment benefit system can be 
developed to redistribute from low unemployment regions to high 
unemployment regions. This requires a significant EU budget financed 
by EU-level progressive taxes.

(c) The full employment and green recovery plan should be financed 
through highly progressive income and wealth taxes, higher corporate 
tax rates, inheritance tax, and a tax on financial transactions. A progres-
sive income tax mechanism could also introduce a maximum income 
with the highest marginal tax rate increasing to 90 per cent above a 
certain income threshold. This threshold should be set in relation to the 
median wage, and the income differential the society is willing to toler-
ate; this differential should be based on job-related risks and hardships 
as well as supply bottlenecks regarding particular skills, provided that 
the society offers equal opportunities for everyone willing to acquire 
sought-after skills.

This is also the just way to solve the debt crisis and to avoid budget 
cuts in social expenditures. In principle, the problem of the budget 
deficit can be solved through growth or tax or default/restructuring. 
There is a constraint to the higher growth solution due to the ecologi-
cal limits on growth. This leaves tax and default/debt restructuring as 
the only solution of the debt problem. The restructuring of debt can 
be formulated as a progressive wealth tax on government bonds with 
the highest marginal tax rate reaching to 100 per cent for holdings 
above a certain high amount of bonds; this would make the banks, 
the private investment funds, and the high wealth individuals pay the 
costs of the crisis.

The Stability and Growth Pact and the conditions of the Maastricht 
Treaty for adopting the euro must be abolished. The ECB should be 
turned into a real central bank with the ability to lend to member states 
as well as European Bank for Reconstruction and Development.
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(d) A redesign of the financial sector is also urgently required. Financial 
regulations are important but not sufficient. Finance is a crucial sector 
which cannot be left to the short-termism of the private profit motive. 
This sector has already been de facto nationalised, but without any 
voice for the society and with a commitment to privatisation as soon 
as possible. The crisis has shown us that large private banks are exploit-
ing their advantage of being ‘too big to fail’. Yet the challenge is the 
finance of socially desirable large new investments, e.g. in the energy 
sector. Instead what needs to be done is to build a public banking sector 
with the participation of the workers and other stakeholders to decision 
making and the transparence of the accounts.

(e) The crisis has indicated that, in addition to the banking sector, 
there are other critical sectors for the society, in which the ownership 
rights cannot be left to the private sector, e.g. the housing sectors. The 
energy crisis is indicating that the energy sector also requires substan-
tial public intervention. The problems with the private pension funds 
as well as private supplies of education, health, and infrastructure are 
showing that social services are also too critical to be ruled by private 
profit motives. A democratic discussion should question, in which 
other sectors public ownership would produce more egalitarian as well 
as more socially efficient outcomes. This does not mean to praise the 
public sector as such, but calls for the participation and control of the 
stakeholders (the workers, consumers, regional representatives etc.) in 
the decision-making mechanisms. Such a shift in decision making also 
facilitates economy wide coordination of important decisions for a sus-
tainable and planned development based on solidarity.

(f) In Eastern Europe the risk of a devastating devaluation can only 
be overcome with capital controls, debt restructuring and a managed 
devaluation with price controls. To avoid the negative effects of devalua-
tion on indebted households and firms, the foreign currency-denominated 
debt must be converted to local currency at the current exchange rate, 
and the burden of devaluation must be shifted to the private banks of 
the core countries. Similarly in order to avoid the inflationary effect 
of devaluation, price controls should be introduced.

Notes

1. The author is grateful to Annina Kaltenbrunner, John Grahl, and the editors 
for comments.

2. Although guarantees in the financial packages might never be used, the ratios 
are still indicative.

9780230271609_08_cha07.indd   1579780230271609_08_cha07.indd   157 11/23/2010   6:26:11 PM11/23/2010   6:26:11 PM

 



158 Assessing the Global Impact of the Crisis

3. The ratio of automatic and discretionary fiscal impulse cumulated over the 
period 2008–10 as a percentage of 2008 GDP.

4. The ECB had lowered the threshold for acceptable assets as collateral to triple-
B-minus from A-minus in order to ensure that banks had access to sufficient 
amounts of ECB credit.
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8
The Impact of the Subprime 
Financial Crisis on the Transition 
and Central Asian Economies: 
Causes and Consequences
Nigel F.B. Allington and John S.L. McCombie

1 Introduction

The subprime crisis precipitated the worst recession amongst the OECD 
countries since the Second World War. Although the value of subprime 
assets as a proportion of total financial assets was relatively small, the 
excessive leverage of many US and UK financial institutions, the marked 
revaluation of the risk associated with securitised assets, together with 
the collapse in world trade, meant that the 2008–10 crisis was the worst 
since the Great Depression of 1929. Moreover, contagion effects, especially 
those initiated through the freezing of the interbank and international 
financial loans markets, meant that the impact of the crisis extended far 
beyond those relatively few countries (especially the US and UK) whose 
banks were holders of the ‘toxic assets’.1 In this chapter the impact of the 
financial crisis on the European Union Transition Economies (TEs) and 
the transition Central Asian Economies (CAEs) is examined.2 Particular 
attention is paid to the financial transmission mechanism that was crucial 
in determining the impact of the crisis on the TEs.

The result of the crisis in the euro zone was a decline in the average 
growth rate from 2.8 per cent per annum in 2007 to 0.6 per cent in 2008 
and a negative rate of 4.1 per cent in 2009. Yet the impact was far more 
severe in the TEs, with all except Poland experiencing a rate of decline of 
over 4 per cent in 2009 (and with Estonia, Latvia and Lithuania having 
negative growth rates of over 13.9 per cent). Although the CAEs are also 
transition economies, moving since 1991 and the break-up of the Soviet 
Union towards market economies at various speeds, their experience 
has been markedly different. Throughout the 2000s until the crisis, they 
had achieved some of the fastest growth rates in the world. The crisis 
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brought a slowdown in the growth rates of especially, Kazakhstan, the 
Kyrgyz Republic and Tajikistan, but nothing like to the degree of the TEs. 
Moreover, Turkmenistan and Uzbekistan were left relatively unscathed. 
The key difference is that Kazakhstan has one of the most sophisticated 
banking systems in the region and it is extensively integrated into the 
world financial system. It was thus badly hit by the virtual shutdown 
of the international credit markets. Kazakhstan has extensive holdings 
in the Kyrgyz Republic’s banking system and so the latter also suffered. 
While Turkmenistan and Uzbekistan are open economies in trade terms, 
they have virtually isolated banking systems and were immune from 
the financial transmission mechanism of the crisis.

In this chapter, the various causes and consequences of the subprime 
crisis are traced and examined for the TEs and CAEs. Not surprisingly, 
the depth of the crisis depends upon the degree to which the TEs and 
CAEs are integrated into the world (especially the European) economy. 
This has occurred either through the TEs having their development 
financed through large capital flows (and hence running large current 
account deficits as a proportion of GDP) or having a high degree of 
financial integration, or both. As far as the last is concerned, many 
of the TEs have their banks owned or financed by Western European 
banks and this has been a mixed blessing. The dependence on foreign 
capital inflows has made the economies vulnerable to the credit crunch 
and capital flight, but this has been partially offset by the support that 
has been achieved through foreign ownership of their national banks. 
The TEs also suffered from a rapid decline of their export markets as the 
OECD countries moved into recession.

Given the distinctive characteristics of the TEs and CAEs, the two 
groups are largely treated separately in this chapter, but with a greater 
emphasis being placed on the former. In order to assess the effect of the 
subprime crisis the background to the recent economic performance of 
the TEs, notably their rates of growth during the preceding decade and 
their level of financial integration and their banking structure, are 
examined. The impact this had in transmitting the effects of the crisis to 
these countries is also considered. Finally, the very different experience 
of the CAEs receives attention.

2 The impact of the crisis on the economic growth
of the European transition economies

Since 1995, when the TEs had begun to recover from the crisis 
induced by moving rapidly from planned to market economies, 

9780230271609_09_cha08.indd   1609780230271609_09_cha08.indd   160 11/23/2010   3:38:28 PM11/23/2010   3:38:28 PM

 



Nigel F.B. Allington and John S.L. McCombie 161

they have experienced rapid output and productivity growth as they 
began to catch up with the slower-growing Eurozone countries. The 
financial crisis has had a major impact on the key macroeconomic 
variables in the TEs. Just twenty years after their transition from 
command to market economies, the TEs ought to be growing rapidly 
as they catch up with the EU15 in terms of economic efficiency, tech-
nology and the capital-labour ratio. Consequently, it is somewhat 
ironical that they have sustained such dramatic falls in their GDP 
growth during the current financial crisis (see Table 8.1). Although 
the decline in growth rates are not as severe as those after 1989, 
the year of transition, when, for example, GDP in the Baltic States 
(Estonia, Latvia and Lithuania) contracted by more than 40 per cent 
and the other TEs registered falls of between 13 and 25 per cent, the 
current falls still pose a threat to social and political stability in the 
region (Svejnar, 2002).

After 1989 it took some of the TEs more than 15 years to regain the 
per capita income levels achieved immediately prior to the ‘transition 
crises’, but fortunately this time it will only be at most two or three 
years before pre-crisis growth levels are re-established. Nevertheless, 
the present downturn has produced severe economic problems that are 
comparable to those resulting from the Russian crisis of 1998.

The collapse in growth had occurred in the majority of TEs, albeit 
with some large differences. Poland was the least hard hit of all the TEs 
and often the disparity is large, especially between it and some of the 

Table 8.1 Growth of real GDP: Transition economies (annual percentage growth 
rates)

2003 2004 2005 2006 2007 2008 2009 2010  f 2011f

Bulgaria 5.5 6.7 6.4 6.5 6.4 6.2 –4.9 0.0 2.7
Czech R. 3.6 4.5 6.3 6.8 6.1 2.5 –4.1 1.6 2.4
Estonia 7.6 7.2 9.4 10.6 6.9 –5.1 –13.9 0.9 3.8
Latvia 7.2 8.7 10.6 12.2 10.0 –4.2 –18.0 –3.5 3.3
Lithuania 10.2 7.4 7.8 7.8 9.8 2.8 –14.8 –0.6 3.2
Hungary 4.3 4.9 3.5 4.0 1.0 0.6 –6.3 0.0 2.8
Poland 3.9 5.3 3.6 6.2 6.8 5.0 1.7 2.7 3.3
Romania 5.2 8.5 4.2 7.9 6.3 7.3 –7.1 0.8 3.5
Slovenia 2.8 4.3 4.5 5.9 6.9 3.7 –8.1 1.1 1.8
Slovakia 4.8 5.0 6.7 8.5 10.6 6.2 –4.7 2.7 3.6
Eurozone 0.8 2.2 1.7 3.0 2.9 0.5 –4.1 0.9 1.5

Notes: f Figures are forecasts.
Sources: Eurostat and European Bank for Reconstruction and Development (2009).
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worst affected TEs such as the Baltic States. Poland’s exceptional position 
is due to its lower dependence on exports and imports, robust consump-
tion and substantial EU-financed investment in infrastructure. The IMF 
also granted Poland a $20.6bn reserve credit line that pre-empted further 
investor flight.

Cerra and Saxena (2008) have shown that recessions accompanied 
by a financial crisis generally have a negative impact on the prospects 
for future growth. Capital scrapping occurs, consumption and invest-
ment levels fall and these possible sorts of responses are prominent in 
the TEs. The resulting increase in unemployment has a large structural 
component and as employees’ skills atrophy, the duration of unemploy-
ment increases (Blanchard and Summers, 1986). Because this crisis was 
accompanied by a house price bubble in the Baltic States, these econo-
mies face even tougher post-crisis growth constraints than the other 
TEs (Claessen, Kose and Terrones, 2008). The flexible employment 
protection rules recently introduced as part of the Lisbon Agenda may 
reduce the effects on unemployment.

3 The process of integration between the TEs 
and the EU15

One of the major aspects of the economic development of the TEs 
just before, and then after, their accession to the EU, has been their 
progressive integration with the Western European countries. This has 
brought the benefits of increased inward investment and, with accession 
to the European Union (EU), access to the Structural and Cohesion Funds, 
but it has also made the economies more sensitive to inter national 
business cycles, as the subprime crisis has clearly shown. The level of 
integration between the TEs and the EU15 can be gauged by the extent 
of intra-EU trade. Between 1993, when articles of association were 
signed with the newly independent TEs and 2008, TE exports to the rest 
of the EU increased 2.5 times, with the level of exports accelerating after 
the TEs accession which was either in 2004 or 2007. At present, two-
thirds of the TEs’ trade is with the euro zone. Integration has also seen 
countries’ business cycles in the EU15 and the TEs become more closely 
synchronised. In fact, correlations for the TEs are much higher than 
those between some of the EU15 countries, most noticeably Greece and 
Portugal (IMF, 2007).

While the TEs have a larger agricultural sector than the EU15 and a 
concomitant lower share of services, they are converging towards the 
EU averages and the most conspicuous area of integration is in financial 
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services, where foreign banks from the EU15 and other emerging markets 
took advantage of the privatisation of TE banks to acquire partial 
or total stakes. Consequently, the rate of credit growth has increased 
in the TEs with increasing integration, particularly in the Baltic States, 
with considerable financial deepening. Equity markets are also more 
integrated (Cappiello, Gerard, Kadareja, and Manganelli, 2006) and 
bond prices are cointegrated particularly with those of Germany 
(Iorgova and Ong, 2008). Although the spectrum of interest rates had 
also been converging, with the current financial crisis they have started 
to diverge again because of the higher risk premium associated with 
investing in the TEs.

Despite considerable evidence in the literature that finance runs uphill 
from poor to rich countries (the so-called Lucas puzzle), Abiad, Leigh, and 
Mody (2009) show that Europe follows the textbook theory, with finance 
flowing from the rich EU15 countries to the poorer TEs, leading to faster 
convergence through financial integration. Borders in the enlarged EU 
have therefore become far less important. The consequence of this is that 
domestic savings are not the drivers of domestic investment, dispelling, at 
least in the case of the TEs, the Feldstein–Horioka puzzle (1985). Capital 
flows, especially in the form of FDI, also bring productivity benefits so 
that long-run per capita income grows at a faster rate, even if the benefits 
are ‘time-limited’.

Eichengreen and Park (2003) contrasted the position of the TEs with 
that of Asia, noting that, 

one of the most striking aspects of Europe’s recent development has 
been the growth and integration of financial markets. In Asia, in con-
trast, there has been less progress in financial integration. If anything, 
the countries of East Asia have developed stronger financial ties with 
Western Europe and the United States than with one another.

The capital inflows have also been reflected by large current account 
deficits (see Table 8.2), again in contrast with Asia and Latin America 
in the 2000s (although not in the lead-up to the 1997 Southeast Asian 
(SEA) financial crisis). Larger capital inflows have resulted in faster 
convergence, although the current financial crisis has illuminated the 
concomitant financial fragilities that accompany these developments.

Blanchard and Giavazzi (2002) showed that financial integration had 
a significant impact on the current account and the value of the beta 
coefficient in the Feldstein–Horioka equation that measures whether 
savings are internationally mobile or invested largely in the national 
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economy.3 As capital flowed from the richer EU15 countries to the 
poorer TEs, the estimated coefficient on per capita income in their 
current account equation increased, showing that richer countries ran 
current account surpluses while the poorer countries ran deficits. Abiad 
et al. (2009) are able to link this development to greater levels of finan-
cial integration in the EU. They estimated the relationship between 
the current account and a vector of explanatory variables, including 
financial integration that has a positive coefficient if poorer countries 
run larger deficits as capital flows increase. While the size of the effect 
is small in the whole sample of countries examined, when the authors 
consider the TEs, they are much larger and statistically significant, 
indicating a high degree of financial integration.

Although financial integration has increased enormously in the TEs, 
it has not yet reached the levels found in the EU15. Thus, the TEs have 
further to go, implying that current account deficits will remain large 
with some reduction as their incomes grow. The Structural Funds and 
Cohesion Funds are designed to facilitate convergence in the EU, but the 
empirical evidence as to their success is mixed at best (Esposti, 2008 and 
de Michelis, 2008). These funds now average about 3.5 per cent of a TE’s 
GDP. Institutional quality receives some support in this empirical analysis 
(Abiad et al., 2009) with a threshold identified beyond which the institu-
tional factors gain even greater importance. Finally, investors are found to 
be able to spread their risks through diversifying their investments where 
financial markets are highly integrated.

The EBRD (2009, pp. 64–5) employs a growth regression methodology 
for 55 countries to determine the relationship between average growth 

Table 8.2 Current account balances: transition economies (percentage of GDP)

2003 2004 2005 2006 2007 2008 2009 2010f

Bulgaria –5.5 –6.6 –12.4 –18.5 –25.2 –25.5 –11.4 –8.3
Czech R. –6.3 –5.3 –1.3 –2.6 –3.1 –3.1 –2.1 –2.2
Estonia –11.3 –11.3 –10.0 –16.9 –17.8 –9.3 1.9 2.0
Latvia –8.2 –12.8 –12.4 –22.7 –21.6 –12.6 4.5 6.4
Lithuania –6.9 –7.6 –7.7 –10.7 –14.6 –11.6 1.0 0.5
Hungary –7.9 –8.4 –7.5 –7.5 –6.5 –8.4 –2.9 –3.3
Poland –2.1 –4.0 –1.2 –2.7 –4.7 –5.5 –2.2 –3.1
Romania –5.8 –8.4 –8.9 –10.4 –13.5 –12.4 –5.5 –5.6
Slovenia –0.8 –2.7 –1.7 –2.5 –4.2 –5.5 –3.0 –4.7
Slovakia –5.9 –7.8 –8.5 –0.7 –5.3 –6.5 –8.0 –7.8

Notes: f Figures are forecasts.
Sources: Eurostat and European Bank for Reconstruction and Development (2009).
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rates over the period 1994–2008 and the degree of financial integration, 
including the usual set of controls. Financial integration is measured 
by a number of alternative proxies; namely, the current account; the 
change in net foreign assets; and the level of gross foreign assets and 
liabilities, with all the preceding variables expressed as a proportion of 
GDP. A further measure is the degree to which foreign banks are embed-
ded in the economy. The analysis compares the TEs with a group of 
other emerging market economies and the results suggest that financial 
integration is significant for the growth of the TEs, but not for the other 
emerging countries.

The analysis is extended to the sectoral level where it is hypothesised 
that those industries that rely on external finance (as opposed to 
retained earnings) should benefit more from overseas borrowing and 
greater financial integration. The results from using a reduced sample 
of 26 countries shows that this is indeed true for the TEs’ industries, 
but there is little evidence that it has any effect for the non-transition 
industries.

Why has foreign capital stimulated growth in the TEs when this had 
not been the case in the other emerging countries? Three possibilities 
were explored by the EBRD (2009). First, the TEs have better financial 
capacity to use the finance more productively; secondly, they have 
better institutions resulting from their membership of the EU and, 
finally, they have a pre-existing higher level of financial integration 
which facilitates the benefits of integration. Extending the earlier 
econometric results, this research includes financial development, institu-
tional quality and the level of integration as explanatory variables. The 
results suggest that the first two explanations are not important, but 
that the existing level of financial integration is. The authors speculate 
that this result might be due to the fact that foreign banks facilitate the 
allocation of capital inflows and/or foreign banks demonstrate a substantial 
commitment to their subsidiaries/branches. The latter position is borne out 
by the other studies reported in this chapter.

4 The transition economies, current account deficits 
and capital inflows

The variable which most distinguishes the TEs from most other 
emerging economies is the size of their current account deficits. The 
size of the deficits, as may be seen from Table 8.2, are substantial 
with five of the countries in 2007 having current account deficits as 
a percentage of GDP of over 10 per cent.
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Shelburne (2009a) has addressed the question as to what accounts for 
the large size of these deficits. By definition, the current account (CA) 
deficit is related to either total (public and private) savings (S) being too 
small or investment (I) too big, as CA ≡ S – I. The twin deficit hypothesis 
suggests that a government budget deficit is a major cause of the current 
account deficit, but this is not true of the TEs with the exception of 
Hungary. From about 2000 until the crisis in 2008, the rate of invest-
ment has increased while savings have remained virtually constant (there 
was a very slight rise). Thus, the current account deficit, under this inter-
pretation, was primarily investment driven. But from a comparison with 
other upper middle-income countries, the TEs’ savings rate is signifi-
cantly lower. Consequently, the current account deficit may be due to a 
combination of both high investment and low savings. Nevertheless, the 
pattern is not all that unique as the southern EU member states (Greece, 
Portugal, and Spain) also financed much of their borrowing from abroad 
and pursued a similar growth strategy. But it does differ from many other 
emerging countries.

The high investment rates are the result of lower wage rates, higher 
skills and substantial investment opportunities in the TEs. Moreover, 
given that their currencies are either pegged to the euro (directly or through 
a currency board) or that the euro is widely used, the borrowing costs in the 
TEs are considerably lower than those in other emerging markets. The low 
savings rate can be variously attributed to intertemporal smoothing effects 
(households expect faster growth rates to be permanent and are therefore 
borrowing against future earnings); an ageing popu lation; a rapid increase 
in financial wealth resulting from the housing and financial asset 
bubbles that occurred in many of the TEs, or a combination of any of 
these (Shelburne, 2009a, p. 92).

Much of the banking system in the TEs is foreign owned and 
‘essentially, the west European parents have been loaning money to 
their eastern subsidiaries which then finance investment projects in the 
NMS [New Member States]’ (Shelburne, 2009a, p. 93). One advantage of 
this is that although these are mainly short-term private bank loans, the 
parent banks have been particularly concerned with funding long-term 
investment projects. These loans are often denominated in euros with 
the consequence of severe liquidity problems if there is a substantial 
depreciation in the exchange rate (as firms have to find proportion-
ally more domestic currency to pay back the euro-denominated loans). 
Thus, the TEs were directly exposed to the subprime crisis through 
their exposure to the international money markets and, in particular, 
financing from Western European banks. As the IMF reported, ‘foreign 
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bank lending funded by domestic deposits and denominated in local 
currency is likely to be more resistant to external financial shocks and 
indeed in Latin America acted as a firewall against the transmission 
of global financial shocks’ (IMF, 2010). While this overseas borrowing 
could be an optimal growth strategy, the downside is that a severe 
currency crisis, such as repeatedly occurred in Latin America in the 
1970s and 1980s or the 1997 SEA crisis, could undermine all the benefits 
of foreign investment-led growth. But, for reasons discussed below, this 
did not materialise.

One of the reasons the TEs have benefitted from financial integration 
and institutional arrangements to facilitate financial stability is their 
close links with Western European banks. Their regulatory regimes and 
system of supervision were brought into line with the EU15 and capital 
account restrictions were withdrawn, leading to financial institutions in 
the EU15 becoming major players in the TEs. The share of foreign-owned 
banking assets increased to 60 per cent of total banking assets in 2008 
from 25 per cent in 1995. In the rest of the world the 2008 figure is a 
much lower 22 per cent and even in emerging markets (excluding the TEs) 
only 28 per cent of banking assets are in foreign ownership (BIS, 2009).

Between 2002 and 2007, net private capital inflows to the TEs were 
some US$515 billion, 30 per cent of the total going to Emerging Market 
Economies (EME) as a whole (when the TEs’ output accounted for only 
11 per cent of that in the EME) and the second highest after SEA. Some 
46 per cent of the net inflows were loans to the banking and non-banking 
sectors, 47 per cent FDI and a mere 7 per cent portfolio investment in 
equities and bonds (BIS, 2009). The FDI inflows only partly paid for the 
current account deficit in the TEs and several economies, particularly 
the Baltic States and Hungary, had to rely on raising much larger sums 
from the international debt and credit markets. Those corporations 
that borrowed from foreign banks lent to households who bought real 
estate and invested in the non-tradable sector of the economy, but these 
activities greatly raised the level of imports. And many of the loans were 
denominated in foreign currencies such that by 2008 foreign currency 
debt had risen to 40–50 per cent of GDP in Bulgaria, the Baltic States and 
Romania, creating serious currency mismatches.

5 The benefits of foreign ownership and the strength
of the banks

The effect of the crisis on risk premiums has been limited and, in fact, 
risk spreads have been lower in the TEs than in other emerging and 
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advanced economies’ financial markets. This is because unlike some 
emerging economies, government budget deficits in the TEs were rela-
tively modest (except those in Latvia, Hungary and Romania). Even if 
the size of the budget deficits were important here, the explanation for 
investor confidence seems to be institutional quality, resulting from 
the close formal links the TEs have with the advanced EU countries. 
Membership of the EU gave overseas investors greater confidence that 
sovereign debt defaults by these economies, although entirely possible, 
were unlikely. It also meant policy advice would be forthcoming from 
the ECB and that various loans and other rescue measures would be 
possible; the EBRD and the IMF has since provided these (IMF, 2009c). 
In particular, the Vienna initiative set up in 2009 to coordinate the 
various policies of the international financial institutions, banks and 
other public and private stakeholders has proved to be very effective. 
The European Bank for Reconstruction and Development (2009, p. 18) 
argues that ‘it (the Vienna initiative) has achieved its aim in avoiding 
a financial collapse in emerging Europe, notwithstanding the large 
shocks and output declines experienced in late 2008 and the first half 
of 2009’.

There are a number of major benefits from foreign banks: they can 
provide private sector credit in less developed economies and have 
access to funds from the parent bank; they raise the level of competition 
between financial institutions in the economy; they inject new knowl-
edge and technology, thereby raising the efficiency and quality of 
the banking sector; and they can limit the worst effects of any banking 
crisis. However, there are some potential disadvantages: they may 
cherry pick the less risky and profitable lending; may reduce lending 
if the parent bank faces difficulties or suddenly stop lending and 
repatriate capital, leaving the country if political conditions change 
for the worst. Despite these possible disadvantages, however, the 
available evidence suggests that even partial ownership of the banking 
system by banks in advanced countries serves to mitigate the crisis (see 
Peek and Rosengren, 2000, Herrero and Peria, 2007, and de Haas and 
van Lelyveld, 2010).

This result has been confirmed most recently by Berglöf, Korniyenko, 
Plekhanov, and Zettelmeter (2009). The authors find that the increase 
in emerging market risk premiums when these are compared with 
the increased volatility of the S&P 500 stock index is low. Even after the 
intensi fication of the crisis, the risk premiums remained below those 
levels found during other financial crises and while risk premiums 
in the advanced countries reached historically high levels. Given that 
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the TEs had higher external debt levels, experienced credit booms and 
were vulnerable to exchange rate risk, their relative immunity must be 
explained.

To test the significance of the presence of foreign banks, Berglöf et al. 
(2009) regressed net capital flows across borders following the collapse of 
Lehman Brothers (2008Q4 flows of lending as a percentage of 2008Q3 
bank assets) against the extent of foreign bank ownership. They selected 
as controls country sovereign credit risk and per capita GDP. The effect 
of foreign bank ownership proved statistically significant for the TEs 
and insignificant if the sample was confined to the non-TE emerging 
countries. Thus, a 10 percentage point increase in the share of assets 
owned by foreign banks reduced capital outflows by 1.4 percentage 
points of the total asset stock. Since the average outflow from all 
emerging countries was about 6 per cent, this is a quantitatively important 
effect. Also, if the credit risk increased, then the outflow increased by 
an equivalent proportion, but adding a transition dummy revealed an 
increased mitigation effect from the presence of subsidiaries of foreign 
banks or wholly-owned foreign banks. Finally, Berglöf et al. (2009) 
report that the larger the pre-crisis credit boom and the higher the level 
of external debt then, ceteris paribus, the greater is the decline in output. 
This result is reinforced if a country has a hard currency peg.

An interesting question is the role played by credit creation in the run-
up to the crisis. Maechler, Mitra and Worrell (2007) found that in the TEs 
a steady increase in lending, even at a rate of between 25 to 40 per cent, 
enhanced the ‘soundness indicators’ of the banks, whereas rapidly accel-
erating credit growth did not. Also, foreign-owned banks tended to have 
a higher risk profile than domestically-owned banks because of lower 
levels of capitalisation, even though they could rely on the parent banks 
for additional funding. But given the level of economic development in 
the TEs they identified plenty of unexploited opportunities for further 
financial deepening and non-speculative investments.

In a further study, Tamirisa and Igan (2008) could find no discernible 
difference in the rate of growth of credit by weaker and sounder banks 
in the TE during the 1990s. By the early 2000s, however, there had 
been a change in the situation. The weaker banks, especially those in 
the Baltic States, had credit growth that was as rapid, or sometimes 
more rapid, than the sounder banks. Much of this aggressive lending 
came from weaker foreign-owned, rather than weaker domestic banks, 
because of the greater resources available from the (foreign) parent 
bank. The authors argued that as a result, ‘forward looking and risk-based 
supervision during credit booms’ has now become essential. However, 
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there is no evidence that the lack of prudence in the banking system, or 
the fact that credit had expanded too rapidly, was a major factor in the 
crisis in the TEs. Aydin (2008) also examined the role of foreign banks 
in the TEs in the years prior to the crisis and confirms that foreign banks 
have been a major source of credit for the TEs. In the 1990s the foreign-
owned banks acted just like the domestically owned ones and sourced 
much of their loans from domestic savings, but by the early 2000s they 
were sourcing their loans from the parent bank or other large foreign 
banks, with the reputation of the parent bank acting as a guarantee for 
these loans. Aydin presciently warned that at the start of the crisis such 
borrowing on the inter-bank market could create problems during the 
credit crunch.

6 Was the growth of credit excessive?

In the crisis, financial integration seems to have pulled in opposite 
directions, while output sustained a large decline. On the one hand, 
the foreign ownership of many banks helped to mitigate the worst 
effects of the crisis, but, on the other hand, it contributed to ‘excessive’ 
credit expansion, housing and construction bubbles and growing 
foreign indebtedness accompanied by foreign currency mismatches. 
The sub sequent collapse in house prices eroded bank capital and 
prolonged the recession. And governments were forced to contract 
aggregate demand to defend currency pegs, which compramised their 
necessary preparations for currency union. Hence, a crucial issue is 
whether or not the presence of foreign banks led to excessive levels of 
financing in foreign currencies beyond which the institutions could 
not cope realistically.

First, econometric work on excessive credit growth, defined as a rate 
greater than 2 per cent of GDP, considers two periods – 1996–2001 and 
2002–07 – when the growth rate was higher than that (EBRD, 2009). 
Most TEs did not experience excessive growth during the first period, 
but Estonia, Latvia and Poland each had three years when credit 
growth could be described as excessive. During the second period, all 
TEs had at least one year of excessive credit growth while Bulgaria, 
Estonia, Hungary, Latvia, Lithuania, Romania, and Slovenia had a 
minimum of four years that could be so designated. Given the degree 
of financial integration and the varying degree of foreign owner ship 
of the banks, the relationship between excessive credit growth and 
financial inte gration is far from simple. The authors argue that possible 
explanations for excessive credit growth in the second period include 

9780230271609_09_cha08.indd   1709780230271609_09_cha08.indd   170 11/23/2010   3:38:30 PM11/23/2010   3:38:30 PM

 



Nigel F.B. Allington and John S.L. McCombie 171

a simultaneous increase in global liquidity making borrowing easier; 
changes in financial integration rather than the level of integration 
as a positive contributory factor, while foreign banks’ share of assets 
seemed to have no explanatory power.

The second issue concerns ‘excessive’ indebtedness, defined within a 
microeconomic framework as firms having debt levels greater than 40 
per cent of their total assets (Hanson, 2000). The results of the statistical 
estimation show that financial development led to borrowing above 
the threshold, but that this depended on whether the borrowing was 
financed though FDI or debt. Excessive indebtedness turns out to be 
driven by debt and the share of assets attributable to foreign banks 
(rather than the number of foreign banks) and active domestic banks, 
but not by FDI. This leads to lower indebtedness.

7 Borrowing in foreign currencies

The level of foreign currency-denominated debt has been responsible 
for several financial crises including Mexico (1994), SEA (1997) and 
Argentina (2002), when the depreciation of the currency placed huge 
pressures on households, firms, financial institutions and govern ment – 
pressures that were intensified by moral hazard. In the case of the 
TEs the desire, as well as the requirement, that they enter the euro 
zone as quickly as possible, led to the belief that the exchange rate 
pegs would be preserved whenever possible. The EBRD (2009) tests 
whether the trend towards foreign borrowing in foreign currencies in 
the TEs occurs because of financial integration, the presence of foreign 
banks, or simply through foreign funding, per se. Three data sets were 
used, the EBRD/World Bank Business Environment Performance Survey 
at the firm level, a quarterly macroeconomic data set (2002–05) and 
the annual version over a slightly longer period (2000–08) where the 
major difference is in the level of financial integration. The results 
show that weak institutions led to higher levels of foreign borrowing, 
that the volatility of inflation is important, but not robust in two of 
the studies and that hard currency pegs are significant in both macro-
economic models. The presence of foreign banks meant that borrowing 
in foreign currencies was more likely, but both of the macroeconomic 
models showed borro wing from banks (rather than the presence of 
foreign banks) determined the level of foreign borrowing. Financial 
inte gration appears not to have had an effect. Thus foreign borrowing 
and foreign banks have some limited effect, although the latter act as a 
channel for the loans rather than initiating the borrowing process.
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The decline of capital flows into the TEs put pressure on their 
exchange rates to depreciate, which caused serious problems, especially 
for the Baltic States and Bulgaria that had currency boards, although 
they all avoided breaking the peg to the euro. Even the Czech Republic, 
Hungary, Poland and Romania which had more flexible exchange rate 
regimes found the situation difficult. But when the floaters found them-
selves short of liquidity the IMF provided three of them with balance-of-
payments support. As most of the loans from abroad were denominated 
in euros and Swiss francs, devaluation would have markedly increased 
the cost of these loans in terms of the domestic currency. Loans denom-
inated in foreign currencies ranged from 15 per cent of the total in 
the Czech Republic to over 50 per cent in Romania, Lithuania, Estonia 
and Latvia (IMF, 2009b). But, for example, the Polish zloty depreciated 
by about a third against the Swiss franc over a few months beginning on 
1 July. The expectation of a currency depreciation led to the withdrawal 
of funds from the domestic banks and the deposit of them abroad. On 
the upside, however, depreciation led to a gain in export competitive-
ness. But this option was not open to Slovenia and Slovakia who were 
members of the euro zone. Nevertheless, the consensus of opinion is 
that being a member of the Eurozone was an advantage as it protected 
the country from currency speculation (Shelburne, 2009b, p. 16).

Given this background, the crisis of July 2007 might have been 
expected to generate a severe crisis along the lines of the SEA crisis of 
1997. This, and other, postwar financial crises in emerging countries 
included a sudden cessation of capital inflows, followed rapidly by capital 
flight as foreign loans were not rolled over, a collapse of the currency, 
rapid contraction of credit, runs on the banks and, if western accounting 
standards had been in force, the bankruptcy of a large proportion of 
firms (Reinhart and Rogoff, 2009). This was often followed by political 
instability, sovereign default and the imposition of macroeconomic con-
trols such as capital controls, which are not available to EU members.

There are, however, several notable differences between this crisis 
and the 1997–98 SEA crises. The 2007–10 crisis occurred against a 
backdrop of the most severe recession in post-war history, with trade 
flows falling by about 12 per cent in 2009. By contrast, in 1997 world 
trade was growing by around 10 per cent. While the falls in output in 
the emerging economies have been about the same in the two crises, the 
degree of capital flight in 2007–10 was, with the exception of Latvia 
(and beyond the TEs in Russia and the Ukraine), very much milder and 
so were the extent of currency depreciations. The degree of liquidity 
support for the TE banks was also generally much smaller than those 
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required in the SEA crisis. The banks in the SEA economies lacked the 
benefits of foreign ownership and the size of support (as a proportion 
of GDP) received from the international financial organisations was 
generally less in the SEA crisis (just over 2 per cent of GDP compared 
with between 4 and 6 per cent for the TEs). These factors may explain 
why the impact of the crisis was less in 2007–10, even though the size 
of the shock was much greater (EBRD, 2009, pp. 12–13).

The other main route of contagion is through a collapse in the growth 
of the TEs’ export markets, especially with the remainder of the EU and 
Russia in 2008Q4. The evidence suggests that when there is a collapse in 
world markets, even countries with floating exchange rates experienced a 
rapid decline in the value of their exports. Consequently, output growth 
falls more than just because exports are a component of GDP, through 
the action of the dynamic Harrod foreign trade multiplier and the Hicks 
supermultiplier (McCombie and Thirlwall, 1994). What is perhaps a little 
surprising is that Berglöf et al. (2009), in their core regression explaining 
the rate of output decline in emerging Europe, found that the fall in 
the growth of exports was not statistically significant (of the other two 
explanatory variables, the pre-crisis external debt-to-GDP ratio was statis-
tically significant and an index of corruption was not). Two comments are 
in order here. First, this does not mean to say that on average the decline in 
exports was not important and secondly, the period covered by the 
regression 2008Q4 to 2009Q1 is very short.

The foreign banks caused the expansion of credit in the TEs and 
increased their financial vulnerability, but on the plus side they also 
helped to alleviate the worst effects of the crisis by continuing to lend 
when the crisis had already started elsewhere. (Moreover, the foreign 
lending also helped fuel the TE’s rapid growth rates prior to 2008.) The 
foreign banks also extended credits when the recovery began. But there 
were limits to the aid given to the TE banks. The European govern-
ments did not want any assistance that they provided to their domestic 
banks to be passed on to their overseas subsidiaries. For example, ‘the 
Greek government warned its multinational banks in January 2009 not 
to transfer funds provided by them in a $37 billion support package to 
their foreign subsidiaries in the Balkans’ (Shelburne, 2009b, p. 9). The 
major contagion effect seems to have been through the collapse in the TEs 
exports markets as the advanced countries went into a deep recession, 
although further research is needed on this issue.

In summary, therefore, foreign banks help to foster faster economic 
growth and do have a stabilising effect on the economy, but there are some 
costs involved, including excessive borrowing and borrowing in foreign 
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currencies as well as the higher costs associated with the actual process 
of financial integration. On balance, the evidence suggests that financial 
integration has more positive effects than negative, although there needs 
to be some control mechanism to deal with borrowing in foreign cur-
rencies and to deter excessive borrowing. The policy recommen dations 
include the usual exhortation to macroeconomic stability, but also the 
use of equity finance so that borrowing becomes subject to shareholder 
scrutiny and tighter regulation, including stress testing the institutions 
and imposing greater counter-cyclical capital requirements, taking into 
account the associated risks (IMF, 2009a). The latter will undoubtedly 
follow at the EU level after the crisis is over, although any agreement 
needs to be multilateral if it is not to distort international capital markets. 
Following the Swedish banking crisis in the early 1990s, there has already 
been some correction to the terms applied to borrowing from foreign 
banks, whether or not they have subsidiaries and branches in the TEs.

8 The Central Asian economies

The CAEs have weathered the crisis much better than their transition 
counterparts in the EU. They are a landlocked group of countries that 
were formerly part of the Soviet Union and, as such, had been heavily 
dependent upon it, especially through bilateral trade. They gained 
independence in 1991 and the various countries adopted very different 
economic approaches, with, for example, the Kyrgyz Republic rapidly 
liberalising and, at the other end of the spectrum, Turkmenistan adopting 
few reforms. For a discussion of the development of these countries, 
post-independence see Pomfret (2006). All of the CAEs experienced 
dramatic collapses in income during the first decade, with the possible 
exception of Uzbekistan (although much of the data for Uzbekistan 
are dubious). However, from about 2000 onwards, the countries have 
experi enced rapid growth largely on the back of the rapid exploitation 
of natural resources. Unlike the TEs, the balance of payments has never 
posed any serious problems for the CAEs.

Azerbaijan, Kazakhstan, and Turkmenistan have all benefitted from the 
substantial discoveries of oil in and around the Caspian Sea. Uzbekistan 
has a high dependence on cotton exports. The Kyrgyz Republic is the 
most resource-poor of the countries, depending upon a solitary gold 
mine. There are sharp differences in per capita income which are largely 
explicable in terms of whether or not the country has substantial energy 
reserves. There is not the space to present a detailed analysis of the effect 
of the credit crunch, but Table 8.3 reports their growth rates since 2003.
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Table 8.3 Growth of real GDP: Central Asian economies (annual percentage growth)

2003 2004 2005 2006 2007 2008 2009 2010f GNP per capita $

Azerbaijan 11.2 10.2 24.3 30.5 23.4 10.8 9.3 (8.0) (6.7) 7,770
Kazakhstan 9.3 9.6 9.7 10.7 8.9 3.2 1.2 (2.0) (3.3) 9,690
Kyrgyz 
Republic

7.0 7.0 –0.2 3.1 8.2 7.6 2.3 (4.0)  (6.0) 2,130

Tajikistan 10.2 10.6 6.7 7.0 7.8 7.9 3.4 (3.0) (4.0) 1,860
Turkmenistan 17.1 14.7 13.0 11.4 11.6 10.5 4.1 (10.0) (10.0) 6,210
Uzbekistan 4.2 7.7 7.0 7.2 9.5 9.0 8.1 (7.0) (6.5) 2,660
Russia 7.4 7.1 6.4 7.4 8.1 5.6 –7.9 n.a. 15,630

Notes: f Figures are forecasts. GNP is in international dollars at purchasing power parity. n.a. denotes data not available.
Sources: European Bank for Reconstruction and Development (2009), except for the figures in parentheses which are from Asian Development Outlook 
(2009).
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There are three channels by which the contagion from the subprime 
crisis has affected these countries. The first is through trade. The net 
energy importers, the Kyrgyz Republic and Tajikistan, have been hit 
heavily through their trade links by the 7.9 per cent fall in Russia’s 
output in 2009. More generally, the major impact has come from the 
reduced demand for the major commodities and falls in their prices 
(especially of oil and natural gas) with the world recession. Secondly, 
there is likely to be a fall in remittances from overseas workers. This 
will particularly hit the Kyrgyz Republic and Tajikistan who are heavily 
dependent on remittances from their workers overseas (amounting to 
47 per cent of GDP in the case of Tajikistan and 25 per cent in the case 
of the Kyrgyz Republic, with over 90 per cent coming from Russia).

The final channel, which is the one that has had a major impact in the 
TEs, is through the financial links. Although the CAEs are open economies 
in terms of their share of exports in trade,4 they have been reluctant 
(with the exception of the Kyrgyz Republic) to integrate into the world 
economy through tariff reductions and the implementation of agreed 
regional free trade areas. Moreover, only Kazakhstan has become inte-
grated into the world financial system and this has posed a potential 
problem for the country.

From 2000 until the current crisis, Kazakhstan had been seen as 
one of the great success stories. With oil prices booming (they rose 
from $12 a barrel in 1998 to $91 a barrel in 2008),5 Kazakhstan had 
been one of the fastest-growing countries in the world. (Azerbaijan’s 
extraordinary growth has also been based on oil production.) It became 
progressively more financially integrated into the world economy 
and developed one of the most extensive and sophisticated banking 
systems of the CAEs. Kazakhstan’s banks have extensive interests in 
the Kyrgyz Republic and account for just under half of all credit there 
as well as having a 70 per cent share in the Kyrgyz banking system. 
The Kazakhstan banks have also moved into Tajikistan. During the years 
of rapid growth, the demand for credit grew rapidly and there was a 
housing boom in the Kazakhstan cities of Almaty and Astana. Because 
this could not be satisfied by domestic credit growth, there was sub-
stantial recourse to the international financial markets. Moreover, 
the banks borrowed short, but lent long. The confidence that the 
exchange rate was stable, as in the SEA crises of 1997, led to a great 
deal of overseas borrowing to take advantage of lower interest rates. 
But, according to Pomfret (2009), there were growing concerns about 
the credit explosion, in particular about the creditworthiness of some 
of the borrowers purchasing real estate.
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However, it should be emphasised that Kazakhstan had no direct 
exposure to the subprime securitisation. The banking system was hit 
by the rapid decline in lending in the international money markets. 
This led to a decline in lending both in Kazakhstan and in the Kyrgyz 
Republic. The government, through the Central Bank (NBK), was able 
to step in when there was a sudden halt of the inflow of capital funds, 
as it had built up considerable revenues in its Oil Fund. The fund is 
intended to generate income when the oil revenues have dried up. 
The foreign exchange reserves of Kazakhstan in 2010 are strong, with 
the NBK having reserves of $21 billion and the Oil Fund standing at 
$25 billion in 2008 (IMF, 2008). While there was concern expressed at 
using the Oil Fund as an emergency measure to prop up the banking 
system, as they were intended for the long-term development of the 
country, the indications are with the resurgence in the price of oil after 
the collapse in 2007/2008, the fund is rapidly being replenished. There 
was no exceptional pressure on the national currency, the tenge, and 
so the exchange rate remained relatively stable and foreign depositor 
confidence remained high.

The only Central Asian country that experienced political turmoil preci-
pitated by the crisis was the Kyrgyz Republic. After President Akayev 
had been deposed in 2005, the increasingly dirigiste nature of Bakiyev’s 
regime, including a corrupt privatisation programme that favoured his 
cronies and family, led to increasing tensions in the country. In 2010, 
the deterioration in economic prosperity resulting from the rapid fall 
in remittances from abroad (which had accounted for 30 per cent of 
GDP in 2008) and the rapid increase in energy prices contributed to the 
overthrow of Bakiyev. The IMF made available a US$100 million emer-
gency standby in January 2010. All this has added another complicating 
dimension to the economic turmoil.

9 Summary and conclusions

An important issue in the context of the TEs is whether the financial crisis 
will presage a ‘reform’ or a transition crisis equivalent to the perceived crisis 
of capitalism in the developed western economies (Sen, 2009). There are 
two immediate possibilities: first, large non-performing loans and banking 
insolvencies might prompt political unrest and second, economic policy 
changes may be implemented to correct for institutional shortcomings. 
However, the crisis in the TEs is very recent so that any political changes 
are yet to emerge, although there have been some problems in Hungary, 
Latvia and Lithuania. The changes to macroeconomic policy on the other 
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hand are no different from those implemented in the rest of the EU and in 
the short term should be no cause for alarm. While there has been a decel-
eration in the transition reforms as a direct consequence of the severity 
of the crisis, this situation is not expected to last very long (EBRD, 2009). 
Policymakers could not, in any case, have pursued structural changes 
when financial markets were in turmoil and the political climate hostile 
and the freezing of the loans markets precluded any further privatisations. 
Nevertheless the only downgrades recorded were in Latvia and Kazakhstan 
where banking reform and interest rate liberalisation regressed and both 
countries nationalised systemically weak banks despite the implied 
moral hazard. The private sector’s share in GDP also fell in Kazakhstan. 
Surprisingly, there were upgrades too. In Latvia where improvements 
took place in the enforcement of competition and in the Slovak Republic 
where public-private partnerships were actively promoted.

Thus the institutional reforms that have already taken place were 
sufficient to militate against the crisis and the EU will continue to act 
as a powerful mechanism to keep the TEs on the reform path by rein-
forcing the single market programme to aid the recovery of growth. 
Exports are picking up and domestic demand has stabilised although 
the private sector’s deleveraging remains incomplete. The TEs need to 
diversify away from non-tradables to manufacturing but not before 
competitiveness, that had deteriorated as unit labour costs rose before 
the crisis, has been addressed.6 The main institutional changes will 
undoubtedly come in the financial services sector with greater regulatory 
scrutiny, but these changes will form part of a multi lateral response to 
minimise the effect of future financial crises.

The crisis has had a much weaker effect on the CAEs. The main 
imperative for these countries to maintain their impressive growth 
record during the last few years is the continued implementation of 
reforms, which in some of the countries – for example, Turkmenistan 
and Uzbekistan – has been painfully slow. The CAEs need to promote 
greater regional cooperation and improve their transport infrastructure 
and reduce the formal and informal barriers to trade. It is with greater 
development and integration into the world financial system that they 
will become more exposed to international financial crisis, but that 
seems an inevitable concomitant of growth.

Notes

1. One of the worst-affected countries was Spain whose banks, paradoxically, 
had the greatest degree of prudential regulation of any country. Because of 
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the low risk of its securities, notably the Cédulas Hipotecarias, international 
investors had extensively purchased them and consequently Spain was parti -
c ularly hard hit by international financial retrenchment and its failure to 
have the loans rolled over.

2. In this chapter the TEs are the Czech Republic, Estonia, Latvia, Lithuania, 
Hungary, Poland, Slovak Republic, and Slovenia (EU accession in 2004) and 
Bulgaria and Romania (EU accession in 2007). The CAEs are Azerbaijan, 
Kazakhstan, the Kyrgyz Republic, Tajikistan, Turkmenistan and Uzbekistan.

3. The key estimating equation is I/Y � α � β(S/Y) � ε, where I/Y is the investment-
output ratio, S/Y is the savings-output ratio and ε is the error term. Most studies 
find the estimate of β has a value close to unity indicating that savers prefer 
the less risky investment opportunity afforded by the national economy, 
but Blanchard and Giavazzi (2002) find a value of 0.14 for the Eurozone. 
Consequently, the elimination of exchange-rate risk makes savings more 
mobile within the zone.

4. Exports as a share of GDP in 2007 were Azerbaijan, 68 per cent,Turkmenistan, 
63 per cent, Kazakhstan, 49 per cent, Kyrgyz Republic 45 per cent; Uzbekistan, 
40 per cent and Tajikistan 21 per cent (World Development Indicators, 2009).

5. These are average values for the years.
6. Unit labour costs rose 90 per cent in Latvia, 40 per cent in Bulgaria and 30 

per cent in Estonia and Romania in the run-up to the crisis.
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1 Introduction

From September 2008, the failure of large financial institutions in the 
United States and the EU became visible. It then badly affected real 
economic activities, resulting in deflation, falls in the prices of shares 
and commodities, a shrinkage in the level of production and services, 
the failures of large firms in manufacturing and services, sharp rises in 
unemployment, and the collapse of people’s confidence. The financial 
crisis spread quickly from the US and Europe into the developing and 
transitional economies, leading to the most severe global economic 
recession since the 1930s.

Many countries have adopted a set of monetary and fiscal policies 
immediately after the outbreak of the financial crisis. Some countries 
announced huge stimulus packages. However, it is still difficult to judge 
whether such rescue policies are effective in containing the crisis. In 
addition, ‘the global crisis requires a global solution’.2 Leaders of the 
Group of Twenty (G20) have met twice in Washington and London 
since the last quarter of 2008, aiming to bring the world economy out 
of recession.

In addition to the above-mentioned effects of the crisis on the world 
economy, another consequence of the crisis is a clear shift of economic 
and political importance from the west to the east. The biggest winner is 
China, which has been the greatest beneficiary of the current crisis.

In this chapter we first review the most recent studies on financial crisis 
and introduce a new theory of financial crisis, which is called ‘asymmetric 
psychological reaction to gains and losses’. We then analyse the causes 
and consequences of the global financial crisis and evaluate govern-
ments’ responses of major countries in the world to the crisis. We also 

9
The World Financial Crisis and the 
Implications for China
Shujie Yao and Jing Zhang1
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discuss the long-term implications of the crisis on China before making 
some conclusions.

2 Assymetric reaction to gains and losses: a new theory of 
financial crisis

Since the outbreak of the financial crisis, there have been many reports, 
commentaries and studies on the causes, consequences and rescue 
efforts of the crisis. Reinhart and Rogoff (2008) present a historical 
analysis comparing the 2007 US subprime financial crisis with the 
antecedents of other banking crises in advanced economies since the 
Second World War. They found that standard indicators for the US, such 
as asset price increase, rising leverage, large sustained current account 
deficits and a slowing trajectory of economic growth, are all signs of a 
country on the verge of a financial crisis. Reinhart and Rogoff (2009) 
focus on the aftermath of systemic banking crises, including a number 
of recent emerging market cases and two pre-war developed country 
episodes to expand the relevant set of comparators. The aftermath of 
severe financial crises includes deep and lasting collapse of asset prices 
and profound declines in output and employment.

Claessens (2009) highlights the multiple causes of the financial crisis 
and recommends reforms of the national and international financial 
reforms to present any future crisis. Demigüç-Kunt and Serven (2009) 
use a large body of analytical research, econometric evidence and country 
experience to argue that the interventionist policy by some national 
governments, who offer almost blanket guarantees to their depositors 
and creditors, distorts the efficiency of the financial market and is not 
the most efficient method to solve the banking crisis. A handful of short 
papers have focused on the effectiveness/ineffectiveness of the monetary 
and fiscal policies during the financial crisis, including Mishkin (2009), 
Feldstein (2009), Taylor (2009) and Auerbach (2009).

However, none of these studies have developed a theory to explain 
why the economic crisis took place so suddenly after the world economy 
had enjoyed more than 15 years of successful growth. People were 
still arguing that the booming housing and stock markets would not 
end in tears as interest and inflation rates were low shortly before 
the crisis. Central bankers in the US, the UK and the EU were just 
busy focusing their monthly meetings on adjusting interest rates 
in order to meet inflation targets. Governments believed that low 
inflation and interest rates were the ultimate instruments of a free 
market economy to sustain growth without suffering from booms 
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and busts, let alone a crisis. Unfortunately, this analysis proved to 
be mistaken.

In retrospect, it is not an easy task to come up with another new 
economic theory that can predict, let alone prevent the occurrence, 
or re-occurrence, of world financial crises. The authors firstly attempt 
to develop a theory of ‘the asymmetric psychological reaction of 
market players to gains and losses’ (Yao and Zhang, forthcoming). 
Different from traditional economic models, this theory assumes 
that many individuals, be they consumers, investors or firms, are 
irrational and markets inefficient. The asymmetric reaction of human 
economic psycho logy to gains and losses arise from the following 
fact (see Figure 9.1): the additional level of happiness derived from 
a certain unit of gains (e.g., $1,000) tends to be smaller than the 
additional level of unhappiness caused by the same unit of losses 
(also $1,000), i.e. The marginal happiness (MH) caused by ‘one unit 
of gains’ is signi ficantly less than the marginal unhappiness (MUH) 
caused by ‘one unit of losses’. More importantly, marginal happiness 
to successive units of gains diminishes but the marginal unhappiness to 
successive units of losses increases.3

To attain more happiness, driven by greed and speculation, investors 
need to invest aggressively once more and more gains are made. If 
the majority of investors behave in the same way, the market will be 
overheating. If no timely and decisive policies are taken to cool down 
the market, a crisis is likely to emerge. A crisis is like a market bubble, 
but it is different from a single market bubble in the sense that it may 
be caused by many market bubbles, e.g., housing, stock and financial 
markets, at the same time.

Figure 9.1 Asymmetric reaction to gains and losses
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Once all of the bubbles burst simultaneously or in close succession, 
usually triggered by the weakest or most vulnerable market sector (for 
example, the US subprime mortgage market), individuals immediately 
start to run off the market once they are making losses. The speed they 
run off the market depends on how much losses they make and where the 
losses have come from. The asymmetric reaction to gains and losses, or to 
happiness and unhappiness, can be used to explain the occurrence of the 
current financial crisis and its prolonging recovery as shown in Figure 9.2.

When there is a relatively long period of gains in the market (from T0 
to T1), investors may feel confident of price increases in the future and 
tend to take ‘bigger risks’ by investing more because they are not ‘really 
happy’ even though they may have made a lot of gains. It is also driven 
in part by greed and speculation on the future bullish market prospects 
(Yao and Luo, 2009).

As a result, the market bubble grows bigger and faster, driving prices 
to peak at point C in a relatively short time (from T1 to T2). As the 
bubble becomes too big and the prices too high, the prevalent market 
conditions suddenly fail to sustain the market bubble and prices at 
their high levels. At this point, even if there is a small event in the 
market system (e.g., the subprime mortgage market failure in the US) 
will trigger a massive bubble burst, causing the entire economic system 
to collapse as shown at T2.

Once the bubble bursts, market prices, be they stock or housing 
prices, decrease dramatically within a very short time, say from C to D, 
or from period T2 to period T3, during which investors start to run away 
quickly from the market.

Figure 9.2 Evolution of market bubbles, crisis and recovery
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Because most investors endured massive losses during the crisis, they 
are particularly sensitive to even a small amount of gain or loss. If most 
investors become excessively risk-averse, the entire market starts to 
collapse. The consequence is a long and painful process of an economic 
recovery, as seen from period T2 to period T4. When the confidence 
of investors comes back, the economy starts to pick up again, but due 
to the painful experiences during the crisis, investors are excessively 
cautious as to how quickly and how much will be invested not to miss 
the gaining opportunities while at the same time to avoid making large 
losses again.

According to the length of crisis, economic recovery can be broadly 
classified into three shapes: V, U and L.4 A V-shaped recovery usually 
occurs if a crisis is caused by an unexpected shock, be it internal or 
external, or by sudden changes of macroeconomic policies so that the 
crisis represents a short-term structural adjustment in an economy or 
a particular market (e.g., stock or housing). A U-shaped recovery takes 
place if the crisis is triggered by several factors rather than a simple 
shock. A good example was the UK housing market downturn and the 
recession of the UK economy in the early 1990s. The L-shaped recovery 
usually takes place if the crisis is severe, rendering the economy or market 
into a long decline and stagnation. Factors causing this kind of crisis 
are complex and comprehensive. A typical example was Japan after its 
economy was hit by a crisis in 1989–90.

Based on the theory of asymmetric reaction to gains and losses, we 
suggest that the recovery of some industrialised economies from the 
current financial crisis will be U-shaped. For example, the UK’s GDP 
contracted in the second and third quarters of 2009, marking the 
sixth consecutive quarterly decline from the second quarter of 2008.5 
Although the last quarter registered a 0.1 per cent rise, it will not be able 
to resume the normal annual growth rate of 2 per cent or more until 
2012, implying that the economic recovery of the UK is likely to be U-
shaped. The euro zone is similar to the UK and will endure a U-shaped 
recovery. There have been concrete signs that the US economy has 
continued its recovery from the third quarter in 2009, with real GDP 
growth of 3.2 per cent in the first quarter of 2010 thanks to strong levels 
of personal consumption. However, the recovery is still vulnerable. We 
forecast that the UK cannot regain a consistent growth at pre-crisis level 
until 2011 so that the recovery is probably also U-shaped.

In contrast, the two largest emerging economies, China and India, 
have not recorded negative growth in any quarter during the crisis. 
In addition, their growth is likely to demonstrate a V-shaped recovery. 
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China, in particular, had bottomed out from the second quarter of 2009 
as its growth was 7.9 per cent, followed by 8.9 per cent in the third 
quarter and 10.7 per cent in the fourth quarter.

3 Causes of the crisis

The theory of asymmetric reaction to gains and losses explains why a 
single market bubble, or an economic crisis, may develop. An economic 
crisis is considered to be caused not by a single market bubble, but by 
a few market bubbles at the same time. The current crisis is a perfect 
example. Table 9.1 shows the evolution of the crisis. The housing, stock 
and banking bubbles were developed in the US and Europe but the 
whole world was affected because the US was the largest economy and 
the growth engine of the world economy.

The asymmetric reaction of individuals to gains and losses explains 
why a market bubble can be developed quickly. In good years when 
markets are high, most people tend to make financial gains through, for 
instance, rising house and equity prices. To derive more happiness, and 
in part driven by greed and speculation, they have to take more risk 
by investing more. As most people do the same, the market is inflated, 
or the bubble is formed.

The asymmetric reaction of individuals to gains and losses combined 
with the following elements explain how the collapses in subprime 
mortgage industry, asset values and credit market have caused the failure of 
the banking system in developed countries and thereafter have brought 
the world into depression.

The first element is the structural failure in the West. Over the past 
few decades, a number of developing countries have launched eco-
nomic reform in quick succession. Some countries, including China 

Table 9.1 Evolution of the financial crisis

Date Events

2004–2007 Rising interests in US and Europe
2006 onward Falling US house prices
August 2007 Subprime losses hit banks
2007–2008 Banking system meltdown
January–July 2008 Surging oil and commodity prices
2008 Contagion to all countries
September 2008 Stock market collapse on news of massive corporate losses
May 2008 Rescue action from the US, the EU, Japan and China
April 2009 G20 London
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and India, have achieved great success. However, facing the changes 
in the developing world, most developed countries maitained their 
traditional economic growth paths with slow adjustment in industrial 
structure and gradually lost their competitiveness in world trade.

Some developed countries have experienced a large and persistent 
current account deficit before the financial crisis. The current account 
deficit of the US was modest before 1997, but increased substantially 
thereafter, reaching $788 billion (6 per cent of the country’s GDP and 
1.6 per cent of world GDP) in 2006. Such an enormous current account 
deficit was mainly caused by excess spending in the economy, which 
increased the total demand for imports and hence the huge trade deficit. 
The majority of the overheated demand was driven by the irrational 
behaviours of individuals to obtain more and more happiness which 
diminishes with successive units of gains. The government borrowing 
also contributed significantly to the excess spending. The negative cur-
rent account balance requires a positive capital and financial account, 
which means that the holding of domestic assets by non-residents 
must increase. However, the US has had problems financing the current 
account deficit in the long term. A significant part of the US deficit was 
financed by Chinese and Japanese investors, as well as oil exporters, 
buying US Treasury Securities at relatively low interest rates (rather than 
the investment in manufacturing/production). US could borrow from 
abroad at a low interest rate because the US dollar is the world’s reserve 
currency. The positive current account balances in China, Japan and 
oil-exporting countries and their willingness to purchase US debts have 
encouraged the further expansion of excess spending and the borrowing of 
individuals and government. A similar situation also existed in the UK 
and some European nations. Such expanded demands and consumption 
have sown the seeds of the crisis.

The second element of the financial crisis is the greed, complexity 
and opaqueness in the banking/financial system in developed countries 
including the intricate and highly-leveraged, high-risk financial con-
tracts and operations, as well as low transparency and ineffective regula-
tions. In order to pursue higher profits, financial institutions developed 
a range of products and derivatives. However, many banks and investors 
undervalued the level of the inherent risks involved in using economic 
pricing functions such as, for instance, the Gaussian copula model 
that was widely used for the pricing of collateralised debt obligations 
and calculating the co-association between multiple securities. Since 
none of the functions could reflect the real level of risk, the results 
were that financial institutions miscalculated prices and the investors 
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took advantage of low interest rates to borrow tremendous amounts 
of money that they could only pay back if asset prices (e.g. housing) 
continued to rise.

Before the crisis, banking institutions became increasingly compli-
cated over time. Numerous types of financial dervatives were created to 
increase market liquidities. Investment banks borrowed colossal amounts 
of money from the market and used them to lend to other financial 
institutions or to help firms making gigantic transnational, cross-sector 
mergers and acquisitions. The entire operation process and risk was totally 
obscured from outsiders and government regulatory bodies.

The third is the mismanagement of inflation and interest rates by 
central banks. In the late 1990s, falling interest rates led to the con-
sumption boom and encouraged people to invest in the stock market 
and the property market. Between 2000 and 2002, in order to support 
the economic revovery from the early 2000s recession, central banks 
in most developed countries further reduced the interest rates and 
hence fuelled the consumption and investment in housing markets. 
From 2006, when the rising inflationary concerns promoted the US 
Federal Reserve, the Bank of England and the European Central Bank to 
engage in tighter monetary policies, the significant increases in interest 
rates reduced domestic demand and hurt consumers who have large 
amounts of debt, and hence resulted in a slowdown and crisis in the 
financial system.

The fourth is the rising prices of energy and materials. Figure 9.3 
shows the changes of major commodity price indices. Oil price rose to 
over $140 per barrel in July 2008. The prices of metals and food also 
increased significantly. The bubble of commodity prices increased the 
costs of production and transportation, leading to a dramatic decline in 
global demand and damage to the world economy.

The current crisis shows the failure of free market capitalism, i.e., 
the invisible hand is no longer the panacea for economic growth and 
prosperity. For many years, the West believed that the market was self-
correcting. The West often criticise state intervention in East Asian 
countries, especially during the 1997 Asian Financial Crisis. However, 
such an invisible hand became dysfunctional when a great number of 
financial institutions and big enterprises collapsed during the crisis.

4 Consequences of the crisis

The immediate consequence of the crisis has been the collapse of 
stock markets because of a continuous stream of depressing news 
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190 Assessing the Global Impact of the Crisis

about the colossal losses of some world-class financial institutions and 
multinational corporations, including Lehman Brothers (the largest 
bankruptcy in US history), Citigroup, American International Group 
(AIG) and General Motors (GM) in the US, and Royal Bank of Scotland 
(RBS) Group and Halifax Bank of Scotland (HBOS, now Lloyds) in the 
UK. Table 9.2 gives two examples of AIG and RBS Group about their 
huge losses. AIG lost $100 billion and RBS £28 billion in 2008. Their 
share prices dropped more than 90%. These banks and insurers are 
‘too big to fail’ as their failure would lead to serious market turbulence. 
Therefore, the US and UK governments a huge amount of taxpayers’ 
money in a bid to avoid the collapse of these institutions and further 
market upheaval.

The impact of the crisis on the world economy as a whole is a sharp 
contraction in prices, production and services, leading to a dramatic and 
consecutive slowdown of economic growth in many countries, including 
the largest economies in the world. GDP growth rates in the major 
developed countries slowed from the fourth quarter of 2007, turning 
to negative growth from the first (some from the second) quarter in 
2008. The latest IMF World Economic Outlook (April 2010) revealed 
that in 2009 the economies in developed countries fell by 3.2 per cent, 
with the US dropping 2.4 per cent, Germany 5.0 per cent, the UK 4.9 
per cent and Japan 5.2 per cent (the strongest among OECD countries). 

Figure 9.3 Monthly indices of primary commodity prices, 2007–2009
Notes: 2005 � 100, in terms of US dollars; petroleum index is average petroleum spot price of 
UK, Brent, Dubai, and West Texas Intermediate, equally weighted.
Source: IMF.
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Although China’s GDP still grew by 8.7 per cent in 2009, the growth 
rate was the lowest since 2000.

With the exception of China, industrial production in the major 
economies fell sharply (see Table 9.3). The US Federal Reserve reported 
that US industrial output in March 2009 fell to the lowest level observed 
since December 1998 and the UK ONS reported that UK industrial output 
had suffered its sharpest fall since 1968. China’s industrial production 
grew by 5.3 per cent in the first quarter of 2009, the lowest growth rate 
for ten years.

The world’s largest economies all showed a significant decline in 
trades and investments after September 2008. The volume of trade 
of developed countries levelled off in mid-2007, while trade in developing 
countries continued to expand until the third quarter of 2008. In the first 
quarter of 2009, the volume of world trade was 19 per cent lower 
than in the same period in 2008; and the value of trade was even 
lower because the prices of most primary commodities fell sharply 
(UNCTAD 2009b). UNCTAD data revealed that global FDI and cross-
border mergers and acquisitions declined dramatically. Cross-border 
FDI flows dropped by 54 per cent during the first quarter of 2009 

Table 9.2 AIG and the RBS Group

AIG RBS Group

Employees 116,000 (2008) 170,000 (2008)

Losses Q4 2008: $61.7 billion 
2008 in total: $99.29 billion

2008: total loss: £28 billion 
£325 billion toxic assets 
out of £1 trillion (80% 
overseas)

Market value From $150 bn to $1.2 bn. From £75 billion to 
£4.5 billion

Share price $70.13 (09-10-2007) to 
$0.33 (27-03-2009)

£7.24 (20-02-2007) to £0.10 
(19-01-2009)

Impact $2 trillion financial
products, $ 1 trillion 
insuring 12 large banks; 
94% of Fortune 500 
properties; 74 million 
customers in the world.

The second largest banking 
group in the UK and Europe 
(at its peak); the fifth largest 
in the world by market value.

Government 
rescue

$180 billion in total; 
could go to $250 billion

73% state ownership

Bonus March 2009: $165 million 
in executive bonuses

Cutting from £2.5 billion in 
2008 to £340 million in 2009 
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Table 9.3 Percentage changes in industrial production

Economy Sep-
2008

Oct-
2008

Nov-
2008

Dec-
2008

Jan-
2009

Feb-
2009

Mar-
2009

Apr-
2009

May-
2009

Jun-
2009

Jul-
2009

Aug-
2009

Sep-
2009

Oct-
2009

Nov-
2009

On a month-on-month basis
US –4.0 1.3 –1.3 –2.3 –2.2 –0.8 –1.6 –0.5 –1.1 –0.5 1.1 1.3 0.6 0.0 0.8
UK 0.1 –2.6 –2.2 –1.7 –2.6 –1.0 –0.6 0.3 –0.6 0.5 0.5 –2.5 1.6 0.0 0.4
Euro Area –2.1 –2.2 –2.9 –3.1 –2.7 –2.6 –1.4 –1.9 1.1 1.0 0.4 1.1 0.3 –0.3 1.0
Japan 0.1 –3.4 –7.0 –8.4 –10.1 –9.4 1.6 5.9 5.7 2.3 2.1 1.6 2.1 0.5 2.6
China N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A

On a year-on-year basis
US –6.4 –4.7 –6.5 –8.9 –10.9 –11.3 –12.5 –12.4 –13.1 –13.3 –12.3 –10.1 –5.9 –7.1 –5.1
UK –2.8 –6.3 –8.3 –9.7 –12.2 –12.9 –12.6 –12.3 –12.4 –10.9 –9.7 –11.9 –10.8 –8.4 –6.0
Euro Area –2.3 –5.9 –9.1 –12.4 –16.5 –19.1 –19.3 –21.6 –17.7 –16.7 –15.8 –15.1 –12.7 –10.9 –7.1
Japan –4.0 –9.0 –14.1 –21.8 –30.0 –36.9 –35.1 –30.7 –27.6 –24.5 –22.7 –18.9 –17.3 –14.0 –5.2
China 11.4 8.2 5.4 5.7 N/A 11.0 8.3 7.3 8.9 10.7 10.8 12.3 13.9 16.1 19.2

Note: Year-on-year values for UK are constructed by authors based on the ‘Index of Production’, various months, ONS. Values for China are the 
percentage changes of industrial value added; seasonally adjusted.
Sources: Federal Reserve Statistical Release, US; Office for National Statistics, UK; Eurostat; Ministry of Economy, Trade and Industry, Japan; and 
National Bureau of Statistics, China.

192

9780230271609_10_cha09.indd   192
9780230271609_10_cha09.indd   192

11/23/2010   6:30:30 P
M

11/23/2010   6:30:30 P
M

 



Shujie Yao and Jing Zhang 193

compared with the same period in 2008 (UNCTAD 2009a). FDI 
inflows were likely to fall from $1.7 trillion to below $1.2 trillion in 
2009 (UNCTAD 2009c).

The crisis had a substantial impact on the housing markets in the 
UK and the US. In the first quarter of 2009, US house prices dropped 
7.14 per cent compared with the same quarter a year earlier (Figure 9.4). 
The situation in the UK was even worse. Average house price in the first 
quarter of 2009 dropped by 16.5 per cent.

The contractions in prices, production and services led to the col-
lapse of many firms, leading to massive unemployment in all countries. 
By October 2009, the UK unemployment rate had risen to 7.9 per cent, 
up from just 6 per cent in one year. The US unemployment rate rose 
from 6 per cent in 2008 to over 10 per cent in December 2009.

The sequential flows of poor statistics in industrial production, 
GDP, employment, house prices and stock markets imply that many 
bubbles are bursting simultaneously, but the principal reason behind 
these collapses was due to the loss of confidence by all market players, 
be they investors, consumers, firms and governments.

Figure 9.4 Housing price change in the US and the UK, 2005Q1–2009Q1
Note: Seasonally adjusted house price change; US: measured in purchase-only index; UK: 
measured in average house price.
Sources: Federal Housing Finance Agency (FHFA), US; Nationwide, UK.

15%

20
05

Q
1

20
05

Q
2

20
05

Q
3

20
05

Q
4

20
06

Q
1

20
06

Q
2

20
06

Q
3

20
06

Q
4

20
07

Q
1

20
07

Q
2

20
07

Q
3

20
07

Q
4

20
08

Q
1

20
08

Q
2

20
08

Q
3

20
08

Q
4

20
09

Q
1

20
09

Q
2

20
09

Q
3

10%

5%

0%

−5%

−10%

−15%

−20%

Quarterly change-US

Quarterly change-UK

Four-quarter change-US

Four-quarter change-UK

9780230271609_10_cha09.indd   1939780230271609_10_cha09.indd   193 11/23/2010   6:30:31 PM11/23/2010   6:30:31 PM

 



194 Assessing the Global Impact of the Crisis

5 Response to the crisis

Most countries’ governments did not undertake any policy response 
to the crisis until the second half of 2008. Many countries used their 
monetary policies through successfully cutting their interest rates within 
several months, in order to lower the cost of credit for both financial 
and non-financial agents. The US Federal Reserve cut its Federal funds 
rate target to the historical low of 0.25 per cent by December 2008; the 
European Central Bank reduced its key policy rate to 1 per cent only in 
May 2009 from 4.25 per cent in October 2008; the Bank of England also 
cut the benchmark interest rate to record low, 0.5 per cent.

Although interest rates had remained at a low level of 0.5 per cent for 
seven years because of the stagnating economy, Japan cut interest rates 
on two further occasions to 0.1 per cent by the fourth quarter of 2008. 
China also cut the interest rates five times by 2.16 percentage points in 
total. Another measure adopted by central bankers is quantitative easing 
to expand the money supply. In March 2009, the US Federal Reserve 
announced that it would buy almost $1.2 trillion worth of debt, 
including $0.3 trillion of long-term government debt (US Treasuries), 
$0.75 trillion of mortgage-backed securities to boost mortgage lending, 
and $0.1 trillion of debt issued by government-sponsored agencies 
such as Freddie Mac. This announcement has achieved instant results, 
leading to a jump of the Dow Jones industrial average by 1.23 per cent 
(90.88 points), but also a depreciation of the US dollar. Similarly, the 
Bank of England announced an asset purchases programme of £125 
billion in total, financed by the issuance of central bank reserves. China 
also increased the money supply to RMB60 trillion in 2009, a growth of 
about 28 per cent compared with 2008. ECB announced its intention of 
providing one-year financing for more than €440 billion to the euro-area 
banking system – the largest amount ever for a single ECB operation; the 
Bank of Japan also adopted a number of policies relating to the outright 
purchases of longer-term government securities.

However, the effect of monetary policy is usually limited. They are not 
sufficient to restore the confidence in financial markets. Therefore, 
many countries have adopted relevant fiscal policies. To provide state 
guarantees to large financial firms, the US and the UK adopted govern-
ment bailouts for big firms and the partial nationalisation of large banks 
when the financial crisis became visible. Shortly after the mortgage leaders 
Fannie Mae and Freddie Mac were placed in deferral conservatorship, 
the US Congress passed the $700 billion bailout package to purchase 
non-performing collaterals and assets; and this could eventually reach 
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$1,000 billion. Eight firms (Bank of America, Citigroup, JP Morgan 
Chase, Wells Fargo, Goldman Sachs, Morgan Stanley, State Street, and 
Bank of New York Mellon) received $166 billion of public funds and 
AIG $180 billion – an 80 per cent stake in the company. The UK govern-
ment initially announced a £500 billion bailout plan to inject capital 
into UK banks and then added £200 billion to buy up their toxic assets. 
The second bailout aimed to encourage the banks to increase lending 
to companies and homebuyers. The UK government currently owns 
100 per cent of Northern Rock plc (nationalised in February 2008), 
70.33 per cent of the Royal Bank of Scotland Group and 43 per cent of 
Lloyds Banking Group (the new group created by Lloyds TSB’s takeover 
of HBOS).

Expansionary monetary policies and government bailout plans would 
help to prevent the further meltdown of financial sectors but have not 
been sufficient to restore the non-financial sectors. A recovery of the 
whole economy requires to stimulate global demand, rising employ-
ment, and rebuild the confidence of individuals. Therefore, it is necessary 
to adopt counter-cyclical fiscal policies that have a direct impact on 
aggregate demand.

Many countries have approved large economic stimulus packages, 
such as increases in government spending and tax cuts, to tackle the 
dramatic reductions in demand, production and employment. US 
President Barack Obama signed the $787 billion economic stimulus 
plan for 2009 and 2010, in order to save or create jobs, provide tax 
cuts, and boost consumer spending and rebuild infrastructure. UK 
announced a £20 billion fiscal stimulus consisting of an immediate cut 
in VAT and an increase of stamp duty exempt threshold, to boost con-
sumer and house buyers’ confidence. The German Parliament approved 
€50 billion stimulus plan, including investment in infrastructure, tax 
relief, reduction in health care contributions, and money for families 
with children and people with junk old cars to buy new vehicles. Japan’s 
cabinet firstly provided ¥1.81 trillion ($17 billion) to cope with high 
energy and food prices at that time and cut taxes; and then another 
stimulus package of ¥20 trillion ($218 billion) in fiscal spending.

The stimulus package in China was RMB4 trillion ($586 billion) to 
be invested in infrastructure and social welfare by the end of 2010. 
China also proposed a budgeted fiscal deficit of RMB950 billion ($139 
billion) for 2009, a record high in six decades, to increase government 
spending, which is recognised as the most active, direct and efficient 
way of expanding domestic demand. The 2008 financial crisis is the most 
serious one since the 1930s and its impact has spread across the globe. 
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196 Assessing the Global Impact of the Crisis

The global economic recovery cannot be achieved successfully and 
rapidly without global efforts. The leaders of G20 met three times in 
2008 and 2009 in Washington, London and Pittsburgh, exclusively to 
deal with the crisis. The aim of G20 summits was generally to enhance 
the cooperation among nations to restore global growth and reform the 
world financial system to prevent a future crisis like this.

The G20 has already delivered a number of signifcant and concrete 
outcomes. It committed to implement the unprecedented and most 
coordinated expansionary macroeconomic policies, including the 
fiscal expansion of US$5 trillion and the unconventional monetary 
policy instruments; significantly enhance financial regulations, 
notably by the establishment of the Financial Stability Board (FSB); 
and substantially strengthen the International Financial Institutions 
(IFIs), including the expansion of resources and the improvement of 
precautionary lending facilities of the IFIs.6

In 2010, the G20 Summits will be held in Toronto in June and Seoul 
in November.

By and large the above rescue efforts appear to have been successful. 
Stock markets seem to have recovered somewhat from their worst position 
in March 2009. Table 9.4 reports the improvements in major stock 
market indices in the first half of 2009. The Dow Jones and FTSE100 
have both shown improvement since March 2009, while the Shanghai 
Stock Exchange had bottomed out in November 2008.

The rise of these stock indices, to some extent, has been driven by the 
recovery in bank shares. The share prices of most banks and resource 
companies hit their lowest points between January and March 2009 
and have shown substantial increases since. For example, by the end 

Table 9.4 Stock market prices (close price adjusted for dividends and splits)

Lowest Highest Change 
(%)

30/June/ 
2009

Change 
(%)

Dow Jones 6547.05 
(09/March/2009)

8799.26 
(12/June/2009)

↑34.4% 8447.00 ↑29.0%

FTSE100 3512.10 
(03/March/2009)

4506.20 
(01/June/2009)

↑28.3% 4249.20 ↑21.0%

Shanghai 
(Composite)

1706.7 
(04/November/2009)

3124.67 
(06/July/2009)

↑83.1% 2959.36 ↑73.4%

Source: Yahoo! Finance.

9780230271609_10_cha09.indd   1969780230271609_10_cha09.indd   196 11/23/2010   6:30:31 PM11/23/2010   6:30:31 PM

 



Shujie Yao and Jing Zhang 197

of June 2009, comparing to the lowest points in early March 2009, in 
the US, Citigroup rose 191 per cent and Bank of America gained 320 
per cent; in the UK, Lloyds Banking Group added 66 per cent, while 
Standard Chartered increased by 94 per cent. From March to May 2009, 
a so-called ‘stress test’ programme was launched by the US regulators for 
the 19 largest banks in order to see if they have sufficient cash reserves 
to cope with the recession. The results suggested that all the banks were 
solvent but 10 of them were urged to raise a total of $74.6 billion in 
capital to absorb additional losses if the economy weakeneed further 
(CNNMoney.com, 8 May 2009). In the UK, Barclays was subjected to a 
similar ‘extreme stress test’ and the report said that the UK bank would 
not need more money if it joined the Treasury asset insurance scheme 
(BBC News 27 March 2009).

6 China in the crisis environment

IMF recently reported that global growth in 2009 contracted by 0.6 
per cent measured in terms of purchasing power parity (IMF World 
Economic Outlook, April 2010). The output of advanced economies 
decreased by 3.2 per cent and that of emerging and developing economies 
continued to expand by 2.4 per cent. The world economy is stabilizing 
with the help of unprecedented efforts to ease the credit strains and 
the expansionary fiscal and monetary policies. IMF revealed that global 
production and trade bounced back in the second half of 2009 as 
confidence rebounded strongly on both the financial and real sectors 
due to the extraordinary policy support.

In 2010, world output is forecast to rise by 4.2 per cent. However, 
the stabilization is uneven and the recovery is likely to proceed at 
varying speeds. The recovery is expected to be sluggish in advanced 
economies, whose real output may not regain its pre-crisis level until 
late 2011. The crisis in these countries, therefore, would be U-shaped 
(a recovery requires two to four years). Comparing with the recession 
in these advanced economies, China was not an exception but such 
negative influence was much less than its competitors. We affirm 
that China’s economy bottomed out in 2009 and hence experienced 
a V-shaped crisis.

China’s National Bureau of Statistics (NBS) reported that China has 
had contractions in terms of the country’s trade, GDP growth, stock 
prices, foreign direct investment (FDI), production and employment 
(NBS, 2010). Although China has maintained positive growth, the 
growth rate in 2009 (8.7 per cent) was the lowest for a decade. China’s 
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industrial production growth in the first quarter of 2009 (5.3 per cent) 
was also the lowest for almost a decade, and the production of some 
major industrial products – such as sugar, air conditioner, crude oil and 
power equipment – experienced significant negative growth in 2009. 
External trade contracted by 13.9 per cent consisting of a 16 per cent 
reduction in exports and a 11.2 per cent reduction in imports. Inward 
FDI flows in 2009 was $90 billion, a decrease of 2.6 per cent compared 
with the previous year. The official urban registered unemployment rate 
also rose 0.1 percentage point. However, these contractions were much 
smaller than those in other large economies in the world. The reasons 
are as follows.

First, thanks to the bank reforms introduced from 1998 to 2006 
the banking system has not been seriously affected by the financial 
crisis. From 1999, the Chinese government established four state asset 
management companies (AMCs) to strip off the non-performing loans 
(NPLs) of the four large state-owned commercial banks – the Industrial 
and Commercial Bank of China (ICBC), the Bank of China (BOC), the 
China Construction Bank (CCB) and the Agricultural Bank of China 
(ABC). The Chinese government also directly injected huge amounts of 
the country’s foreign exchange reserves to improve the balance sheets 
of these banks. By 2005, an amount of RMB 2.62 trillion of NPLs had 
been removed from the balance sheets of ICBC, CCB and BOC. All of 
these actions were intended to clear the obstacles to their initial public 
offering on the stock market. Therefore the huge toxic assets had been 
taken away from the largest Chinese banks prior to the financial crisis.

Second, China’s economic fundamentals are strong. The current crisis 
only sharply affected China’s external market, especially the sectors 
related to exports. China’s domestic market is still stable and relatively 
strong. China had achieved an annual average economic growth at 
almost 10 per cent for almost two decades with a high savings/GDP ratio 
at about 50 per cent. China’s national government revenue increased 
quickly, reaching RMB 6.1 trillion in 2008, and RMB 6.85 trillion in 
2009 despite the crisis. In the mean time, the government maintained 
a relatively low fiscal deficit–GDP ratio at less than 1 per cent.7

On 5 March 2009 Premier Wen Jiabao announced a budget fiscal 
deficit of RMB 950 billion ($139 billion) for 2009, which still amounted 
to less than 3 per cent of national GDP, the internationally agreed risk 
level according to usual economic practice. China also accumulated 
huge foreign exchange reserves of $1.946 trillion by the end of 2008, 
rising to $2.4 trillion by the end of 2009 (People’s Bank of China), 
making China the world’s largest holder of foreign exchange reserves 
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since 2006. The amount of China’s foreign exchange reserves at the end 
of 2009 was equivalent to 2.4 times that of Japan’s, or 30 per cent of 
the world’s total.

Finally, in contrast to the reaction in the West, the Chinese political 
regime allows the government to adopt much swifter actions to restore 
its economy. For example, the government rapidly reached a decision 
on the cutting of tax, increasing the fiscal deficit, and introducing the 
RMB 4 trillion stimulus plan.

China’s Premier Wen Jiabao pointed out many times that confidence 
is the most important factor – more important than gold or currency. 
The Chinese government has confidence in the stimulus package they 
are promoting and Chinese people have confidence in both the govern-
ment and the economic outlook. The Chinese government supports 
domestic investment so that investors and entrepreneurs reap a harvest 
of hope at the time of crisis through taking risks to search profit 
opportunities. In contrast, many market players in the West would like 
to avoid any risks and hold cash in hand in order to avoid losing more 
money. Given such different circumstances of difference, the effect of 
government bailouts is limited. Thus, Chinese investors have moved 
to the curve of ‘happiness’ while those in the advanced economies still 
find themselves in the ‘unhappiness’ section of the curve. That is why 
China’s economy revives quickly while the West will remain sluggish 
for a longer period.

Since the first half of 2009, there have been some positive signs of 
recovery in China. On 16 July 2009, the National Bureau of Statistics 
of China reported that China’s GDP was RMB 13.986 trillion, growing 
at an annual rate of 7.1 per cent (7.9 per cent in the second quarter of 
2009, 1.0 percentage point higher than the first quarter), indicating the 
positive results of the government stimulus package.

The total amount of public investment in fixed assets was RMB 
9.1 trillion, an increase of 33.5 per cent compared with the same 
period in 2008; while the total amount of retail sales was RMB 5.8 
trillion, 15 per cent higher than the same period in 2008. The year-
on-year growth rate of industrial value-added was 7.0 per cent, a 
fall of 9.3 percentage points compared to the same period in 2008. 
However, the growth rate was 5.1 per cent in the first quarter and 9.1 
per cent in the second quarter. The sales rate of industrial production 
was 97.2 per cent, indicating good connections between industrial 
production and sales. Between January and May 2009, national large-
scale enterprises achieved a profit of RMB 850 billion, a fall of RMB 
22.95 billion compared with the same period in 2008. Some industrial 
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Table 9.5 China’s economy in the first half of 2009

Indicators Amount % from the same period 
in 2008

GDP RMB 13.986 trillion +7.1% (6.1% Q1, 7.9% Q2)
Industrial value-added 
(large scale enterprises)

+7.0% (5.1% Q1, 9.1% Q2)

Profits (large scale 
enterprises Jan-May)

RMB 850 billion –22.9% (–37.4% Jan–Feb)

Fixed asset investment RMB 9.1 trillion +33.5%
Sales on domestic market RMB 5.8 trillion +15.0%
Consumer prices –1.1%
Trade $946.1 billion –23.5%
Exports $521.5 billion –21.8%
Imports $424.6 billion –35.4%
Trade surplus $96.9 billion –$2.1 billion
Exports Jun vs. Feb 
(lowest point)

$95.4 billion vs. 
$64.9 billion

+47.0%

Imports Jun vs. Jan 
(lowest point) 

$87.2 billion vs. 
$51.3 billion

+69.8%

Exports Jun vs. May $95.4 billion vs. 
$88.8 billion

+7.4%

Imports Jun vs. May $87.2 billion vs. 
$75.4 billion

+15.6%

M2 RMB 56.9 trillion +28.5%
M1 RMB 19.3 trillion +24.8%
Loans of financial 
institutions

RMB 37.7 trillion +RMB 4.9 trillion

Savings in financial 
institutions

RMB 56.6 trillion +RMB 5.0 trillion

Source: National Bureau of Statistics, and General Administration of Customs, China.

sectors experienced a rapid increase in profits, or transformed losses to 
profits, such as food manufacturing, textiles, garments, shoes and hat 
manu facturing, the ferrous and non-ferrous metal-smelting and sheet 
processing industries. The total amount of trade was $946.1 billion, 
a reduction of 23.5 per cent compared to the same period in 2008. 
However, imports and exports appeared to have hit their lowest levels 
in January and February 2009.

China’s Shanghai Stock Exchange Composite Index gained about 
75 per cent, making it the world’s best-performing major market 
in 2009. It rose 1.4 per cent on 15 July 2009, sending the value 
of China’s domestic stock market to $3.21 trillion, compared with 
Japan’s $3.20 trillion, according to data compiled by Bloomberg. China 

9780230271609_10_cha09.indd   2009780230271609_10_cha09.indd   200 11/23/2010   6:30:32 PM11/23/2010   6:30:32 PM

 



Shujie Yao and Jing Zhang 201

then overtook Japan as the world’s second-largest stock market in 
capitalisation for the first time in 18 months.8

On 7 July 2009 China Daily reported that the Chinese housing mar-
ket was also showing a substantial recovery in demand in the first 
half of 2009, with more active transactions. Some cities (Beijing, 
Tianjin, Chongqing, Wuhan and Hangzhou) showed a 100% year-on-
year jump in the rate of transactions, and the figure exceeds 150% 
in Shenzhen. The two main reasons for this boost in the market are 
the falling housing costs in 2008 and the added financial support to 
personal loans.

However, the current revival is not stable. China is still facing some 
challenges, including inactive domestic demand, the potential emer-
gence of asset price bubbles, the pressure on exchange rate appreciation 
and the excess capacity in traditional industrial sectors. Proactive macro-
economic policy and industrial restructuring are still vital to strengthen 
the momentum of the recovery. After the 1997 Asian Financial Crisis, 
China changed the economic growth points to the automobile and real 
estate sectors. Today, China has to find new economic growth points 
and improve the quality of the recovery, for example, to support high-
tech, environmentally-friendly industries for long-term sustainable 
development.

The current crisis provides China with a ‘once in a century’ opportunity 
to achieve a much speedier economic convergence with the world’s 
largest industrialised economies, including the US, Japan, Germany and 
the UK. China has become the biggest winner from the crisis with the 
following opportunities.

First, China is rapidly catching up with Japan and the US. China’s 
high growth rate over decades has pushed past Germany to become 
the world’s third-largest economy in 2007 measured in terms of GDP 
at current prices (see Figure 9.5). It reinforced this position in 2008. 
As a result of the financial crisis, economic growth in these developed 
countries slowed down in the following few years and it is still not 
certain when the growth in these countries will return to its pre-crisis 
levels.

With a GDP growth of 8.7 per cent in 2009, China narrowly failed 
to overtake Japan as the world’s second-largest economy thanks to the 
appreciation of the Japanese yen against the US dollar. There is every 
likelihood that China will surpass Japan by the end of 2010.

Second, China, alongside India, is rebalancing the global geo-
ecopolitical power from the West to the East. Nowadays, China is 
not only the largest country in terms of population but also one of 
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the world’s largest economies. China has been generally changing its 
foreign policies, playing its role in the United Nations and other global 
events, to exhibit its ‘responsible great power’ image. China tends to 
become more influential on the world economy and politics.

Third, China is likely to benefit from the low prices of oil and raw 
materials for its next stage of industrialisation and urbanisation.

Fourth, China may see the crisis as an opportunity to upgrade its 
industrial structure and move up the technological ladder. Excess 
capacities in some traditional sectors combined with increases in real 
wages in China will crowd out some unskilled-labour-intensive enter-
prises and industrial sectors that are characterised by low technology 
and low levels of efficiency. Those enterprises that aim to survive in the 
crisis have to improve their productive efficiency or innovate in their 
production using high and/or new technologies. These help the upgrading 
of China’s industrial structure.

Regional inequalities are likely to be reduced during the crisis. Over the 
past thirty years, China’s economic growth has been uneven. The coastal 
regions have significantly higher income levels than the inland regions. 
During the crisis, many enterprises in the coastal provinces collapsed 
because of the sharp shrinkage in exports, whereas inland regions main-
tained high growth rates because of the different economic growth modes.

Table 9.6 compares the regional economic performance in 2008 and 
early 2009. In 2008, of the 13 provinces that achieved regional GDP 
above 1 trillion RMB, four are located in central China, including Henan, 
Sichuan, Hubei and Hunan. In terms of GDP growth, Inner Mongolia 
grew at a rate of 17.5 per cent, the highest among of any province. 

Figure 9.5 Nominal GDP of top five economies ($ billion)
Source: IMF.
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Table 9.6 Regional comparison, 2008–2009

Province 2008 January–May 2009

GDP Industrial 
value-added

Urban investment

Value 
(RMB bn)

GDP 
growth

Annualized 
growth

Value 
(RMB bn)

Annualized 
growth

% % in 2008

Total 30067.0 9.0 6.3 5352.03 32.9 100 100
Eastern regions 2654.91 24.9 49.6 52.8

Beijing 1000.0 9.0 –2.3 115.34 2.4 2.2 2.8
Tianjin 630.0 16.0 20.9 140.27 46.2 2.6 2.4
Hebei 1600.0 10.0 7.3 312.57 56.4 5.8 5
Liaoning 1345.5 13.0 12.1 263.28 49.4 4.9 4.4
Shanghai 1369.8 9.7 –6.6 148.84 5.2 2.8 3.5
Jiangsu 3000.0 12.5 11.7 478.97 24.9 8.9 9.5
Zhejiang 2100.0 10.0 –2 232.61 13 4.3 5.1
Fujian 1086.3 13.0 4.5 167.02 14.7 3.1 3.6
Shandong 3107.2 12.1 10.8 466.28 22.1 8.7 9.5
Guangdong 3569.6 10.1 3.1 302.09 14.1 5.6 6.6
Hainan 146.6 9.8 1.5 27.65 47.7 0.5 0.5

Central regions 1362.06 36.4 25.4 24.8
Shanxi 700.0 10.0 –22.5 84.73 27.4 1.6 1.7
Jilin 640.0 16.0 11.1 98.01 42.3 1.8 1.7
Heilongjiang 831.0 11.8 6.4 53.80 50.8 1 0.9
Anhui 887.4 12.7 15.8 253.67 32.2 4.7 4.8
Jiangxi 648.0 12.6 14.6 149.86 45.1 2.8 2.6
Henan 1820.0 12.0 5.3 325.37 33.8 6.1 6
Hubei 1133.1 13.4 11.9 214.16 36.6 4 3.9
Hunan 1100.0 12.8 17.6 182.46 37.5 3.4 3.3

(Continued)
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Province 2008 January–May 2009

GDP Industrial 
value-added

Urban investment

Value 
(RMB bn)

GDP 
growth

Annualized 
growth

Value 
(RMB bn)

Annualized 
growth

% % in 2008

Western 
regions 

1258.04 47.4 23.5 21.2

Inner 
Mongolia

760.0 17.5 19.6 160.31 48.7 3 2.7

Guangxi 715.0 12.5 14.3 148.38 54.3 2.8 2.4
Chongqing 509.9 14.3 12.3 125.07 31.9 2.3 2.4
Sichuan 1250.6 9.5 20.7 315.10 55.2 5.9 5
Guizhou 335.0 10.0 6.1 56.23 36.6 1.1 1
Yunan 570.0 11.0 1.3 119.43 52.3 2.2 1.9
Tibet 39.2 10.1 8.2 5.17 25 0.1 0.1
Shaanxi 680.0 15.0 8.2 177.72 53.5 3.3 2.9
Gansu 310.0 10.0 –1.1 53.75 38.1 1 1
Qinghai 96.0 12.5 6.1 19.20 29.4 0.4 0.4
Ningxia 107.0 12.0 3.1 25.05 44.2 0.5 0.4
Xinjiang 415.0 11.0 3.7 52.33 27 1 1

Notes: GDP values and GDP growth rates are the estimated values in regional government reports (except Shanghai and Anhui, which are from 
regional bureaus of statistics); 
Source: Xinhuanet, http://news.xinhuanet.com/local/2009-02/20/content_10853052.htm; National Bureau of Statistics, China.

Table 9.6 Continued
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Some inland regions, such as Jilin, Chongqing and Shaanxi, also had 
higher growth rates than the average level reported by the regional 
governments. From January to May 2009, industrial production in 
some coastal regions experienced negative growth measured in terms of 
industrial value added growth; while most of the central and western 
provinces achieved positive growth – some with a double-digit growth 
rate. In terms of urban investment, the growth rates in central and 
western regions were higher than in the eastern region; and the share 
of investment in the eastern region declined to 49.6 per cent compared 
with 52.8 per cent for the same period in 2008. Correspondingly, the share 
of the central and western regions increased. This shows that the coastal 
region was hit harder and the recovery speed was slower than the inland 
regions. Although considerable gaps still exist among the regions, the 
crisis to some extent has reduced their inequalities.

Finally, the crisis provides an opportunity for China to learn the lesson 
of developed countries and become aware of potential future crises that 
could possibly start in China. China has to learn how to prevent and 
cope with future crises in order to achieve its long-term goal of sustain-
able development.

7 Summary and conclusions

The current financial crisis was triggered by the credit crunch in the US 
from 2007 onwards and became apparent from the third quarter of 2008. 
It started in the developed countries but spread across the whole world. 
The scale and impact of the downturn have not been witnessed since 
the 1930s. Although the crisis has led to a global economic recession, the 
developed countries were hit harder than the developing world.

Governments in most affected countries adopted various rescure 
methods to prevent the worsening and then to pull the world economy 
out of recession. Leaders of a number of countries also tried to seek global 
collaboration via the G20 summits. Although it is not clear whether 
these rescue efforts are effective, a new global financial regulatory system 
is likely to emerge after the crisis.

According to our analysis based on the theory of asymmetric reac-
tion of gains and losses and on the economic data, China has been the 
biggest winner in the crisis. It is projected that the economy in most 
of the developed countries will be sluggish for two years and taht it 
will probably take four years to return to its pre-crisis levels. By con-
trast, China continues to achieve high and positive economic growth 
and has shown strong recovery from the second half of 2009.
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The crisis is an opportunity for China to catch up with the most 
advanced economies such as Japan and the US. By the end of 2010 it is 
almost certain that China will certainly overtake Japan as the second-
largest economy in the world. It may take another 20 years to overtake 
the US to become the largest economy of the world. It can be concluded 
that the crisis has triggered a speedier shift of economic and political 
influence from the West to the East leading to the emergence of a new 
world order over the next two decades.

Of course, there is no guarantee that China will become the world’s 
largest economy without encountering huge challenges and constraints. 
The Chinese economic and political systems have critical weaknesses 
and limitations. It has developed an industrial structure which depends 
heavily on energy- and material-intensive manufacturing, a political 
system that is still authoritarian and corrupt, and a social system that is 
highly divisive in terms of income distribution, and an environmental 
system that is highly polluting.

Notes

1. Shujie Yao, professor of economics and Chinese sustainable development, 
head of School of Contemporary Chinese Studies, internal fellow of the 
Leverhulme Centre for Research on Globalisation and Economic Policy (GEP), 
University of Nottingham, special professor of Xi’an Jiaotong University, 
e-mail, shujie.yao@nottingham.ac.uk. Jing Zhang, lecturer of contemporary 
Chinese studies, internal fellow of GEP, University of Nottingham, e-mail, 
j.zhang@nottingham.ac.uk. This paper was presented at the 2nd China 
Conference of GEP at University of Nottingham Ningbo, China, 10–11 
November 2009. Financial support by the Leverhulme Trust is gratefully 
acknowledged (F00114AQ).

2. ‘The Global Plan for Recovery and Reform’, G20 London Summit Declaration, 
2 April 2009.

3. Marginal happiness (MH) is positive but it tends to decline as successive units 
of gains are made; marginal unhappiness (MUH) with respect to losses is not 
only positive but also increasing in response to successive units of losses.

4. Yao and Zhang (forthcoming) defines that V-, U- and L-shaped crises respectively 
indicate the length of recovery to be less than two years, two to four years, 
and more than four years.

5. http://www.fin24.com/articles/default/display_article.aspx?Channel=Markets_
Currencies&ArticleId=1518-1783_2545802&IsColumnistStory=False.

6. http://www.g20.org/.
7. To cope with the 1997 East Asian financial crisis, China increased its deficit–GDP 

ratio from less than 1 per cent in 1997 to 2.6 per cent in 2002 (RMB 319.8 
billion). However, as the government revenue bulged on years of double-digit 
economic growth, the deficit–GDP ratio declined to 0.6 per cent in 2008 
(www.news.xinhuanet.com).
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10
The 2008 Financial Crisis and 
Banking Regulation in Brazil
Luiz Fernando de Paula and Rogério Sobreira

1 Introduction

The Brazilian economy was severely affected by the 2008 crisis. At the 
beginning of the crisis, the overwhelming majority of economic agents 
and authorities thought that Brazil could face some sort of decoupling 
since many of its macroeconomic fundamentals were very good. What 
we saw, however, was that the Brazilian economy was not decoupled, 
and expectations faced a huge deterioration soon after the bankruptcy of 
Lehman Brothers on 15 September. Two aspects regarding the impact of 
the crisis in Brazil, however, deserve considerable attention: (i) although 
deep, the impact did not last long. Actually, the GDP growth experienced 
a good recovery in the second quarter of 2009, showing the reaction of the 
Brazilian economy (ii) the Brazilian banking system performed very well 
during the crisis, although we cannot say the system was not in danger at 
the worst time of the crisis. In this aspect, it is interesting to mention the 
fact that the system showed a great deal of resilience. In our opinion, the 
restructuring faced by the banking system in the aftermath of the Real 
Plan, the development of a solid banking supervision regulation and the 
government’s management of public debt as part of the macroeconomic 
policy used to face the external crises was very helpful in allowing the 
system to avoid the systemic crisis that was a clear possibility to the 
Brazilian banking system in the beginning of 2009.

The chapter, thus, discusses the main policies implemented in the 
aftermath of the Real Plan in order to make the banking system more 
solid and the development of the prudential regulation that also allowed 
the system to behave very well during the 2008 crisis. More specifically, 
the prudential regulation and the fact that Brazil has one of the world’s 
highest interest rates contribute to maintaining the level of domestic 
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saving and helped the banking system to avoid the issuance of toxic 
assets, to embark on an banking internationalization that could harm it 
and to behave in a much more conventional way. The chapter is organ-
ised as follows. Section 2 presents the restructuring process faced by the 
Brazilian banking system starting in 1994, as well as the principal pru-
dential regulation measures. Section 3 shows how the Brazilian economy 
was hit by the crisis and the main policy measures implemented to deal 
with the effects of the crisis. Finally, section 4 concludes the chapter.

2 The resilience of the Brazilian banking system

After several decades of high inflation, the Brazilian Finance Minister 
under President Itamar Franco, Fernando Henrique Cardoso, directed 
the implementation of the Real Plan in 1994. The Real Plan was an 
effort to stabilise the Brazilian economy by addressing the root causes 
behind Brazil’s chronic inflation problem.1 The plan, while meant to 
stabilise prices while introducing a new currency, the ‘real’, and to keep 
inflation under control, also had a great effect on the banking system. 
Brazil’s banking sector depended to a great extent on high and chronic 
inflation in their profit schemes, and the end of high inflation under 
the Real Plan caused substantial turbulence in the banking sector. 
Following the Real Plan, fundamental changes were necessary in the 
banking sector in order to prevent a systemic crisis and also to foster 
profitability under new macroeconomic conditions.

Before the implementation of the Real Plan, many banks in Brazil 
attained substantial profits through ‘floating’ schemes. With an envi-
ronment of high inflation, banks did their best when they were able 
to process transactions like deposits quickly. The speed with which 
Brazilian banks were able to process these transactions contributed to 
their technological innovation, which would in turn help Brazilian banks 
to maintain their competitiveness when faced with increased foreign 
competition. However, the speed with which transactions were processed 
was not used to transfer monetary resources efficiently from saving to 
investment units. This was only possible as a result of the existence of 
a broader domestically denominated indexed money and also the early 
development of a modern clearing system to support clients’ demands 
for immediate information and the clearing of checks. As a result, the 
decrease in M1 (cash plus sight deposits) did not result in a loss of funds 
in the Brazilian financial system as happened in the Argentine high infla-
tion experience. In the latter case, an extensive process of dollarisation 
was followed by an enormous decrease in financial deepening.2
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Therefore, using deposit money, Brazilian banks bought government 
securities protected against high inflation, rather than extending credit 
to the private sector, and were able to make substantial profits in just one 
night. As can be seen in Figure 10.1 credit to the private sector under con-
ditions of high inflation fell substantially – that is to less than 25 per cent 
of GDP in 1988–93 – and was constituted almost totally by short-term 
loans, because banks preferred to lend to the government since greater 
profits were available through ‘floating’. That is, banks could apply sight 
deposits and money that circulated in the banking system in highly liq-
uid public bonds indexed to Selic overnight interest rate,3 so that they 
could extract advantages of the ‘inflationary tax’.

With the Real Plan, inflation was dramatically reduced as well as 
the potential profits from ‘floating’. In fact, ‘floating’ profits rapidly 
approached negligible levels. Indeed, the ratio inflationary revenues over 
net interest income banks’ revenues (difference between interest gains 
and interest expenditures) was 38.5 per cent on average in 1990–93, 
and fell to almost zero in 1995 (IBGE, 1997). The Real Plan made the mid-
1990s a crucial period for Brazilian banks, because they were either forced 
out of the market or pressured to find new ways to make money, such as 
the advance of credit. So, when inflation fell sharply after July 1994, its 

Figure 10.1 Total credit-to-GDP
Source: Central Bank of Brazil.
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212 Assessing the Global Impact of the Crisis

rapid decline eliminated these inflationary revenues to the banking sector. 
However, low inflation and re-monetization of the economy stimulated 
some increase in consumption spending, despite the increase in the Selic 
rate. In this new context, banks earned most of their profits from credit 
operations due to the rise in demand for loans and high interest rates.

Therefore, credit expansion was a viable option, as consumption 
expenditures increased with the price stabilization. With concerns that 
this could lead to a ‘consumption bubble’ such as had occurred in 
the Cruzado Plan (1986), the Brazilian government increased banks’ 
reserve requirements in an attempt to prevent a rapid expansion of the 
advance of credit that could be risky,4 but the supply of credit was greatly 
expanded regardless. This credit growth was positive for the banks in 
good times, but the situation deteriorated rapidly. Indeed, in April 1995 
when the Central Bank of Brazil (BCB) sharply tightened monetary 
policy (short-term interest rate rose from 20 to 65 per cent per annum) 
in response to the Mexican financial crisis, banks came under severe 
pressure as the level of ‘bad’ loans increased rapidly. Defaults on loans 
increased substantially between the introduction of the Real Plan and the 
end of 1995, and this led to liquidity issues for banks. The ‘tequila effect’ 
threatened the banking sector as a whole, but in particular some of 
the domestic retail banks with problems that pre-dated the crisis, as in the 
cases of Banco National and Banco Economico. In 1995, the likelihood of 
a systemic crisis in the banking sector increased when the BCB, as regula-
tor of the financial system, first decided to liquidate Economico (August 
1995) and later Nacional (November 1995), which were, respectively, the 
seventh- and fourth-largest private banks. Public state-owned banks5 in 
particular faced extremely difficult times as they experienced high rates 
of default on top of deteriorating state finances. The BCB was facing 
increasing pressure to intervene directly in the banking system, and with 
the deteriorating financial health of many institutions it was forced to 
address the issues within the system and to embark on a substantial 
reorganisation of the sector.

Early on the BCB decided that it could not let the system as a whole 
collapse as had occcurred in Venezuela. It would be better to spend public 
money injecting liquidity into the system and on a restructuring incen-
tive programme than to bear the burden of rebuilding the entire system 
after a collapse. BCB relied on liberalisation, privatisation, and the restruc-
turing of the banking sector in order to make the system more solid and 
prevent the devastation that could be brought about by a financial 
collapse. There was much to be accomplished in respect of foreign entry 
into the banking sector (made difficult by the 1988 Federal Constitution) 
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Luiz Fernando de Paula and Rogério Sobreira 213

and the privatisation of public state-owned banks in order to complete 
the restructuring sought by the BCB. The PROER and PROES programmes 
are two policy plans used to achieve BCB’s objectives (Maia, 1999).

In November 1995, PROER (the Program of Incentives to the Restructur-
ing and Strengthening of the National Financial System) was created as a 
set of preventative measures that the BCB could take in the instance of 
a troubled private bank. This programme aimed to preserve the solvency 
of the financial system by removing distressed banks and bolstering 
those that remained. One important feature of the programme was that 
the former controlling owners had to abandon their controls over the 
assisted bank. Furthermore, PROER provided a system of tax incentives 
and credit facilities to encourage the rapid consolidation of the banking 
system through mergers and acquisitions (M&As). It set up a special 
line of financial assistance targeted at financial and other reorganisa-
tions that resulted in the transfer of control or the modification of a 
financial institution’s corporate objective. PROER was funded through 
compulsory deposits from financial institutions, meaning that in prin-
ciple the programme had no impact on the fiscal budget. Participating 
institutions could defer their restructuring or modernisation expenses 
for ten semesters in order to be freed up temporarily to implement the 
operational limits of the Basle I Accord. In an effort to promote the rapid 
consolidation of the banking sector, which would ideally lead to greater 
stability, PROER advanced tax incentives and credit facilities to participat-
ing institutions. Banks that were acquiring troubled institutions were 
given a line of credit below the market interest rate, and they were 
allowed to absorb the financial losses of the troubled institution on its 
balance sheet through tax write-offs. Two of the prime instances of the 
use of PROER funds are the acquisition of Banco Nacional by Unibanco 
and the acquisition of Banco Econômico by Banco Excel. Later in 1997 the 
British bank HSBC acquired Bamerindus, at that time one of the greatest 
domestic private banks in Brazil. Table 10.1 gives a list of the acquisitions 
that were made with the support of PROER.

November 1995, a month of sweeping resolutions addressing the 
problems in the banking system, also saw the creation of the Credit 
Guarantee Fund (FGC). With the establishment of the FGC came the 
guarantee of up to R$20,000 for every deposit or investment titleholder 
in the case of a government intervention, out-of-court liquidation, bank-
ruptcy, or perception on the part of BCB of a state of insolvency in any 
financial institution after the beginning of the Real Plan. All financial 
institutions were required to contribute 0.024 per cent of all balances 
in accounts covered by the FGC, and this guarantee had the effect of 
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214 Assessing the Global Impact of the Crisis

increasing public confidence in the banking system and preventing runs 
on banks which were thought to be in a fragile state. Public confidence 
in the system was crucial to the restoration of its health, and the deposit 
insurance provided by the FGC created enough peace of mind to prevent 
crippling public runs on banks.

While PROER was used to deal with troubled private banks, the BCB 
created the PROES (Program of Incentives for the Reduction of the 
States’ Participation in Banking Activities) in August 1996 (Provisory 
Measure no. 1514) with the aim of reducing public sector participation 
in the financial system under an overall strategy of forcing a fiscal 
adjustment of the states and the restructuring of their debt. There were 
a number of options for state banks under PROES. A public state-owned 
bank could use PROES to: (i) help transform the public state-owned bank 
into a non-financial institution of development agency; (ii) finance the 
restructuring of state banks with the end goal of subsequent privatisation; 
or (iii) finance up to 50 per cent of the cost of restructuring the state 
bank that is recapitalised by the state government (Baer, 2008, p. 145). In 
practice, the federal government offered to reschedule state governments’ 
debts in order to persuade public state-owned banks to be ‘federalised’, 
at which point the federal government would either reorganize the 
bank for sale to a private institution or liquidate the institution. 
Under the PROER arrangements, a lot of state-owned banks were 
purchased by private domestic banks by foreign banks (Table 10.2).

With the use of PROER and PROES, and also as a result of the wave 
of banking mergers and acquisitions that followed these programmes, 
the period from 1995 to 2002 saw a clear reduction in the number of 
banks. Private and public banks alike saw decreases in the number of 
institutions (Figure 10.2).

Table 10.1 Mergers and acquisitions with incentives of PROER

Acquired bank Purchaser Official date

Banco Nacional Unibanco* 18.11.1995
Banco Econômico Banco Excel* 30.04.1996
Banco Mercantil Banco Rural* 31.05.1996
Banco Banorte Banco Bandeirantes* 17.06.1996
Banco Martinelli Banco Pontual* 23.08.1996
Banco United Banco Antônio de Queiroz* 30.08.1996
Bamerindus do Brasil HSBC 02.04.1997

Source: Central Bank of Brazil.
(*) Domestic private banks.
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Luiz Fernando de Paula and Rogério Sobreira 215

During and after the 1994–95 period, many new national policies, apart 
from PROER and PROES, were implemented in an attempt to strengthen 
the Brazilian banking system. Many banks, including very large ones 
like Banco Nacional, were turning to BCB for assistance, and it was soon 
realised that in order to prevent a devastating systemic crisis, the system 
must be made more stable. One way to make the system more solid was 
for the BCB to provide more regulation and stricter guidelines to banking 
institutions. Up until the mid-1990s, financial regulation in Brazil was 

Table 10.2 Privatisation of state-owned banks

Date Acquired 
bank

Purchaser bank Value (R$ 
million)

Ágio (%)

26.06.1997 Banerj Itaú 311 0.4
07.08.1997 Credireal BCN 121 0.0
04.12.1997 Meridional Bozano, Simonsen 266 55.0
14.09.1998 Bemge Itaú 583 85.7
17.11.1998 Bandepe ABN Amro 183 0.0
22.06.1998 Baneb Bradesco 260 3.2
17.10.2000 Banestado Itaú 1625 303.2
20.11.2000 Banespa Santander 7050 281.1

Source: Rocha (2001, p. 10).

Figure 10.2 Number of banks
Source: Central Bank of Brazil.
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216 Assessing the Global Impact of the Crisis

focused strongly on the liabilities of banking institutions, including a 
minimum capital and net equity requirement, a limit on the diversifica-
tion of risks, a limit of immobilisation, and a limit on indebtedness. 
The aim of the BCB was to provide more liquidity for institutions facing 
problems with the end result of preparing them for tighter regulation 
and, in many instances, BCB intervention. By the time of the Real Plan, 
the focus on regulation had shifted from liability transactions to risk-
weighted asset transactions.

While interventionist financial regulation measures were crucial 
in keeping the Brazilian banking system operating up until the early 
1990s, Brazilian policymakers made a key shift to the idea of prudential 
regulation in the mid-1990s. The idea behind prudential regulation is 
to provide incentive measures to banks to operate in sustainable and 
profit able ways rather than to use direct intervention. Prudential regula-
tion implies establishing policies for banks’ behaviour and calling for 
the disclosure of information. This requirement of the disclosure of infor-
mation, through quarterly statements and according to international 
reporting standards, as well as the presence of monitoring and supervisory 
bodies, deters banks from taking certain and great risks. The idea is to 
incentivise efficiency and financial innovation, thus making it in a 
banks’ interest to operate according to prudential regulation standards. 
The rationale behind this new kind of regulation (the Basel Accord) was 
that the threat to a financial institution and to the system as a whole 
arises from the risks taken in the banks’ investments, so it was necessary 
to link equity capital to the size of the risks the institution was taking.

One attempt to provide strength in the system through prudential 
regulation was in the promise of the implementation of the international 
standards of the Basel I requirements in 1994/1995, which stipulated 
that banks increase the amount of equity they are mandated to hold. 
The Basel Accord was incorporated to the Brazilian regulation by some 
National Monetary Council (Conselho Monetário Nacional) resolutions, 
which established the minimum capital requirements ratio weighted by 
risk of the bank’s asset operations in 11 per cent. Basel I was implemented 
to strengthen the financial system, but the fragility of the system actu-
ally increased in Brazil after its implementation, because profits were 
already diminishing, becoming negative in some cases, and holding extra 
capital was a luxury that struggling institutions could not afford. This 
is where BCB intervention and liquidity provision, through measures 
like PROER, allowed for the continued restructuring of troubled banks. 
Brazil’s banks surpass the level of capital requirement set forth in Basel I, 
and this level of capital requirements helped keep the Brazilian banking 
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system afloat during a time of seemingly impending crisis. We can note 
in Table 10.3 that Brazil in the period 2003–08 has a very high Basel 
Ratio when compared to the other countries and far above the Brazil’s 
minimum capital requirements ratio weighted of 11 per cent (Table 10.3). 
One of the reasons is that Brazilian banks portfolio is constituted partly 
by public bonds, that have zero risk. Anyway, one should consider that 
there was a credit boom in Brazil during 2004–08 that contributed to 
the reduction of the ratio, although it was kept in a very high level for 
international standards.

Prior to the 1990s, there were restrictions placed on foreign entry into 
the Brazilian banking system. The Federal Constitution of 1988 made 
foreign entry an unclear issue, but it kept open the possibility of foreign 
financial institutions having access to the domestic market through 
special Congressional or presidential decisions made in the interest 
of the Brazilian government. Within this legal context, Legislative 
Intent no. 311 of 23 August 1995 allowed the president to exception-
ally authorise, on a case-by-case basis, the entrance of foreign banks in 
Brazil in response to the need to strengthen the financial system after 
the 1995 banking distress and also to help incorporate international 
experience of banking supervision into the domestic financial system. 
Because of the instability of the banking system in the 1990s, the 
Brazilian government decided it was in its interests to stimulate foreign 
entry and to adopt it as a policy.

With foreign entry would come increased competition, and it was 
believed that foreign institutions were more efficient than their domes-
tic counterparts. Thus, foreign banks were supposed to help make 
Brazil’s banks more competitive in order to reduce banking spread and 
to increase credit supply, but this did not happen as quickly as expected. 

Table 10.3 Basel ratio in selected countries (%)

Country 2003 2004 2005 2006 2007 2008 2003–2008

Argentina 14.5 14.0 15.3 16.8 16.8 16.8 15.7
Australia 10.0 10.4 10.4 10.4 10.2 10.5 10.3
Brazil 19.0 18.5 17.4 17.4 17.3 17.5 17.9
Chile 14.1 13.6 13.0 12.5 12.2 12.4 13.0
Mexico 14.4 14.1 14.5 16.3 16.0 16.0 15.2
Spain 12.6 12.3 12.2 11.9 11.4 n.a. 12.1
Canada 13.4 13.3 12.9 12.5 12.1 12.3 12.8
South Africa 12.4 14.0 12.7 12.3 12.8 n.a. 12.8

Source: Central Bank of Brazil (2009, p. 61).
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218 Assessing the Global Impact of the Crisis

Although the evidence shows the foreign banks behaving even more 
conservatively in terms of portfolio allocation than the domestic pri-
vate banks in Brazil (Carvalho, 2000; Paula and Alves Jr., 2003), evidence 
also shows that domestic private banks reacted the foreign bank entry 
increasing their operational efficiency (Faria Jr et al., 2007).6

Of notable interest was the high level of Merger and Acquisitions 
(M&A) activity on the part of some of the domestic private banks in 
operations that involved public state-owned banks and medium-sized 
domestic private and even foreign banks. For example, among others, 
Itau acquired the state banks Banerj, BEMGE, BANESTADO and BEG, 
and the private banks Fiat, BBA, BankBoston; Bradesco acquired, among 
others, BCN/Credireal, Boavista, Ford, Mercantil de Sao Paulo and BBV 
Banco; Unibanco acquired Nacional, Bandeirantes and Fininvest, and 
in 2008 mergered with Itaú, that became by far the biggest private bank 
in Brazil, disputing the leadership with Banco do Brasil, the federal 
government-owned bank. Some studies comparing efficiency (measured 
in terms of operational efficiency or profitability performance) between 
foreign banks and private domestic banks in the recent period show 
that, on the whole, the latter performed better than the former.7

We consider four factors that contributed to the reaction of domestic 
private banks to the entry of foreign banks into the Brazilian banking 
sector. First, the fact that the 1995 banking distress did not cause a 
banking crisis as had been the case for Argentina and Mexico, meant 
that the domestic private banks that had survived such distress – for 
example, Itaú, Bradesco and Unibanco – could take part actively in the 
wave of banking M&As in Brazil. Indeed, the rapid response of the BCB 
avoided banking distress becoming a systemic crisis. Second, the fact 
that such banks accumulated technological and management capabili-
ties during the high inflation period so that they are used to dealing with 
unstable macroeconomic situations, as was the case with the effects of 
the 1997 Asian crisis, 1998 Russian crisis, and the 2002–03 Brazilian 
confidence crisis. Third, as we have already stressed, foreign bank entry 
was restricted in Brazil – that is, the permission for foreign banks was 
carried out on a case-by-case basis. Compared with Argentina and 
Mexico, the opening up of the banking sector was much less dramatic 
in Brazil. In this concern, Martinez-Diaz (2005, p. 34) concluded that

one of the most important differences between the two cases is that 
Mexican policymakers had clearly articulated beliefs about the nature 
and degree of liberalization they saw as desirable, while Brazilian 
official were more improvisational and had few a priori expectations 
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of how liberalization should proceed. Brazilian policymakers also 
appeared less concerned with the ostensible long-term benefits of 
foreign bank presence and were far more interested in the short-term 
benefits of foreign participation, namely higher prices for privatized 
state banks and lower costs to the central bank for recapitalization.

Fourth, and more importantly, one should consider the way that public 
debt was managed in Brazil during the external crises: the Brazilian 
government offered the banking sector (which was the main buyer 
of public securities) hedges against exchange devaluation and interest 
rate changes, by offering them securities indexed to the exchange 
rate and the overnight interest rate. Consequently, notwithstanding 
severely restrictive macroeconomic conditions, the banks could adopt 
a conservative financial posture, i.e. a high proportion of govern ment 
securities in their portfolio, low levels of mismatch between assets 
and liabilities and low leverage levels. On average, in the period 
1998–2005 the share of public securities in total banking assets was 
around 40 per cent (Table 10.4). Therefore, banks were able to afford 
risk aversion strategies, thanks to the availability of high-yielding, 
relatively risk-free government securities as an alternative to private 
sector lending. The Brazilian banking sector did not face the classical 
liquidity-versus-profitability trade-off, as the institutional-macroeconomic 

Table 10.4 Banks’ portfolio (percentage share)

End of 
period

Loans-to-total assets Securities-to-total assets

DP FE PB Total DP FE PB Total

1998 42.25 38.77 54.52 44.94 35.90 38.48 32.90 39.48
1999 43.20 42.47 52.08 45.27 36.37 36.75 32.19 38.35
2000 47.17 43.00 53.95 47.87 35.96 43.34 29.22 37.79
2001 49.86 45.80 35.86 43.52 33.26 43.53 48.14 43.78
2002 47.43 47.74 32.33 41.18 35.43 39.04 48.01 43.47
2003 47.45 50.69 32.56 40.56 36.39 36.61 50.17 45.35
2004 50.07 50.12 36.60 43.48 31.37 36.84 45.09 41.50
2005 50.95 51.27 37.95 44.02 29.24 36.88 46.35 41.75
2006 48.67 54.64 41.46 46.06 30.82 35.18 43.70 39.82
2007 46.30 60.60 41.25 47.02 32.73 28.18 44.05 38.40
2008 46.68 56.49 46.43 49.39 34.26 28.45 43.95 37.27

Notes: DP: domestic private banks (Bradesco, Itaú, Safra and Unibanco); FE: foreign banks 
(ABN Amro, BankBoston, Citibank, HSBC, Santander); PB: public banks (Banco do Brasil, 
CEF and Nossa Caixa).
Source: Central Bank of Brazil.
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220 Assessing the Global Impact of the Crisis

context afforded an environment with the scope for banks to combine 
liquidity and profitability. This is the explanation of why the external 
crisis did not cause a banking crisis in Brazil, at the costs of public finance 
deterioration in terms of increasing public debt.8

Finally, we should consider the credit boom of 2004–08 under the 
environment of economic growth that benefited from the benign inter-
national context (a commodities boom and high liquidity levels in the 
international financial market) (Figure 10.3). Credit-to-GDP increased 
from 21.8 per cent in March 2003 to more than 40 per cent in 2009. 
Indeed, although the bank spread reduced in the period as the result of 
some decline in the Selic interest rate, it was very high by international 
standards (more than 30 per cent in 2000–09), so that banks could take 
advantage of an environment that combined an increase in the volume 
of credit with high bank spread – a combination that resulted in high 
banks’ profitability.

As a result of these factors (the privatisation of public state-owned banks, 
the entry of foreign banks, the reaction of domestic private banks, and 
the way in which macroeconomic policies have been managed in Brazil) 
in the Brazilian banking sector there were significant changes in the 
market share by shareholder control in Brazil: government-owned banks 

Figure 10.3 Bank spread (%) 
Source: Central Bank of Brazil.
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Table 10.5 Market share by shareholder control (in percentage of total assets)

Banking segment Dec/96 Dec/97 Dec/98 Dec/99 Dec/00 Dec/01 Dec/02 Dec/03 Dec/04 Dec/05 Dec/06

Public banks* 21.9 19.1 11.4 10.2 5.6 4.3 5.9 5.8 5.5 5.1 4.5
Banco do Brasil 12.5 14.4 17.4 15.8 15.6 16.8 17.1 18.4 17.4 15.4 14.5
Caixa Econômica 
Federal

16.5 16.6 17.0 17.1 15.4 11.0 11.7 13.0 11.5 12.1 10.7

Government-owned 
banks

50.9 50.1 45.8 43.0 36.6 32.0 34.7 37.2 34.4 32.5 29.6

Domestic private 
banks

38.3 36.8 35.3 33.1 35.2 37.2 36.9 40.8 41.7 43.1 47.1

Foreign banks 10.5 12.8 18.4 23.2 27.4 29.9 27.4 20.7 22.4 22.9 21.7
Credit cooperatives 0.3 0.4 0.5 0.7 0.8 0.9 1.0 1.3 1.4 1.5 1.5

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Source: Central Bank of Brazil.
(*) Except Banco do Brasil and Caixa Economica Federal.
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222 Assessing the Global Impact of the Crisis

(at both the federal and state levels) reduced the relative share in total 
banks’ assets from 50.9 per cent in 1996 to 29.6 per cent in 2006; foreign 
banks increased their share from 12.5 per cent in 1996 to 29.9 per cent in 
2001, reducing since then to 21.7 per cent in 2006; domestic private banks 
reduced their share from 38.3 per cent in 1996 to 33.1 per cent in 1999, 
and increased steadily to 47.6 per cent in 2006 (Table 10.5).

Summing up our analysis in this section, we have seen that the 
end of high inflation following the implementation of the Real Plan 
in 1994 was a solution to one of the most long-standing problems in 
the Brazilian economy. At the same time, it had the effect of bringing 
the banking sector to the brink of a systemic crisis. The BCB could no 
longer rely on its older regulatory measures, which were more inter-
ventionist, to fix the situation of the mid-1990s. In addition to using 
programmes like PROER and PROES to intervene directly in troubled 
banks and to provide liquidity to the system, that avoided the spread of 
a banking crisis in 1995–96, the government quickly developed policies in 
accordance with the new international idea of a prudential regulation 
apparatus. Using prudential regulation, incentives were used rather 
than interventions, and preventative actions could be taken to avoid 
future systemic crises. At the same time that prudential regulation took 
hold in Brazil, foreign entry also began to increase in the banking sector. 
The regulated and limited entry of foreign banks provided an increased 
level of competition, which helped Brazilian banks to decrease their 
operational costs and increase efficiency under the new macroeconomic 
conditions. However, the penetration of foreign banks was limited 
in Brazil so that the banking sector did not experience such severe 
problems related to the internationalisation of the domestic market as 
had been experienced in Argentina in 2002–03. The Brazilian banking 
system effectively avoided a systemic crisis in the mid-1990s, and it 
developed a solid framework of prudential regulation that has allowed 
it to weather financial shocks fairly well since this time. More impor-
tantly, the management of the public debt under the context of external 
contagions allowed the Brazilian banks to compose their portfolio com-
bining liquidity with profitability.

Regarding specifically the changes in banking supervision that were 
implemented during the restructuring process, it is important to notice 
that the Brazilian Central Bank and the Ministry of Finance suggested 
that the fragility could not be considered to be solely a feature of the 
banks. The supervisory laws could also be considered inadequate during a 
period of price stability (Moura, 1998). Thus, we may say that the restruc-
turing introduced by the Brazilian banking system in the aftermath of 
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the Real Plan helped to create a more resilient system that was able to 
deal with changes in the nation’s financial sector.

3 The contagion effect of the 2008 financial crisis on the 
Brazilian economy

In the final quarter of 2008, following the bankruptcy of Lehman 
Brothers, the financial crisis spread around the world, and reached the 
Brazilian economy. The contagion effect of the crisis to the Brazilian 
economy was mainly by the external accounts and credit market.9

Concerning the external accounts, the contagion from the financial 
crisis hit Brazil through a number of transmission channels. The most 
immediate channel was through the capital flows related to the port-
folio investments and other investments that changed sharply from 
a high surplus up to September 2008 to a deep deficit in the fourth 
quarter of 2008, under an environment of increasing risk aversion on 
the part of foreign investors and banks. There was an enormous reversal 
in the flow of foreign capital in the fourth quarter of 2008, as a result 
of portfolio investments and other investments; FDI remained high 
in this quarter (US$14.2 billion), but fell sharply in the first quarter of 
2009 – to US$5.4 billion. The transmission of capital flight to the stock 
market (BOVESPA) was immediate, with a sharp fall in equities prices 

Table 10.6 Return on equity (%)

End of
period

Return on equity (ROE)

DP FB PB Total1

1999 20.8 16.6 11.1 17.0
2000 20.5 11.7 12.6 11.1
2001 23.3 –24.8 –23.6 –1.4
2002 18.8 31.3 22.3 20.7
2003 16.6 10.7 22.5 15.9
2004 23.4 10.1 20.9 17.6
2005 26.9 14.0 25.8 21.5
2006 21.7 14.5 27.3 20.9
2007 22.5 23.6 20.9 22.7
2008 21.3 8.7 29.1 17.9

Source: Central Bank of Brazil.
Notes: DP: domestic private banks (Bradesco, Itaú, Safra and Unibanco); FB: foreign banks 
(ABN Amro, BankBoston, Citibank, HSBC and Santander); PB: public banks (Banco do Brasil, 
CEF and Nossa Caixa).
1. Total is related to the banking sector as a whole.
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traded on the secondary market, in consequence of the significant 
participation of foreign investors (institutional investors) in this market. 
Concerning the portfolio investments, as can be seen from Figure 10.4, 
there was a deficit in foreign investments in equities of US$6.1 billion 
in October 2008, and a deficit in debt securities abroad of US$4.9 billion 
in December 2008, as a result of the risk aversion and increase in the 
liquidity preference around the world. On the other hand, other invest-
ments (foreign loans and finance) changed from a surplus of US$8.4 
billion in the third quarter of 2008 to a deficit of US$19.6 billion in the 
fourth quarter of 2008. The reduction in foreign credit had a particular 
effect upon the financing of exports.

Secondly, the 2008 financial crisis also affected the performance of 
the current account because of its impact on investment income which, 
as we have already stressed, had an increased tendency since 2005, due 
to the increase in the stock of foreign liabilities, which resulted from 
the structural characteristics of the Brazilian economy (a high degree 
of internationalisation of the manufacturing sector and financial open-
ness) and some conjectural reasons (the overvaluation of the Brazilian 
currency). Following the spread of the financial crisis, this tendency was 
accentuated in consequence of the rise in the remittance of profits and 

Figure 10.4 Portfolio investments in 2008–2009
Source: Central Bank of Brazil.

−10000

−8000

−6000

−4000

−2000

0

2000

4000

6000

8000

10000

Debt securities abroad −101 171 1051 −550 −96 −2425 −4926 −172 −593

Equities abroad 39 −126 −125 3621 17 −14 1 5 −8 −13

Debt securities in Brazil −1716 −300 462 −1629 −734

Equities in Brazil

−1726 845

230 36 907 4168 1322 1182

5865 1518 −277 −3779 −1643 −1863 −6066 −1762 −903 −529

−21

−321

−1079

708

8

844

2008.04 2008.05 2008.06 2008.07 2008.08 2008.09 2008.10 2008.11 2008.12 2009.01 2009.02 2009.03

9780230271609_11_cha10.indd   2249780230271609_11_cha10.indd   224 11/25/2010   12:08:40 PM11/25/2010   12:08:40 PM

 



Luiz Fernando de Paula and Rogério Sobreira 225

dividends by the subsidiaries of firms and banks to their headquarters in 
order to compensate for the losses in other markets, as well as to provide 
financial resources to the corporations because of the difficulties related 
to the rollover of the credit operations (IEDI, 2009). This former trend 
had begun to operate since the beginning of the subprime crisis in EUA. 
As a consequence, income investments increased from US$29.7 billion in 
2007 to US$41.1 billion in 2008. A further determinant of the deterio-
ration of current account was the decline in the price of commodities 
since the middle of 2008 as a result of the fall in world demand. 
Following the bankruptcy of Lehman Brothers, which threatened the 
stability of the entire world economy, there were also effects on manu-
facturing exports. Indeed, exports declined from US$60.2 billion in the 
fourth quarter of 2008 to US$47.1 billion in the third quarter of 2008 
and US$31.2 billion in the first quarter of 2009.

The reversal in capital flows exerted strong pressure on the exchange 
rate, which depreciated by 42.6 per cent from 1 September to 31 December 
2008. In the final quarter of 2008 BCB sold US$23 billion of its interna-
tional reserves and offered foreign exchange swaps in order to provide a 
hedge against the depreciation of the currency. According to Hoff (2009, 
p. 129), BCB sold a volume of around US$10 billion up to the deficit 
of the foreign exchange market, providing the necessary supply for the 
banks cover their purchaser position. Furthermore BCB also provided an 
special line of credit for exporters (in dollars), using foreign exchange 
reserves as funding for this operation. One further factor that contributed 
to the pressure on the foreign exchange market was the existence of 
‘toxic derivatives’, the name given to the foreign exchange derivatives 
operation carried out by exporters that placed a bet on the continuity 
of the appreciation of the exchange rate. When Brazil suffered from the 
contagion of the financial crisis, they were affected adversely by the 
sharp depreciation that took place in September–October 2008; on that 
occasion it was announced the losses of two big exporters with ‘toxic 
derivatives’, Aracruz and Perdigao, and the Brazilian press also divulged 
that large numbers of average firms was involved in such operations, 
with a total volume estimated by R$ 60.5 billion.10 According to OECD 
(2009, p. 26): ‘Central-banks intervention in the foreign-exchange markets 
were aimed essentially at enhancing liquidity, rather than defending a 
particular level of the exchange rate. Most interventions focused on the 
sale of foreign exchange swaps to support enterprises and banks in their 
efforts to liquidate positions in foreign-exchange derivatives.’ From 
January 2009, however, capital outflows began to reduce, and at the 
same time the foreign exchange fluxes associated with the commercial 
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segment were retaking; consequently, the exchange rate stopped to rise 
and retook its appreciation trend (Figure 10.5).

According to IEDI (2009), Brazil was assisted by some actions of 
the federal government that were carried out before the international 
financial crisis. These resulted in some mechanisms that reduced the 
extent of contagion from the crisis: (i) Trade balance still high, although 
declining in 2008; (ii) Foreign exchange reserves up to US$200 million 
in 2008; (iii) The combination between the previous government’s 
reduction of its external debt and the increase in foreign exchange 
reserves resulted in government’s net credit position in foreign currency, 
so that a exchange rate devaluation benefited public finances. For the 
first time since the 1980s an external crisis did not result in a fiscal 
deterioration in Brazil. Therefore, these mechanisms prevented the 
contagion from the inter national financial crisis bringing about a balance 
of payments crisis.

In addition to the effect of the contagion on the balance of pay-
ments, another important transmission channel of the international 
financial crisis was the domestic credit market. The most immediate 
effect was the reduction in the volume of international credit opera-
tions, which had an impact on the modalities of corporate credit that 
are supplied, backed by foreign funding, as export finance. A further 
mechanism of contagion was the reduction in the cross-border credit 

Figure 10.5 Real effective exchange rate11 (1994 =100)
Source: IPEADATA.
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operations as a result of the reallocation portfolio of international 
banks. This mechanism affected, in particular, the direct credit opera-
tions of firms on the international financial market. On the other 
hand, the overall deterioration of expectations related to the future as a 
result of the spread of the financial crisis combined with the uncertain 
environment in relation to the volume of losses and the firms involved 
in foreign exchange derivatives increased the liquidity preference that 
contributed to the slowdown in the interbank market and the reduc-
tion of domestic credit.12 As a consequence of the shortfall in capital 
inflows to the Brazilian economy, the banking system – principally the 
banks in the middle market – faced increased difficulties in borrowing 
money from abroad to fund their credit operations. The credit squeeze 
placed those banks in danger as they faced increasing difficulties 
borrowing money on the Brazilian interbank market since the liquid 
banks had increased their levels of risk aversion and, thus, decided to 
ration the credit to less liquid middle institutions. Accordingly, despite 
the fact that the Brazilian banking system did not – either directly or 
indirectly – trade securities linked to the subprime market, one may 
say that this system entered in a liquidity crisis that almost led to a 
confidence crisis.

The reduction in the growth rate of the credit supply was more 
marked in the case of firms compared to individuals’ credit. According 
to IEDI (2009), the growth rate of firms’ credit reduced from 45.0 per cent 
in September 2008 (compared with September 2007) to 39.2 per cent in 
December 2008 (compared with December 2007). The reduction in the 
growth of the credit supply was led by non-channelled credit, while 
channelled credit (agricultural credit, BNDES’ long-term credit for 
investment, real estate credit, and so on) provided principally by public 
federal-owned banks increased after the contagion of the financial 
crisis.13 Indeed, state-owned banks (BNDES, Caixa Economica Federal 
and Banco do Brasil) exhibited counter-cyclical behaviour, expanding 
channelled credit and also buying up the credit portfolios of some small 
to average-sized banks, which were experiencing funding difficulties 
during the contagious phase of the financial crisis: the state-owned 
banks total credit-to-GDP ratio increased from 12.5 per cent in August 
2008 to 17.3 per cent in July 2009, while domestic private banks’ total 
credit-to-GDP and foreign banks; total credit-to-GDP increased only 
from 16.2 per cent and 7.7 per cent to 17.6 per cent and 8.3 per cent, 
respectively, in the same period (Figure 10.6). Therefore, the increase in 
loans by public federal-owned banks compensated – at least in part – for 
the deceleration in the credit supply by private banks.
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228 Assessing the Global Impact of the Crisis

The drop in economic activity after the contagion effect of the 
global economic crisis was driven principally by the industrial sector, 
which experienced average negative growth of 7.0 per cent in IV/2008–
III/2009 (Figure 10.7), resulting in both declines in the level of final 
consumption (household consumption and government consumption) 
and the gross formation of capital (which includes investment and stock 
levels), and since the first quarter of 2009 also by a reduction in the 
exports of manufacturing goods (Figure 10.8). GDP growth (measured 
in comparison to the former trimester) had a negative performance in 
the fourth quarter of 2008 (–2.9 per cent) and in the first quarter of 2009 
(–0.9 per cent), and then shows signs of recovery in the second quarter 
of 2009 (1.1 per cent). However, when GDP growth is measured in com-
parison to the same quarter in the previous year, the recovery has been 
sluggish. In 2009 almost all of determinants of demand contributed to 
the reduction in GDP growth, with the exception of final consumption 
which contributed positively and increasingly to the growth of the 
economy. Final consumption was encouraged by government measures 
oriented towards stimulating the consumption of durable goods and 
also by the increase of 3.9 per cent in the average of real income in 2009 
compared with the average in 2008.14

Figure 10.6 Domestic credit-over-GDP (%)
Source: Central Bank of Brazil.
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Figure 10.7 GDP growth in 2007–2009
Source: Central Bank of Brazil.
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Figure 10.8 Contribution to GDP growth in 2007–2009
Source: Central Bank of Brazil.
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230 Assessing the Global Impact of the Crisis

Brazilian authorities responded to the financial crisis by adopting a 
number of counter-cyclical measures:15

(a) The BCB adopted a number of liquidity-enhancing measures, prin-
cipally between October 2008 and January 2009, which included 
a reduction in the level of compulsory reserve holdings by banks, 
and also the creation of incentives for larger financial institutions to 
purchase the loan portfolios of smaller banks, which were affected 
by worsening credit conditions.16

(b) As we have stressed already, the BCB did intervene in the foreign 
exchange markets that aimed principally to enhance liquidity 
in the banking sector, rather than defending a particular level of 
exchange rate.

(c) After the increase in interest rates to 13.75 per cent in September 
2008, left unchanged for the remainder of the year,17 monetary 
policy began to be relaxed in January 2009, with a cumulative 
reduction of 450 basis points in January–June 2009 – that is, a reduc-
tion until 9.25 per cent.

(d) As we have seen, public federally owned banks were encouraged to 
expand their credit operations, performing a counter-cyclical policy 
in the credit market.

(e) The Ministry of Finance have introduced a number of fiscal measures 
in order to stimulate aggregate demand. These include a reduction 
in the industrialized products tax (IPI) burden on motor vehicles 
and on a wide range of consumer durables and construction items, 
and also an increase in the duration of unemployment insurance and 
in government support for housing.

Liquidity-enhancing measures were expected to increase the supply of 
money in the economy by US$22 billion. In fact, the Brazilian Central 
Bank promised to increase the supply of money by US$50 billion 
through the introduction of these measures. In this respect, of particular 
note is the decision of the government to allow the two largest public 
commercial banks (Banco do Brasil and Caixa Econômica Federal) to 
acquire stakes in private financial institutions without any need for 
public bid. The aim of this measure was not principally to support small 
financial institutions, but to ensure a greater supply of credit. Another 
incentive to increase the supply of credit to private financial institutions 
was a penalty on the reserve requirement of time deposits. The reserves 
that depositary institutions should hold against time deposits con-
sisted of public securities that pay interest on required reserve balances. 
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The new measure led the Brazilian Central Bank to cease to pay interest 
on 70 per cent these funds as long as the biggest institutions avoid to 
advance credit and/or to acquire credit operations of smallest banks 
(and other financial institutions).

Together with those incentive measures, the government also decided 
to increase directly the credit supply of the economy through new 
credit lines at the Brazilian National Development Bank (BNDES) and 
the Banco do Brasil. Those lines were advanced to fund investment 
expenses and to finance working capital. At the same time, the govern-
ment created new credit lines at Caixa Econômica Federal to finance the 
acquisition of consumer goods.

By the end of 2008, the government had turned its attention to the 
performance of GDP. As a consequence, some fiscal measures were 
implemented, in order to incentivise the consumer and investment 
expenses such as the reduction of the financial operations tax to finance 
the acquisition of consumer goods from 3.38 per cent to 0.38 per cent. 
One of the main measures was the reduction in both income tax and 
the tax on manufactured goods (IPI). On the other hand, the primary 
surplus target was reduced to 2.5 per cent of GDP against the previous 
3.8 per cent, giving more fiscal room to increasing government spending 
to offset the negative impact of the financial turmoil.

Finally, in the middle of 2009 the government decided to reduce the 
annual long-term rate of interest (TJLP) from 6.25 per cent to 6 per cent, 
helping to facilitate the advance of long-term credit supply by the 
Brazilian National Development Bank (BNDES).

In summary, the Brazilian government had instruments to face the 
effects of the global financial crisis that contributed to the rapid recov-
ery of the economy, although the contagion of the crisis had been sharp 
and deep. According to CEPAL (2009), in a survey of Latin American 
countries, Brazil was one of the few to make use of a wide variety of tools 
to face the effects of the financial crisis.

5 Conclusion: lessons to be learned

The main lessons to be learned from the 2008 crisis regarding the 
behaviour of the Brazilian banking system are:

(a) A strong prudential regulation seems to be very important, although 
too much prudential regulation could harm the system, affecting 
negatively its efficiency;

(b) The entry of foreign banks, at least in the case of the Brazilian banks 
system, did not seem to play a decisive role;
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232 Assessing the Global Impact of the Crisis

(c) Public federal-owned banks played a decisive counter-cyclical role 
during the contagious period of the financial crisis on the Brazilian 
economy, showing that their presence can be decisive in coping with 
adverse situations in the credit markets;

(d) A high degree of openness is not necessarily good. In fact, since the 
Brazilian banking system has been strongly domestically oriented 
and has a low degree of openness, it has avoided becoming engaged 
in financial operations with a high risk/return relationship;

(e) The ‘too big too fail’ philosophy leads to the moral hazard problem, 
but the alternative is not to let the bigger banks fail. It is definitely 
necessary to avoid a systemic crisis;

(f) The relaxation of prudential regulation does not seem to be posi-
tively related to the increase of credit supply. Actually, banks seem 
more prone to be engaged in more risk operations as a consequence 
of the relaxation in the regulation.

Notes

1. In Brazil, the Real Plan (1994–99) was conceived on the same basis as stabilisa-
tion programmes with an exchange anchor that have been applied in Latin 
America since the late 1980s, using a fixed or semi-fixed rate of exchange in 
combination with more open trade policy as a price anchor. It differed from 
Argentina’s Convertibility Plan by adopting a more flexible exchange anchor; 
that is, a typical currency board system, rather than pegging the domestic 
currency at one-to-one parity with the US dollar. At the outset of the Brazilian 
programme, in July 1994, the government’s commitment was to maintain an 
exchange rate ceiling of one-to-one parity with the dollar. Moreover, the 
relationship between changes in monetary base and foreign reserve move-
ments was not stated explicitly, allowing some discretionary leeway. Following 
the effects of the Mexican crisis, the exchange rate policy was reviewed and in 
a context of a crawling exchange rate band the nominal rate began to undergo 
gradual devaluation. In early 1999, however, after six months of speculative 
pressure, the real was devalued and, some days later, the Brazilian government 
adopted a floating exchange rate. For a general analysis of the origins and 
development of the Real Plan, see Ferrari-Filho and Paula (2003).

2. According to Bresser-Pereira and Ferrer (1991, p.10), in Argentina both M1 
and M4 (which includes M1 plus financial assets) have decreased since the 
late 1970s. In February 1990, M1 was less than 3 per cent of GDP, while 
M4 was less than 5 per cent of GDP, because economic agents reallocated 
their portfolios to the dollar. Alternatively, in Brazil, accelerating inflation 
decreased M1 from the early 1970s, but M4 remained stable as a consequence 
of the supply of domestically denominated indexed money. According to data 
from BCB, the ratio M1/GDP and the ratio M4/GDP were 9.2 per cent and 
25.1 per cent in 1980, respectively, while in 1993 they were 1.3 per cent and 
23.1 per cent, respectively.
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 3. Selic rate is the interest rate for overnight interbank loans, collateralised by 
those government bonds that are registered with and traded on the ‘Sistema 
Especial de Liquidação e Custodia’ (Selic). It serves as the short-term prime 
interest rate of the Brazilian economy, and for this reason it is used as the 
reference – that is, as the operational variable – for monetary policy purposes 
by the BCB.

 4. Firstly, the Brazilian government implemented a reserve requirement of 
100 per cent over sight deposits; later 30 per cent over time deposits and 
15 per cent on all types of bank credit operations.

 5. For ‘public state-owned banks’ we are referring to those banks that are con-
trolled by the states. It differs from ‘public federal-owned banks’ that are 
controlled by the federal government.

 6. Table 10.6 shows that domestic private banks have had a greater return on 
equity (ROE) than foreign banks in Brazil.

 7. See, for instance, Guimarães (2002).
 8. Public debt-to-GDP ratio increased from 31.8 per cent in 1997 to 44.5 per 

cent in 1999, and 52.4 per cent in 2003. It has fallen since this time – for 
example, to 38.8 per cent in 2008.

 9. For a more detailed analysis of the contagion from the financial crisis on the 
Brazilian economy, see IEDI (2009).

10. Cristiano Romero, ‘BC avalia o tamanho do estrago com câmbio’, Valor 
Econômico, 15 October 2008, p. A2.

11. Real effective exchange rate (REER) is defined as a nominal effective rate 
index (index of the period average exchange rate of the currency in question 
to a weighted average of exchange rates for the currencies of selected coun-
tries) adjusted for relative movements in national price of home country 
and selected countries. It should be stressed that REER in Brazil and other 
Latin American countries is calculated differently from the most conven-
tional way; that is, REER is calculated by multiplying the nominal exchange 
rate by the inflation rate of the home country and dividing it by that of a 
partner country, while, most frequently, REER is calculated by multiplying 
the nominal exchange rate by the inflation rate of a partner country and 
dividing by that of the home country. As a result in the case of Brazil when 
REER increases this results in undervaluation and when it declines results in 
overvaluation.

12 IEDI (2009) reports that the reduction of the credit supply in Brazil cannot 
be seen clearly in the data, as the credit-to-GDP ratio increased from 36.4 per 
cent in September 2008 to 40.0 per cent in January 2009 (data from BCB) the 
devaluation of the currency increased in domestic currency the foreign credit 
operations. Furthermore, as the credit supply in the international financial 
markets ‘closed’ with the spread of the international financial market, firms’ 
domestic credit demand increased substantially in order to compensate the 
reduction in overseas markets. Indeed, the total credit-to-GDP ratio increased 
from 36.4 per cent in August 2008 to 43.3 per cent in July 2009.

13. Total channelled credit-to-GDP increased from 10.5 per cent in September 
2008 to 13.7 per cent in August 2008, an increase of almost 3.0 per cent of 
GDP in just one year.

14. The increase in the average income in 2009 is consequence of a large number 
of factors, including the real increase in the minimum wage (a basic reference 
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for salaries and pensioning in Brazil), and increase in the wages of civil 
servants.

15. For further details, see OECD (2009).
16. Banks were allowed to deduct (up to 70 per cent against an original 40 per 

cent) from their compulsory time deposits the resources used to purchase 
loan portfolio from small banks.

17. The BCB increase in the Selic interest rate in September 2008 and the delay in 
reducing it later in the year was criticised by some analysts, as it contributed 
to the fall in the overall liquidity of the Brazilian banking sector. This had a 
negative effect on the credit supply, and, consequently, on the performance 
of the industrial sector since this was the most affected by the credit constraint 
(see Oreiro and Araújo, 2009).
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Exchange-Rate Derivatives, 
Financial Fragility and Monetary 
Policy in Brazil during the World 
Financial Crisis
José Luis Oreiro and Flavio Basilio

1 Introduction

The crisis of subprime mortgages in the United States, which began 
in mid-2007 and intensified in the last months of 2008 following the 
bankruptcy of Lehman Brothers, brought an end to the internationally 
favourable situation the Brazilian economy seems to have taken advan-
tage of in the past few years. Since September 2008, there has been a 
significant decrease in the level of international liquidity. Credit lines 
for exports shrank dramatically, slowing down export expansion, while 
a generalised increase in risk aversion produced an outflow of liquid 
capital from Brazil of the order of US$11 billion in the months of 
October to December 2008. Because of capital movements, between July 
(the valley of the exchange rate series) and December (the peak of the 
series) 2008, the Brazilian currency was devalued by 50 per cent against 
the US dollar; the depreciation in the year was 34 per cent. Panic has 
spread throughout the country’s banking system as a combined result of 
all such factors, leading to a further drastic reduction in credit to families 
as well as to firms. A consequence of this sort of credit evaporation was a 
strong deceleration in the growth pace of consumption and the other-
wise already announced hold on a number of investment projects. 
As an overall result, the Brazilian economy experienced a 0.2 per cent 
fall in its GDP in 2009.

The objective of this chapter is to show that a Minskian crisis occurred 
in Brazil in the last quarter of 2008 as the result of the burst of a specu-
lative bubble on the exchange rate market in a setting characterised by 
the widespread use of exchange-rate derivatives by non-financial firms. 
This speculative bubble was the result of growing confidence about the 
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external robustness of the Brazilian economy in the face of the high 
level of international reserves, macroeconomic stability and the adoption 
of a floating exchange rate regime that was supposed to isolate the 
economy from external shocks. This growing confidence produced a 
huge exchange rate appreciation which induced non-financial firms to 
look for alternative sources of income in order to compensate losses in 
external competitiveness. One of these sources was the use of exchange-
rate derivatives as a device for obtaining loans from the banking sector 
at lower rates. After the bankruptcy of Lehman Brothers, the nominal 
exchange rate suffered a devaluation of 50 per cent in just a few weeks, 
causing large losses for non-financial companies in Brazil because of the 
widespread adoption of these kind of contracts.

Estimates of these losses by the BIS suggest that they could have 
reached around 2 per cent of Brazilian GDP. Although foreign reserves 
in Brazil were more than sufficient to achieve the stabilisation of the 
nominal exchange rate (some US$200 billion just before the crisis), 
the Brazilian Central Bank allowed a sudden and huge devaluation of 
the domestic currency, which had destabilising effects on the private 
sector. As a consequence of these losses, Brazilian banks reduced the 
rate of credit expansion, producing a large fall of money supply (high 
powered money and M1). Because of the substantial contraction of 
money supply and banking credit, industrial output fell by 30 per cent 
in the last quarter of 2008, bringing about a contraction of almost 
14 per cent of GDP.

But the financial fragility caused by exchange-rate derivatives is only 
one part of the story of the Brazilian crisis. Another important element 
is the unjustifiable delay of the Brazilian Central Bank to reduce short-
term interest rates in an environment of a catastrophic fall in industrial 
output. Indeed, the Brazilian Central Bank only began the process of 
reducing short-term interest rates in January 2009, three months after 
the bankruptcy of Lehman Brothers. This time delay of monetary policy 
was an important cause of the contraction of liquidity in the Brazilian 
banking sector in the last quarter of 2008, contributing to the severity 
of the crisis in Brazil. This behaviour by the Brazilian Central Bank is a 
consequence of the extremely rigid Inflation Targeting Regime adopted 
in Brazil in 1999. The excessive rigidity is clearly shown by the fact that 
the Brazilian Central Bank behaved in an asymmetric way in relation to 
the risks of target loss and the fall in the level of output. In December 
2008, or even in October, the balancing of risks between inflation and 
recession showed clearly that the risk of output contraction was much 
higher than the risk of missing its inflation target. So the Central Bank 
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could have reduced the short-term interest rate in the meeting of 
October of COPOM (the Comitê de Política Monetária). However, on 
this occasion the Central Bank adopted a strategy of ‘wait and see’. They 
were holding for new information about the fall of output before making 
decisions about any reduction of interest rates. When the Central Bank 
finally decided to reduce the short-term interest rate, it was too little (just 
100 base points) and too late (Serra, 2009).

The chapter is organised into seven sections, including the present 
introduction. In section 2, we present a brief outline of the theory 
behind derivatives and an analysis of the specific case of reverse 
exchange rate swaps in Brazil. In section 3, we analyze how exchange-
rate derivatives created a Minskian financial fragility for Brazilian firms 
and the responsibility of the Brazilian Central Bank for aggravating the 
impact of the world financial crisis in Brazil. Section 4 is dedicated to 
an empirical analysis of the Central Bank of Brazil’s reaction function in 
order to show the excessive rigidity of the Inflation Targeting Regime in 
Brazil. Section 5 presents a brief proposal for the regulation of derivatives 
and section 6 presents a proposal for a more flexible monetary policy in 
Brazil. Finally, section 7 concludes the chapter.

2 Exchange rate derivatives: theory and the 
Brazilian case

2.1 An overview on derivatives

Derivatives are financial instruments whose value derives from a market 
value of a security or pool of securities. An important feature of these 
instruments is called contingent claims. As the asset value is derived 
from the performance of other underlying assets, changes in base asset 
prices change the market value of the derivative. The right is contingent 
because the owner of the asset has the right to exercise it. Thus, if the 
holder of the derivative has, for example, a call option on a stock, it will 
exercise its right by a certain date if the market value of this action is 
greater than the value set by the option. If the market value is less than 
the contracted amount it will be more advantageous for the agent to buy 
such assets in the market. To establish this right and to gain the flexibility 
to buy this asset at a predetermined price one has to pay a price for this 
freedom. Another important feature that differentiates derivatives from 
other financial instruments relates to the high leverage that exists in 
these markets, which may result in losses greater than the contracted 
amounts. Moreover, the speed of transactions with derivatives is 
extremely high (the agents can quickly discard their positions).
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The main reason for the existence of derivatives is uncertainty about 
the future price of assets. In most models of derivatives pricing such as, 
for example, in the Black–Scholes model, the concept of uncertainty 
used is probabilistic, which differs radically from the vision of strong 
uncertainty established by Keynes and Knight (see Schmidt, 1996). 
In this model, for example, the data needed to evaluate the price of an 
option are exactly the current price of the asset, the exercise price of 
the option, the remaining time to maturity of the option, the interest 
rate risk-free (in the case of Brazil CDI1), the standard deviation of the 
annualised rate of return of the price of the asset base and the table of 
normal distribution. For this approach, as the model for pricing options 
based on probability distributions, the agent has, for example, a perfect 
contingency plan. All possible outcomes are considered by the model 
and have an associated probability. Furthermore, the rate of return on 
risk-free assets is assumed to be independent and identically distributed 
in time, giving the estimates of variance past good forecasting tools. 
In particular, models based on risk evaluation assume, ultimately, a 
methodology similar to those established by Arrow–Debreu (1954) and 
McKenzie (1959). In other words, market participants share the same 
information so that the competitive equilibrium is always guaranteed. 
Moreover, the information held by an individual or firm is not affected 
by the information available on the market and cannot be changed for 
any actions taken, including those related to the acquisition of more 
information (Stiglitz, 1993).

The big problem with this approach is that the stock price and other 
financial assets exhibit more complex behaviors than those that arise 
from geometric Brownian motion. According to Dixit and Pindyck 
(1993), a Brownian motion or Wiener process is a stochastic process in 
continuous non-stationary time subject to three key properties: (i) it is a 
Markov process; (ii) changes at any moment at a finite interval of time 
assume a normal distribution, in which the variance grows linearly with 
time; and (iii) it has independent increments of change over time. The 
big problem with this, according to the authors, is to find variables in 
the real world that can be modeled according to those assumptions.

2.2 The economic reasons for using derivatives: a review 
of the literature

In the perfect world of Modigliani and Miller (1958) there is no reason for 
economic agents to use derivatives since capital structure is irrelevant for 
firms’ investment decisions. However, in the real world it can be seen that 
there is a huge increase in the use of this type of financial instruments. 
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According to BIS (Bank for International Settlements) data the amount of 
operations with derivatives increased 838 per cent in the period between June 
of 1998 to June of 2009, reaching a value of US$ 605 billion. Figure 11.1 
shows the evolution of derivatives operations around the world.

Conventional theory of finance states that firms use derivatives 
in order to reduce potential losses and expected costs generated by 
changes in the price of assets, increasing the coordination between cash 
flows and inflows. The volatility in the prices of assets can produce situ-
ations where firms are not able to meet their financial commitments. 
In this setting, risk management can reduce the probability of these 
states of nature to happen, reducing the expected costs associated with 
these events (Smith and Stultz, 1985; Stulz 1996).

To get the argument more precise, let us define V(S) as the value of 
a firm that does not carry out hedge operations, where S describes the 
vector of state variables that can change the market value of the firm. 
In this setting, two identical firms, a and b, may have different market 
values depending on their hedge policies. Firm a will be more protected 
against state variable i than firm b if the absolute value of covariance of 
market value of firm a with state variable i is lower or equal to the one 
held by firm b. This means that hedge operations reduce the dependence 
of market value of the firm to state variables. To be more precise, firm a 
will be more hedged that firm b if the absolute value of the covariance 
of the market value of firm a compared to a firm without hedge but with 
the same portfolio, capital structure and production is lower or equal 
than the one exhibited by firm b.

Figure 11.1 Amounts outstanding of over-the-counter (OTC) derivatives in 
billions of US dollars
Source: BIS Semiannual OTC derivatives statistics at end-June 2009.
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Smith and Stulz (1985) show that with risk management, the expected 
utility of wealth of a risk-averse manager is significantly affected by the 
variance of firms expected profits. In this setting, a risk manager will 
buy derivatives contracts if he/she believes that is less costly to buy 
a hedge contract than to fully take the risk of changes in the price of 
assets. This means that there is a positive relation between portfolio 
management and the decision to buy derivatives. Froot et al. (1993), in 
turn, show that if capital markets are imperfect then there is a relation 
between investment opportunities and hedge activities. A similar result 
is reached by Geczy et al. (1997).

Brown (2001), based on a sample of small, medium-sized and large 
corporations in the United States, showed that the costs of maintain-
ing and operating a structure of derivatives are substantial, especially 
regarding the management of exchange-rate risks. According to him, 
the annual cost of holding hedge positions in the exchange-rate market 
for the biggest corporation in the sample was US$3.8 million, consist-
ing of US$1.5 million resulting from operational costs and $2.3 million 
due to transactional costs. The author also pointed out that the net 
benefit of this derivative program for the firm under consideration 
was US$5 million. Finally, he concluded that standard theories of risk man-
agement are insufficient to explain the real motivations of the firms to 
adopt derivatives. Gauzy et al. (1997), in turn, based in a sample of 372 
non-financial firms listed by Fortune in 1990, concluded that firms with 
high growth potential but low access to internal and external finance 
were more likely to use derivative contracts. According to the authors, 
this result is consistent with the hypothesis that hedge operations can 
reduce the costs of investment decisions under uncertainty. More pre-
cisely, hedge operations can reduce or even eliminate problems related 
to underinvestment (Myers, 1977; Garven and MacMinn, 1993).

2.3 The reverse exchange swap contracts of the Central Bank
of Brazil

The exchange market is without doubt the largest financial market 
in the world and has the largest number of traders. In general, the main 
currency derivatives are futures, options, swaps and forwards. The foreign 
exchange market in Brazil is divided into three main vectors. The first 
one is the primary market exchange in which agents buy and sell cur-
rencies, especially the exporters and importers to honour its commit-
ments in foreign currency. This market includes unilateral money 
transfers from abroad. In this situation, the position of banks is always 
passive in relation to the agents since they only guarantee the supply 
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and demand of foreign exchange for these operations. The second is 
the interbank market in which banks transact foreign exchange among 
themselves. In this sense, the operations may be hedging, arbitrage or 
speculation. Indeed, banks can take both long positions in foreign cur-
rency (when betting on the devaluation of domestic currency) but also 
sold (when betting on the appreciation of local currency). Finally, there 
is the derivatives market: futures, options, swaps and forwards, which 
may also be hedging, arbitrage or speculation.

As we know, the monetary authority performs exchange market 
interventions both to regulate the level of the exchange rate and also to 
reduce its volatility. This intervention can occur in either the primary or 
the derivatives market, particularly in relation to the supply of swaps. 
A swap contract is a derivative transaction in which there is trade of rates. 
In a foreign exchange swap the Central Bank commits itself to pay the 
variation of exchange rate to financial institutions in exchange for 
the receipt of the change of inter-bank interest rate. In other words, in 
these operations the Central Bank buys foreign exchange swap contracts 
(tip exchange coupon) and the institutions that acquired such a contract 
takes a ‘sold position’ in DI.

In periods of substantial appreciation in the value of the Real – the 
Brazilian currency – the monetary authorities have reversed this process 
and started to adopt the so-called reverse exchange swap transactions. 
In these reverse contracts financial institutions receive the change 
in interest rate and the central bank receives the results of changes of 
currency values. Thus, when conducting auctions of reverse swaps, the 
Central Bank is in fact forcing a depreciation of the domestic currency.

Given this scenario, a very pertinent question to ask is the following: 
Why make interventions in the foreign exchange market through deri-
vatives if these interventions can take place through the primary market? 
Since 1999, Brazil has adopted an Inflation Targeting Regime with a 
floating exchange rate. Under this framework, direct interventions in 
the exchange rate market will generate a high cost for the Treasury for 
conducting the so-called sterilisation operations that are required to 
hold the short-term interest rate at a level compatible with the target for 
inflation. In an intervention in the spot market for a foreign currency, 
the Central Bank injects Reais, thereby expanding the monetary base. 
To keep the short-term interest rate constant, it is necessary to conduct 
a second operation – the sale of bonds to the private sector. Therefore, 
instead of adopting capital controls inflows to avoid the adverse effects 
of currency appreciation on the Brazilian economy, the Central Bank 
chose to adopt the expedient of selling reverse currency swaps. In practice, 
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these operations are equivalent to a purchase of US dollars in the futures 
market and thus ultimately push up the price of future dollars, preventing 
a fall of the forward premium and high foreign exchange coupon. As 
result, this operation, at least in theory, does not stimulate the inflow 
of additional dollars, but has a fiscal cost associated with the return of 
DI and also the exchange rate appreciation.

Indeed, in September 2008, reverse contracts held in Brazil amounted to 
R$40 billion, and the exposure of the country in US dollars at the end of 
January 2009 was approximately R$28 billion. Until July 2008, the result 
of foreign exchange swap operations was negative from the standpoint of 
the Central Bank, amounting to losses of R$6 billion from January to July 
2008. Since the derivative contract is a bilateral one, the loss of the mon-
etary authority translates into earnings of the counterpart, constituted of 
both banks and also exporting firms who have just endured sizable losses 
with the devaluation of the height of the crisis.

For these reasons, it is possible to answer some questions that have 
most intrigued Brazilian economists over the past three years, namely: 
how were exporting companies surviving during the period of strong 
exchange rate appreciation between 2005 and 2007? They were offset-
ting operating losses with financial revenues from foreign exchange 
derivative contracts facilitated by a friendly environment evidenced 
in the domestic market. Exporting companies conducted excessive for-
ward target operations, making a double bet on appreciation. In the first 
bet, companies sold US dollars to banks through an instrument called 
forward. In other words, in this operation firms undertake a classic 
operation to sell US dollars in the forward market, betting on currency 
appreciation in order to gain the interest of the operation, and thereby 
receiving a financial income. In the second operation (bet) firms sells 
US dollars to banks again in the future market through the sale of call 
options short, giving banks the right to buy US dollars in the future at 
a predetermined price.

According to data from the Brazilian Central Bank, between January 
and August 2008, the flow of dollars into the country was positive at 
$14.38 billion. In just the first nine days of October 2008, for example, 
the balance shown was positive at US$1.604 billion, resulting in a 
surplus in trade of US$1.304 billion and a balance, also positive, of 
US$299 million in financial transactions. Faced with these data, we 
cannot say that in the first months of the crisis (August–October 2008) 
there was a capital flight from the country. What was revealed was a 
huge demand for dollar by Brazilian companies with the goal of honoring 
the positions taken in the forex market.
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The mechanism behind this depreciation is extremely perverse. If 
we imagine that there is a continuum of options for market sales, as the 
dollar depreciates, new companies are forced to buy US dollars in the 
spot market to fulfill contracts for the sale of uncovered options, exert-
ing strong pressure on the demand for dollars. As the Central Bank has 
not exercised – in time – the role of regulator of the monetary system 
through dollar sales on the spot market in order to contain the process 
of price increases, the banks again exercised its right to purchase the 
US currency, still pressing over the dollar. This process only subsided 
following the return of the auctions of foreign currency. Indeed, at the 
height of the crisis (August–October 2008) the Brazilian Central Bank 
earned about R$12 billion, behaving like a private bank rather than a 
regulatory agent.

3 The arrival of the world financial crisis in Brazil

In the last quarter of 2008 and the first quarter of 2009, the effects of 
the world financial crisis began to affect the Brazilian economy. In the 
United States the financial crisis had its origins in the bursting of the 
speculative bubble in the housing market, fed mainly, but not solely, 
by subprime mortgages. In Brazil, however, the financial crisis had its 
origins in the burst of a speculative bubble in the exchange rate market 
following the bankruptcy of Lehman Brothers and in the successive 
errors in the conduct of monetary policy by the Brazilian Central 
Bank. Contrary to what was expected by the advocates of the floating 
exchange rate regime, the sudden and fast devaluation of the nominal 
exchange rate after the bankruptcy of Lehman Brothers produced desta-
bilising effects in the Brazilian economy. Many firms in the industrial 
sector, principally those dependent upon export operations, suffered 
huge losses following the devaluation of the real.

As we have already seen in the previous section, many Brazilian firms 
engaged in target forward operations, making a double bet in exchange 
rate appreciation. These highly speculative operations in the exchange 
rate markets had the objective of compensating the losses experienced 
by export firms following the overvaluation of the exchange rate in the 
period 2005–07. In fact, as is shown by Figure 11.2, in the third quarter of 
2007, the real effective exchange rate in Brazil showed an overvaluation 
of 25% in respect of its equilibrium value.

In this setting we can see the first error of the Brazilian Central Bank in 
the conduction of monetary policy during this period. Instead of using 
the device of capital controls to avoid the exchange rate overvaluation, 
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monetary authorities in Brazil chose to use an exotic financial instru-
ment (the reverse exchange rate swap), which only increased the financial 
fragility of the private sector since it induced firms to become involved 
in highly speculative operations in exchange rate markets.

It is important to emphasise that the substantial depreciation of 
the nominal exchange rate after the bankruptcy of Lehman Brothers 
was not the result of capital flight or the reduction of international 
credit lines for Brazilian firms, but the consequence of an increase in 
the precautionary demand for foreign currency in order to face the 
debt commit ments of exchange-rate derivatives. In fact, according to 
Central Bank data, between January and August 2008, the flow of exter-
nal currency to Brazil was positive to the extent of US$14.38 billion. 
In the first nine days of October, the currency flow to Brazil continue 
to be positive, reaching US$1.604 billion, as a result of a surplus of 
US$1,304 billion in trade operations and US$299 million in financial 
operations.

Given these data, we can state that in the first months of the crisis 
(August to September) there was no capital flight from Brazil. What 
happens was a huge increase in the demand for foreign currency by 
residents in order to fulfill their commitments in the future and deriva-
tive markets. As we can see in Figure 11.3, in September there is a huge 
depreciation of the exchange rate but the exchange rate market had 
exhibited a positive surplus of more than US$2 billion. This dynamics 
of the exchange rate and the surplus on exchange rate operations can 
only be explained as being the result of a strong increase in the demand 
for foreign currency by residents in the spot market.

Figure 11.2 Effective and equilibrium values of the real exchange rate (indexed –
average value of 2000 = 100)
Source: Oreiro et al. (2009).
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The stubborn refusal of the Brazilian Central Bank to intervene in 
the exchange rate market in the first days of the crisis allowed mon-
etary authorities in Brazil to profit US$6,507 billion in September with 
exchange rate derivatives. However, private firms such as Aracruz and 
Sadia incurred heavy losses2 from these financial instruments.

As a result of these losses, there was a significant increase in the credit 
risk of firms in the productive sector. This situation, worsened by the 
uncertainty generated by the world financial crisis, caused Brazilian 
banks to reduce the supply of credit, mainly for the finance of working 
capital of firms and the consumption expenditures of households in 
durable goods, like automobiles. This credit crunch produced a sharp 
increase in the banking spread, as we can see in Figure 11.4.

Between September and October 2008, the Brazilian Central Bank 
committed another mistake in the conduct of monetary policy as a 
result of its incapacity to deal with the systemic effects of the increase 
in the liquidity preference of banks. We have already seen how the 
huge losses caused by the exchange rate depreciation have increased 
the credit risks of productive firms. The standard reaction of banks – and, 
indeed, of any economic agent – to an increase in the level of uncertainty 
is to increase the liquidity preference; i.e. the position of highly liquid 
assets, easily convertible in means of payments. In the case of banks, 

Figure 11.3 Nominal exchange rate and currency surplus/deficit from September 
2008 to March 2009
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reserves are the most highly liquid assets. In this setting, it led to a 
simultaneous contraction of credit and an increase in the level of 
bank reserves, which jumped from R$39.232 thousand in September 
to R$40.134 thousand in October – that is, a 2 per cent increase in just 
one month.

The Brazilian Central Bank decided to deal with the problem of the 
increased liquidity preference of banks by means of a partial liberation 
of reserve requirements over demand deposits. In September, the total 
amount of reserve requirements of banks was R$117.971 thousand. This 
value was reduced to R$96.923 thousand in October. In adopting this 
policy the intention of the Brazilian Central Bank was to induce banks to 
return to the pre-crisis level of credit by means of a considerable increase 
in the level of liquidity of the banking sector as a whole.

This policy could have been successful in increasing the aggregate 
level of liquidity of the banking sector if it was carried out in conunc-
tion with a major reduction in the level of short-term interest rates. 
As is well known to any undergraduate student of monetary economics, 
for the banking sector as a whole, banking reserves can only increase 
if the central bank decides to increase its balance sheet, buying foreign 
currency or bonds from the private sector (Carvalho et al, 2000). When 
the central bank buys bonds in the secondary market (or foreign currency 
in the spot market), it increases the monetary base, which allows banks 
to expand their credit operations due to its effects over the level of banking 

Figure 11.4 Evolution of banking spread – general (% p.y)
Source: Central Bank of Brazil.
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reserves. However, the side effect of an increase in the monetary base is 
a reduction in the level of short-term interest rate.

From this reasoning we can conclude that for the central bank to 
increase the level of liquidity of the banking sector as a whole, what is 
necessary is not a reduction in reserve requirements, but an increase in 
the monetary base, which demands a reduction in the short-term 
interest rate. However, the Brazilian Central Bank refused to reduce 
short-term interest rates until January 2009, three months after the 
arrival of the world financial crisis in Brazil! This ignorance of an 
elementary principle of monetary economics by the Brazilian Central 
Bank resulted not only in the ineffectiveness of the reduction of reserve 
requirements as an attempt to restore the level of liquidity of Brazilian 
banks, but also to a destruction of liquidity. In fact, the total amount of 
banking reserves (including reserve requirement in the Central Bank) 
was R$157.294 thousand in September 2008. The following month, 
the level of total reserves had been reduced to R$137.057 thousand – 
that is, a fall of 12.86 per cent in just one month. The liquidity of the 
banking sector as a whole was reduced dramatically in a very short 
period of time.

The liquidity reduction of the Brazilian banking sector was the conse-
quence of the realisation of non-sterilised interventions of the Central 
Bank by means of selling of international reserves in the exchange rate 
market after October 2008 (see Figure 11.5). It is well known that every 
time that the monetary authority sells foreign currency in the spot market, 
it produces a contraction of the monetary base. To avoid this effect, 
the Central Bank must buy bonds from the private sector in order to 
sterilise the contraction of the monetary base. The problem is that the 
Brazilian Central Bank has not carried out this second operation to 
the required magnitude to avoid a contraction of the monetary base, 
since banking reserves showed a clear reduction in the period between 
October 2008 and January 2009, as was shown in the figures below.

In the context of a huge decrease in the liquidity of the banking 
sector as a whole how could banks be expected to increase their credit 
operations to its pre-crisis levels? The reaction of Brazilian banks to 
the change in the liquidity conditions were precisely what could be 
expected based on elementary principles of monetary economics; that 
is, the contraction of banking credit.

The credit crunch, together with the negative effect of a tight monetary 
policy on the expectations of entrepreneurs and households, had cata-
strophic effects on the time path of industrial production. As can be seen 
in Figure 11.7, industrial output showed a contraction of 2 per cent in 
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Figure 11.5 Evolution of international reserves
Source: Central Bank of Brazil.
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Figure 11.6 Percentage change (p.m) of reserve requirements and banking 
reserves in Brazil (2008.01–2009.01)
Source: Central Bank of Brazil.
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250 Assessing the Global Impact of the Crisis

October, 7 per cent in November and more than 12 per cent in December 
compared to the same period in 2007.

Although these data had only been published in January 2009, the 
Brazilian Central Bank surely had a previous knowledge of them before 
the final meeting of the Monetary Policy Committee (COPOM) of 
2008, which was held in the first days of December. However, instead 
of beginning a huge reduction of the short-term interest rate in order 
to minimise the effects of the financial crisis on the Brazilian economy 
in 2009, COPOM had decided to hold interest rate constant at 13.75 
per cent per year, based on the argument that there were still some risks 
of inflation acceleration due to the pass-though effect of exchange rate 
devaluation over domestic prices. This was the third error committed by 
the Brazilian Central Bank. Since October 2008, inflation expectations 
collected by the Central Bank in Boletim Focus had been continuously 
revised downwards. At the beginning of 2009, all of the data showed that 
the actual inflation rate could be lower than the target of 4.5 per cent per 
year pursued by the monetary authority. In fact, the actual inflation rate 
recorded for 2009 was 4.3 per cent.

In the first meeting of COPOM in 2009, the Central Bank of Brazil 
had finally decided to reduce the level of short-term interest rate by 
one percentage point. The magnitude of this reduction, rare in the 
recent history of monetary policy in Brazil, was a clear recognition of 

Figure 11.7 Percentage change of industrial output (compared to the same 
month in 2007)
Source: IPEADATA.
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the Brazilian Central Bank of the errors it had committed in terms of the 
operation of monetary policy in the last quarter of 2008. It was signi-
ficant that a few days before the bankruptcy of Lehman Brothers, the 
Central Bank of Brazil had increased the short-term interest rate from 
13 per cent per year to 13.75 per cent per year. During that period, the fall 
in commodity prices (Figure 11.8), initiated two months before the 
bankruptcy of Lehman Brothers, showed that the effect of exchange rate 
devaluation over inflation will be less than zero, but the Brazilian Central 
Bank insisted on pursuing a route of monetary tightening. As a conse-
quence of the error committed in September, the Central Bank became 
morally incapable of reducing the short-term interest rates in its meetings 
held in October and December. The persistence of this error meant that 
the short-term interest rate was kept at an extremely high level given 
the context of a liquidity crisis, the credit crunch and a contraction of 
output throughout the world.

The evaluation errors about the effects of the crisis on the Brazilian 
economy by the Central Bank were caused, however, by the excessive 
rigidity of the Inflation Targeting Regime in Brazil. This excessive rigidity 
is shown clearly by the fact that the Brazilian Central Bank behaves in 
an asymmetric way in relation to the risks of target loss and the fall in 
the level of output. In December, or even October, the balancing of risks 
between inflation and recession showed clearly that the risk of output 

Figure 11.8 Evolution of the international prices of five commodities (2007/ 
12–2008/12)
Source: IPEADATA.
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252 Assessing the Global Impact of the Crisis

contraction was much higher than the risk of missing its inflation target. 
So the Central Bank could have reduced the short-term interest rate in 
the October meeting of COPOM. Instead, the Central Bank adopted a 
strategy of ‘wait and see’, delaying for new information about the fall of 
output before deciding to reduce the interest rate. However, a ‘wait to 
see’ strategy is not only a good policy for inflation control, but also for 
output stabilisation, which is an element of objective function of policy-
maker, even under an ITR.3 The monetary authority must anticipate 
movements of inflation and output in order to minimise the volatility 
of the short-term interest rate and increase the welfare of society.4 In the 
case of Brazil, the Central Bank, however, always acts promptly in order 
to avoid the risk of output loss, but chooses to ‘wait and see’ if output 
would fall or not. This shows an excessive rigidity of ITR in Brazil, a 
rigidity that is demonstrated by the low level of attention given to the 
effects of monetary policy on the levels of economic activity.

4 Why is the Brazilian Central Bank so conservative
in its conduct of monetary policy?5

In the final section of this chapter we argue that the Brazilian Central 
Bank appears to be excessively concerned about the rate of inflation, 
which caused an excessive delay in the loosening of monetary policy 
in the context of the global financial crisis. We will now argue that 
empirical evidence points out that the Brazilian Central Bank utilises 
the short-term interest rate as a tool against inflationary pressures 
originating, finally, from cost pressures that derive from changes in 
the nominal exchange rate. Our estimation of the reaction function 
of the Central Bank, while exhibiting this pattern of behaviour of the 
monetary authority, also highlights the existence of a high degree of 
aversion to inflation, something that further increases the level of interest 
rate required to ensure the convergence of inflation to its long-run 
target values.

To support such an interpretation, we will now estimate the relevance 
of the exchange rate in the reaction function of the Central Bank, using 
an Autoregressive Vector (VAR) model. To do this we have to identify 
the causality relation between the principal variables that are used to 
determine the interest rate. These variables will be: interest rate (Selic) 
set by the Central Bank; the Extended Consumer Price Index (IPCA), 
calculated by the Brazilian Institute of Geography and Statistics (IBGE); 
the exchange rate Real/US Dollar as results from Institute of Applied 
Economics (IPEADATA); the inflation expectations that are monitored 
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in the Boletim Focus of the Central Bank; finally, the monthly value of 
the degree of capacity utilisation from IPEADATA.

With this we will be able to estimate the dynamics of the deter-
mination of the Selic rate in the period July 2001 to April 2008, trying 
in particular to quantify the relevance of exchange rate for monetary 
policy. Our choice of time period was determined by the aim of discarding 
the earlier two years of the inflation targeting regime, and analysing the 
behaviour during a time interval characterised by an already consoli-
dated regime with monetary anchor.

4.1 The estimation of the dynamics of determination of the 
Selic rate

The VAR methodology used hereafter is also utilised by the Central Bank 
to estimate the expectations of IPCA and industrial production. It can 
also be used to support decision making in monetary policy.6

First, tests for stationarity of the time series were applied, taking into 
account the degree of integration, the lagged structure of the series 
and the specification of the intercept and trend, to avoid problems 
of spurious results leading to incorrect interpretations. The ADF test 
was once again implemented, as it permits to incorporate extra lagged 
terms of the dependent variable as a way to eliminate autocorrelation 
in residuals.

Based on the econometrics tests, certain inferences can be made about 
the dynamic interaction between variables. The diagram of causality 
between variables, reported below, is instructive as it synthesises all 
significant relations derived with Granger causality test.7

Its analysis yields the following results. The Selic is caused by the 
exchange rate variable, IPCA and the inflation expectations; the IPCA 
by inflation expectations and exchange rate; expectations on their turn are 
caused by the exchange rate and this latter is exogenously determined. 
Finally, the level of capacity utilisation is caused by the IPCA, expectations 
and SELIC. Figure 11.9 shows such relationships.

From Figure 11.9 we see that the exchange rate causes the Selic, 
both directly, and indirectly through expectations and IPCA. Through 
its impact on the Selic, the rate of exchange also causes the level of 
capacity utilisation. In fact, the exchange rate is treated here as an 
exogenous variable, being the principal determinant of all other variables. 
This is further confirmed by the test for endogeneity. As can be readily 
ascertained, the level of capacity utilisation, the Selic, the IPCA, 
and expectations, follow, in this order, the exchange rate in terms of 
increasing degrees of exogeneity.8
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254 Assessing the Global Impact of the Crisis

On the other hand, from the decomposition of variance, the impact 
of the Selic rate onto the IPCA and the utilisation level of productive 
capacity, is considerably modest. This seems to imply the necessity of 
resorting to ‘overdosing’ interest rates in order to attempt at curbing 
aggregate demand and to control inflation pressures.

From the variance decomposition it can be ascertained that, with a 
6-month lag, approximately 47.51 per cent of the changes in expecta-
tions taking place are due to movements in the exchange rate. In the 
same way, a change in the rate of exchange and inflation expectations 
explains, with a 5- and 2-month lag, 37.7 per cent and 37.54 per cent, 
respectively, of the change in IPCA. Moreover, with a 12-month lag, 
about 22.6 per cent of the change in the SELIC rate can be explained 
by the change in the exchange rate. Finally, with a 12-month lag, some 
11.81 per cent of the change in the capacity utilisation rate can be 
explained by a change in the Selic.

5 Derivatives and financial fragility: how to regulate?

The difficulties in monitoring the financial risks are especially 
important in the case of a derivative contract for a variety of reasons. 
One important reason occurs when the monitoring process is not well 
designed and the principal is set in an advantageous position to speculate 
in the market. ‘Whenever outside principals cannot fully monitor, an agent 
may find it optimal to speculate’ (Dow and Gorton, 1994).

This question shows clearly the existence of a dilemma. On the one 
hand, derivatives are an important instrument for protection and risk 
transfer; but, on the other hand, its widespread use could generate severe 
financial crises as the Brazilian experience with exchange-rate derivatives 
had shown. Moreover, as a result of its amplitude and capacity to penetrate 
in the entire economic system, local problems such as those exhibited in 

Figure 11.9 Causality diagram
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the subprime market in the United States could spread across the entire 
economy, generating catastrophic effects over the real sector, despite the 
comparatively small magnitude of this parti cular market.

Another problem relates to Basel II. When a crisis occurs, asset values 
fall and banks are obliged to allocate more capital to cover the down-
grading of their assets, generating a vicious cycle of credit contraction 
and liquidity destruction. In other words, Basel II established a pro-
cyclical capital allocation. At the exact moment that more liquidity 
is required to re-establish the working of the financial system, capital 
requirements restrict banks’ credit operations.

To solve this dilemma, two policiy measures are required. The first is 
to separate bonds and titles that banks hold in portfolio for speculative 
reasons from the ones that they hold until maturity. The first ones must 
be registered in the balance sheet of banks by their market value and 
the others must be registered by their cost of acquisition. In addition, 
the weighting factors must be anti-cyclical. In boom periods, more capital 
will be required by banks, reducing liquidity levels and increasing the 
buffer stock of capital of the banking system. This procedure has 
the additional advantage of reducing banks’ incentives to ‘clean up’ 
their balance sheets by means of securitisation, since higher weights 
reduce the profits that can be obtained from that kind of financial opera-
tion. During a crisis, however, the buffer stock of liquidity is liberated in 
order to allow banks to increase their credit operations, increasing the 
liquidity of the economic system as a whole. Obviously the operation 
of a system such as this will require expertise on the part of the monetary 
authorities and a ‘learning-by-doing’ process, as occurred with the setting 
of short-term interest rates.

6 A proposal for a more flexible monetary policy
in Brazil

Interest rate policy can be an efficient instrument for controlling 
demand inflation, but it is certainly not efficient to control inflation 
caused by supply shocks. For this reason, the Brazilian Central Bank 
must react through interest rate changes only to inflation pressure 
caused by situations of excess demand. This objective could be accom-
plished through the use of inflation rate measurement by means of an 
inflation index that excludes those products that are more sensitive to 
supply shocks, such as food and energy. This means the selection of a 
core inflation index instead of a headline inflation index as the measure 
of inflation to be targeted.
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Furthermore, the Brazilian Central Bank should react only to situations 
of permanent excess demand. A temporary excess demand, resulting 
from a high rate of growth of effective demand that induce an increase 
in investment, must be accommodated by monetary authorities 
through a more passive monetary policy. In order for the Central Bank 
to improve the chances for economic growth, interest rate increases 
must be considered only in situations of excess demand that are not 
followed by an increase in the rate of capital accumulation. So, if invest-
ment expenditures are increasing at a higher rate than the overall level 
of aggregate demand, then, ceteris paribus, capacity output growth will 
be increasing in the medium term, signalling the temporary nature of 
a situation of excess demand. Under such conditions, a larger horizon 
of convergence (more than one year) to the inflation target is desirable 
in order to smooth the effects of temporary demand shocks over the 
measured rate of inflation.

Some empirical studies, for instance Sarel (1996), show the existence 
of a minimum inflation rate below which the growth rate is reduced. 
The reason for that is the nominal wage rigidity that prevails in labour 
markets. As we have stressed already, according to Tobin (1972) when 
there is downward nominal wage rigidity, inflation can help grease 
the wheels of labour market adjustment by facilitating relative wage 
and price adjustment in sectors with substantial unemployment. So, a 
positive, although small rate of inflation is necessary for the achieve-
ment of robust economic growth. Padilha (2007), using a sample of 
55 developed and underdeveloped countries in the period 1990–2004, 
replicated the methodology used by Sarel (1996) for a larger time span 
and showed that for emerging countries the minimum rate of inflation 
is 5.1 per cent per year and for the developed countries it is around 2.1 
per cent per year. The difference between the minimum level of infla-
tion in emerging and developed countries is the result of the fact that 
a higher rate of output growth in the former generates a higher rate 
of increase of prices of non-tradable goods relative to the observed in 
developed countries. This means that in order for emerging countries 
to have the same rate of inflation as developed countries, the rate of 
increase of prices of tradable goods has to be higher in the latter. This 
requires a nominal exchange rate appreciation of emerging countries’ 
currency relative to developed countries’ currency, which can be done 
only by means of a tight monetary policy which has harmful effects over 
investment and growth. Based on this reasoning we can state that the 
catching-up of emerging countries to developed countries demands, 
among other things, different target levels of inflation. For Brazil, this 
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means that long-run inflation target can not be lower than 5 per cent 
per year.

As we have seen in section 4, the devaluation of the exchange rate 
is one of the main sources of cost-push inflation in Brazil. Empirical 
works show that interest rates have been one of the instruments used to 
deal with exchange rate movements, as they affect the capital account 
and thereby affect the real and nominal exchange rate. For this reason 
economic authorities should have a more active role in relation to the 
exchange rate, avoiding its volatility and seeking somehow to affect its 
long-term trajectory (for instance, avoiding excessive depreciation or 
appreciation).

One possibility is the use of official intervention in the foreign 
exchange market, which may exert a direct influence on the nominal 
exchange rate as it alters the relative supply of domestic and foreign 
currency assets. On the one hand, the countries’ ability to resist currency 
depreciation is limited by its stock of foreign exchange reserves and 
its access to potential credit lines. Reserve accumulation can be seen 
as an insurance against future negative shocks and speculation against 
domestic currency, as emerging economies like Brazil have limited 
access to the international capital market. On other hand, the ability 
to avoid currency appreciation may require the use of sterilised inter-
vention. The increased monetary reserves can place downward pressure 
on the short-term interest rate in case of no-sterilised intervention, so 
that bank credit would tend to expand and inflationary pressures would 
eventually arise. However, if central banks have a target for the short-
term rate, then they would attempt to offset increases in bank reserves 
selling domestic assets or issuing their own securities, an operation 
known as sterilised intervention (Mohanty and Turner, 2006).

Another possibility to help the management of the exchange rate 
regime (that is, not excluding official intervention) in Brazil is the use 
of ‘capital management techniques’ which include ‘capital controls’, 
that is norms that manage volume, composition, the allocation of inter-
national private capital flows, and/or ‘prudential domestic financial 
regulations’, that refer to policies, such as capital-adequacy standards, 
reporting requirements, or restrictions on the ability and terms under 
which domestic financial institutions can provide funding to certain types 
of projects (Epstein et al. 2003: 6–7). Prudential controls can include: 
(i) limiting the opportunities for residents to borrow in foreign currency 
and to monitor them when they do, and (ii) keeping very tight constraints 
on banks’ ability to have open foreign exchange positions or indirect 
exposure through foreign exchange loans.
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For economies that are operating domestic interest rates higher 
than offshore interest rates, such as Brazil, reserve requirements on 
capital inflows can be used as a complementary tool for monetary 
and exchange rate policies. For countries where domestic interest rates 
are lower than offshore interest rates – as has been the case in China, 
Malaysia and South Korea since the end of the 1990s – there is no need 
for capital controls on inflows as there are no arbitrage gains involved.

7 Final remarks

This chapter showed that a Minskian crisis had occurred in Brazil in the 
last quarter of 2008 as a result of the widespread existence of exchange-
rate derivatives among Brazilian companies. These financial instru-
ments increased the financial fragility of the private sector in Brazil 
since it increased the potential losses from a sudden depreciation in the 
exchange rate, what finally happened between September and October 
of 2008. In addition to the financial fragility caused by derivatives, the 
magnitude of the crisis was severely aggravated by the unjustifiable 
delay of the Brazilian Central Bank in loosening monetary policy in the 
context of a catastrophic fall in industrial output. Indeed, the monetary 
authorities in Brazil only began to reduce short-term interest rates in 
January 2009, three months after the bankruptcy of Lehman Brothers. 
But at that time, the reduction was too little and too late. Those events 
highlight the importance of a better regulation of exchange-rate deriva-
tives and a reform of the Inflation Targeting Regime in Brazil in order 
to avoid another financial crisis in Brazil.

Notes

1. Brazilian interbank interest rate.
2. Many Brazilian companies showed significant losses due to foreign exchange 

derivative transactions in 2008, among them: Sadia annual losses of R$2.48 
billion; Aracruz annual losses of R$4.20 billion. CSN, despite not having regis-
tered losses, lost US$1.3 billion in a single derivative operation that has reduced 
its profit by 94 per cent to R$40 million. Another group of companies that suf-
fered severe losses were the alcohol plants, reaching a record R$4 billion. For 
more details, see Aracruz (2009), Sadia (2008) and Financial Web (2008).

3. See Blinder (1999).
4. See Gali (2008).
5. This section relies largely on Oreiro et al. (2007).
6. As is the case with the Relatórios de Inflação (Inflation Reports) by the BCB.
7. The ADF test shows that all variables being considered are first difference 

stationary. With the exceptions of expectations and the exchange rate, showing a 
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lag of 3 and 2 periods, respectively, all other variables have a 1-lag as the best 
lag structure, according to Schwarz criterion. The best phase structure for the 
model as a whole has 2 lags, as for the time period the LM test (the Lagrange 
Multiplier Test) does not show significance in terms of serial correlation of 
residuals. With that lag structure, we applied the Granger causality test, esti-
mated the error variance decomposition and the order of endogeneity of the 
variables by means of the VAR Pairwise Granger Causality. Finally, with the view 
of checking for the existence of a long run relationship between variables, 
Johansen cointegration test was applied, from which at least two cointegration 
vectors at a 5 per cent significance level were identified.

8. VAR Pairwise Granger Causality/Block Exogeneity Wald Tests.
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Brazil – continued
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