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Foreword

“The problems of all of humanity can
only be solved by all of humanity.”

—Swiss author Friedrich Dürrenmatt

Global interdependence has become an undeniable reality.
Mass media and technology have increased worldwide

access to information and created a society of global citizens.
Understanding and navigating this global community is a
challenge, requiring a high degree of information literacy and
a new level of learning sophistication.

Building on the success of its flagship series, Opposing
Viewpoints, Greenhaven Press has created the Global View-
points series to examine a broad range of current, often con-
troversial topics of worldwide importance from a variety of
international perspectives. Providing students and other read-
ers with the information they need to explore global connec-
tions and think critically about worldwide implications, each
Global Viewpoints volume offers a panoramic view of a topic
of widespread significance.

Drugs, famine, immigration—a broad, international treat-
ment is essential to do justice to social, environmental, health,
and political issues such as these. Junior high, high school,
and early college students, as well as general readers, can all
use Global Viewpoints anthologies to discern the complexities
relating to each issue. Readers will be able to examine unique
national perspectives while, at the same time, appreciating the
interconnectedness that global priorities bring to all nations
and cultures.

Material in each volume is selected from a diverse range of
sources, including journals, magazines, newspapers, nonfiction
books, speeches, government documents, pamphlets, organiza-
tion newsletters, and position papers. Global Viewpoints is
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truly global, with material drawn primarily from international

sources available in English and secondarily from U.S. sources

with extensive international coverage.

Features of each volume in the Global Viewpoints series in-

clude:

• An annotated table of contents that provides a brief

summary of each essay in the volume, including the

name of the country or area covered in the essay.

• An introduction specific to the volume topic.

• A world map to help readers locate the countries or
areas covered in the essays.

• For each viewpoint, an introduction that contains

notes about the author and source of the viewpoint

explains why material from the specific country is being

presented, summarizes the main points of the view-

point, and offers three guided reading questions to aid

in understanding and comprehension.

• For further discussion questions that promote critical

thinking by asking the reader to compare and contrast

aspects of the viewpoints or draw conclusions about

perspectives and arguments.

• A worldwide list of organizations to contact for read-

ers seeking additional information.

• A periodical bibliography for each chapter and a bib-
liography of books on the volume topic to aid in fur-
ther research.

• A comprehensive subject index to offer access to
people, places, events, and subjects cited in the text,
with the countries covered in the viewpoints high-
lighted.

The Global Financial Crisis

14



Global Viewpoints is designed for a broad spectrum of
readers who want to learn more about current events, history,
political science, government, international relations, econom-
ics, environmental science, world cultures, and sociology—
students doing research for class assignments or debates, teach-
ers and faculty seeking to supplement course materials, and
others wanting to understand current issues better. By pre-
senting how people in various countries perceive the root
causes, current consequences, and proposed solutions to
worldwide challenges, Global Viewpoints volumes offer readers
opportunities to enhance their global awareness and their
knowledge of cultures worldwide.
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Introduction

“The U.S. economy, once the envy of the
world, is now viewed across the globe
with suspicion. America has become
shackled by an immovable mountain of
debt that endangers its prosperity and
threatens to bring the rest of the world
economy crashing down with it.”

—Hamid Varzi,
International Herald Tribune, 2007

From 2008–2009, the world experienced what the Interna-
tional Monetary Fund (IMF) in its 2009 World Economic

Outlook called “by far the deepest global recession since the
Great Depression.” This economic downturn was sparked by a
global financial crisis.

The crisis originated in the United States. During the
2000s, Americans began to invest heavily in houses. As more
and more people purchased houses with borrowed money, the
prices of houses rose and rose. This trend was partially fueled
by low interest rates, which made it cheaper to borrow money.
Thus, Dean Baker, writing in Real-World Economics Review in
2008, noted that “extraordinarily low interest rates accelerated
the run-up in house prices.”

Price inflation of this sort is often referred to as a “bubble.”
William Watson, writing in the Gazette in 2006, said that “A
bubble . . . is a run-up in prices going beyond anything that
reasonable economic calculation can justify.” Watson added
that “when enough people do finally recover their senses . . .
[the] bubble bursts.” This is what happened in the United
States in 2007, and by the end of the year, the bubble had col-
lapsed, and housing prices had dropped more than 15 per-
cent.
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During the bubble, banks had often lent money to people
who were bad credit risks; these loans are known as subprime
mortgages. The banks figured that as long as housing prices
went up, they would always be able to recover their money,
because even if a creditor defaulted, the house itself could al-
ways be sold for a profit. Based on this theory, banks repack-
aged and sold these mortgages as investments, or mortgage-
based securities. Thus, an investor could buy a bunch of
mortgages (or a small piece of a bunch of mortgages) which
were guaranteed to pay back a certain return.

The banks were so sure that these mortgage-based securi-
ties would always pay that they even sold insurance on the in-
vestments. These insurance contracts were called credit default
swaps. A credit default swap (CDS) means an investor in
mortgage-based securities would pay a certain amount of
money to the bank on a regular basis as long as the securities
made money. If the securities ever stopped making money,
though, the bank would have to pay the investor a large sum.
CDSs were very popular because they made investors feel
safer, and banks were certain they would never have to pay on
them; investments would never default because housing prices
would go up forever, or so they believed. As a result, as Janet
Morrissey reported in TIME in 2009, “The CDS market ex-
ploded over the past decade to more than $45 trillion in
mid-2007. . . . This is roughly twice the size of the U.S. stock
market.”

When the bubble burst and housing prices did start to go
down, banks found themselves in a precarious position. Much
of the banks’ money was invested in mortgages that were now
shown to be bad debts. To make matters worse, the banks had
in many cases promised to pay other investors through credit
default swaps if these loans went bad. The resulting strain
caused a series of catastrophic failures of large banks in the
United States. Bear Stearns, a large investment bank, first
noted publicly that it was having trouble because of subprime

17
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loans in July 2007. On September 7, 2008, Fannie Mae (Federal
National Mortgage Association) and Freddie Mac (Federal
Home Loan Mortgage Corporation), the two largest mortgage
lenders in the United States, had to be bailed out by the U.S.
government. On September 15, 2008, Lehman Brothers, an-
other large bank, declared bankruptcy. In the following weeks,
Washington Mutual also collapsed. The U.S. government also
stepped in to save the nation’s largest insurance company,
AIG. The rescue package was $85 billion.

The banking crisis was not confined to the United States.
In the first place, other nations had their own housing bubbles.
Even more important, banks and investors around the world
had placed money in U.S. mortgages. As Jim Haughey wrote
on the blog Market Insights, “Foreign investors were net buy-
ers of about $20 billion a month of agency bonds throughout
the 2004–05 housing boom and through mid-2008.” Thus,
foreign banks faced many of the same problems U.S. banks
did when the U.S. housing bubble burst. As a result, in Octo-
ber 2007, the German government was forced to spend $50
billion to prop up the bank Hypo Real Estate. Around the
same time, Iceland nationalized, or imposed government con-
trol of, the country’s second largest bank. In February 2008,
the British government also had to nationalize one of its ma-
jor banks. The problem was not solely confined to Europe. In-
vestors in Asia, especially in China, also held many U.S. assets.

The bank crisis has had a major impact on the world
economy. Stock markets worldwide plunged; the U.S. Dow
Jones average dropped to its lowest level since 1997. Britain’s
stock market was down by more than 5 percent at one point,
while Japan’s stock market fell by almost 4 percent.

Another impact of the financial storm has been a liquidity
crisis. Liquidity is the ability to raise cash quickly. Many busi-
nesses rely on short-term borrowing to meet payroll or other
obligations. But, as Chris Arnold noted in an October 2008
story for National Public Radio (NPR), “banks are already

The Global Financial Crisis
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short of cash because of losses in the housing bust, so they’re
a lot less willing to lend money to everybody else.” Without li-
quidity, many businesses can’t function.

As businesses fail, unemployment rises and the economy
spirals into a recession. This has had a devastating effect
worldwide. The International Monetary Fund and the World
Bank released a joint statement in April 2009 calling the reces-
sion “a human and development calamity” which “has already
driven more than 50 million people into extreme poverty.”
The International Labour Organization predicted that 20 mil-
lion jobs would be lost by the end of 2009. Increases in pov-
erty and unemployment have also resulted in angry protests
from Iceland to France to China. Jack Ewing, writing in Busi-
ness Week in March 2009, noted that “global political instabil-
ity is rising fast.” Governments have responded in various
ways to the crisis. As noted, some have bailed out or national-
ized failing banks. Many nations have also put together stimu-
lus packages to jump start the economy and create jobs. China
announced a $586 billion stimulus plan in November 2008.
The United States passed a $780 billion stimulus in February
2009; in the same month Germany passed a $63 billion pack-
age and Australia a $27 billion one.

In March 2009, Vikas Bajaj reported in the New York Times
that the economy was turning around, or as he put it, “there
was a sense among some economists and Wall Street analysts
that if the bottom was not touched, perhaps the freefall was at
least slowing.” Stock markets seemed to be ticking upwards,
and some banks were reporting profits again. Few are willing
to predict whether the recovery will last or what the long term
effects of the economic crisis will be. Global Viewpoints: The
Global Financial Crisis addresses the causes of the crisis, the
effects on wealthy and developing nations, and recommenda-
tions for the future.
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CHAPTER1

Causes of the Global
Financial Crisis
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China and Russia Blame
U.S. Policies for the Crisis
Jenny Booth

Jenny Booth has written articles for the Times of London and
the Sunday Times. In this viewpoint, she reports that the leaders
of China and Russia accused America of creating the economic
crisis through greedy pursuit of profit, low savings rates, high
consumption, and poor regulations. Booth asserts that China
and Russia have suffered in the financial crisis, and there has
been a lack of cooperation among these two powers and the
United States to get the interdependent economy back on track.

As you read, consider the following questions:

1. Who are the premiers of China and Russia?

2. According to Vladimir Putin, how long did it take in-
vestment banks to post losses exceeding the profits that
they made in the last 25 years?

3. According to the International Monetary Fund, what is
China’s predicted growth rate for 2009?

The premiers of China and Russia accused America of
sparking the economic crisis as the Davos [Switzerland]

political and business summit made a gloomy start.
Wen Jiabao and Vladimir Putin [the premiers of China

and Russia, respectively] both blamed “capitalist excesses” for

Jenny Booth, “China and Russia Blame US for Financial Crisis,” Times Online, January
29, 2009. Copyright © 2009 Times Newspapers Ltd. Reproduced by permission.

1Viewpoint
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the global downturn, as one followed the other to the podium
at the opening of the World Economic Forum last night [Janu-
ary 2009].

American Policies Were Reckless
The Chinese premier began with a speech asserting that the
worst recession since the Great Depression had been caused
by blind pursuit of profit.

In a thinly veiled attack on America, Mr. Wen blamed “in-
appropriate macroeconomic policies of some economies” and
“prolonged low savings and high consumption”.

The Chinese premier began with a speech asserting that
the worst recession since the Great Depression had been
caused by blind pursuit of profit.

He blasted the “excessive expansion of financial institu-
tions in blind pursuit of profit and the lack of self-discipline
among financial institutions and ratings agencies”, while the
“failure” of regulators had allowed the spread of toxic deriva-
tives.

23
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The Chinese leader called for faster reform of interna-
tional financial institutions and for a “new world order” for
the economy.

Mr. Putin, the Russian premier, following him to the po-
dium, accused bankers, regulators and politicians of turning a
blind eye to the “perfect storm” that was building before their
eyes.

“This pyramid of expectations would have collapsed
sooner or later. In fact it is happening right before our eyes,”
said Mr. Putin.

“Although the crisis was simply hanging in the air, the ma-
jority strove to get their share of the pie, be it one dollar or
one billion, and did not want to notice the rising wave.”

Mr. Putin said that he would not criticise the United States,
but then added: “I just want to remind you that just a year
ago, American delegates speaking from this rostrum empha-
sised the US economy’s fundamental stability and its cloudless
prospects.”

Condoleezza Rice, when US secretary of state, gave a
speech in Davos last year [2008] saying the US economy was
safe.

Mr. Putin went on: “Today investment banks, the pride of
Wall Street, have virtually ceased to exist. In just 12 months
they have posted losses exceeding the profits they made in the
last 25 years. This example alone reflects the real situation
better than any criticism.

“The existing financial system has failed. Sub-standard
regulation has contributed to the crisis, failing to duly heed
tremendous risks.”

Cooperation Is Necessary
Mr. Wen said that the crisis had posed “severe challenges” for
China, which has pursued a mirror image policy of investing
heavily in the United States and buying up US debt, just as
America was plunging deeper and deeper into the red.

The Global Financial Crisis
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The effects of the downturn have hit Chinese jobs and
overseas markets, causing some social unrest. Four million mi-
grant Chinese workers have so far been thrown out of work.

Mr. Wen said that China now needed 8 percent growth in
2009 to maintain social stability, while the International Mon-
etary Fund predicted 6.7 percent for this year.

Both Mr. Wen and Mr. Putin called for greater coopera-
tion in international affairs from new US President Barack
Obama—conspicuous by his absence from Davos, as he battles
to get his $825 bn [billion] fiscal stimulus package through
Congress.

The prospects for cooperation between the US and China
have seemed to recede in recent days, after the new US Trea-
sury Secretary Timothy Geithner last week revealed that Mr.

Russia Is Drowning in Bad Debt

Russian banks’ bad loans will quadruple to $70 billion this
year [2009], deepening the country’s worst financial crisis
since the government’s 1998 debt default, a Bloomberg sur-
vey shows.

Non-performing loans will increase to 12.8 percent of
the 18.4 trillion rubles ($549 billion) owed by Russian com-
panies and individuals by the end of this year. . . .

The World Bank said last week that a “silent tsunami”
of bad debt threatens to stall a recovery in Russia, the
world’s largest energy-exporting economy. The government
may need to provide as much as $50 billion for bank bail-
outs.

Emma O’Brien and William Mauldin,
“Russia Bad Loans May Reach $70 Billion, Deepen Crisis,”

Bloomberg.com, April 9, 2009. www.bloomberg.com.
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Obama believes China has been manipulating its currency, de-
liberately refusing to allow it to rise in value against the dollar
in order to gain an edge in trade.

“In meeting the international financial crisis, it is impera-
tive for the two countries to enhance cooperation; that is my
message to the US administration,” Mr. Wen said.

Both the Chinese and Russian premiers also spoke out
against protectionism, and said that excessive government in-
tervention would harm recovery prospects.

Trevor Manuel, South Africa’s Finance Minister, described
wealthy nations as adopting a “lemming-like approach,
trying to get to the precipice without knowing what their
money would buy”.

[British prime minister] Gordon Brown, Chancellor An-
gela Merkel of Germany and the Japanese prime minister Taro
Aso—who have between them spent hundreds of billions of
dollars battling the crisis—were also among about 40 heads of
state or government who will speak this week.

There were plenty of other critics among the record atten-
dance at Davos of the bank recapitalisations and fiscal stimu-
lus packages that wealthy countries have put in place to
counter the crisis.

Trevor Manuel, South Africa’s Finance Minister, described
wealthy nations as adopting a “lemming-like approach, trying
to get to the precipice without knowing what their money
would buy”.

The economic turmoil has overshadowed efforts to high-
light other key issues at the conference, including climate
change, conflicts around the world and poverty alleviation
campaigns, but Ban Ki-moon, the UN [United Nations] Sec-
retary General, was due to speak about the Gaza conflict [in
which Israel launched a military campaign in the Gaza Strip
in December 2008–January 2009] in Davos today.

The Global Financial Crisis
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The Greed of Financial
Institutions Caused the Crisis
Oskari Juurikkala

Oskari Juurikkala is a Finnish economist and lawyer whose con-
sulting firm, Ansgar Economics, advises on macroeconomics and
investment strategies. He is the editor of Kultainfo.com, a finan-
cial Web site focusing on precious metals. In this viewpoint,
Juurikkala says that financial instruments called derivatives have
been used in unethical ways to fool regulators. He argues that
while regulations would help, a moral transformation and a re-
nunciation of greed is what is really needed.

As you read, consider the following questions:

1. According to Oskari Juurikkala, what are derivatives?

2. What act does Juurikkala explain was passed after Enron
to create a new layer of regulations?

3. According to Juurikkala, what really destroyed Enron?

“Greed is good,” insisted Gordon Gekko in the 1987 film
Wall Street. Most of us disagree. Recent events in the

mortgage lending industry prove us right.
The “subprime loan crisis” has been making headlines

since it began in August [2007]. It refers to the fact that a
relatively high percentage of mortgages offered to people with
significant probability of default have gone sour.

Oskari Juurikkala, “Greed Hurts: Causes of the Global Financial Crisis,” Acton Com-
mentary, January 16, 2008. Copyright © 2008 Acton Commentary. Reproduced by per-
mission.
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The moniker is a bit misleading, though. The crisis we are
witnessing starts from risky loan deals but will extend to all
varieties of credit and risk: consumer loans, credit cards, busi-
nesses, and so on. It is just about to heat up but the roots of
this crisis were laid years ago.

Derivatives Can Be Dangerous
It’s a credit crisis, but credit per se is not the problem. The
problem lies in how credit was traded from one hand to an-
other on an unprecedented scale. This was done through fi-
nancial innovations called derivatives.

Derivatives are contracts that allow companies to trade
risks that derive from some other underlying assets. For ex-
ample, a currency futures contract lets you . . . lock into a spe-
cific foreign exchange rate. It’s a sensible move if you trade
abroad and do not wish to carry the risk of a sudden change
in exchange rates.

Recent decades brought much trickier—and riskier—de-
rivatives, such as “over-the-counter credit default swaps
(CDS).” Sound complex? It is.

Derivatives could . . . be used to circumvent regulations
that protect investors and the public.

Credit derivatives permit lenders to transfer their credit
risks (mortgage defaults) to third parties, such as hedge funds.
Thus banks can do more business. In the 1990s and 2000s,
credit derivatives became a massive global gamble.

If used properly, derivatives are useful and ethically unob-
jectionable. They enable efficient risk allocation that benefits
all parties concerned. But their abuse is a nightmare. They be-
come a house of cards, built on greed.

Derivatives could, for instance, be used to circumvent
regulations that protect investors and the public. These stake-
holders lack the time or ability to track the risks taken by
companies, which is why financial institutions cannot freely
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invest in risky asset classes. But through derivatives, many in-
stitutions made complex speculative bets without regulators
catching on.

If it works, it pays off. Companies make abnormal profits
and managers take huge bonuses. If it doesn’t work, someone
else will usually pay the bill, such as investors and bank de-
positors.

Then there’s the Fed [Federal Reserve System], always keen
to save bankers by printing more money. The losers are the
unsuspecting working and middle classes, whose savings are
eroded by inflation. What to do?

How to Curtail Greed
One thing we need is better rules. True, we have lots of regu-
lations in financial markets. Some are so complex that most
professionals can’t follow them. Often they are equally un-
helpful.

Increasing Regulations on Risk Trading

One corner of the wild and wooly world of derivatives is
about to get a little tamer—and not a moment too soon for
those who fret over the rising cost of bailouts.

The banks that handle the bulk of the trading in credit
default swaps [CDS] . . . are adopting new trading and
settlement rules this week [April 2009] in a shift the indus-
try has labeled the ‘big bang.’. . .

The moves should eventually make it easier for regula-
tors to oversee the CDS market, whose rapid growth and
limited transparency have long been a source of acute anxi-
ety.

Daily Times,
“Banks Brace for Derivatives ‘Big Bang,’”

April 9, 2009. www.dailytimes.com.
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Derivatives are a case in point. After Enron [an American
energy company that went bankrupt amidst revelations of ac-
counting fraud in 2001], we got the Sarbanes-Oxley Act, which
costs fortunes to U.S.-listed companies. Despite this new layer
of regulation, abuses are rampant: massive off-balance sheet
items, shadowy over-the-counter deals, [financial contracts the
prices of which are not readily or publicly available] unrealis-
tic marking-to-model pricing [basing a price on a financial
model rather than on the actual market price], murky off-
shore special purpose entities (SPEs) [a limited company cre-
ated to shield a parent company from financial losses]. Risk-
hiding has become widespread, often with the explicit or tacit
approval of regulators.

We need simpler rules, ones that tackle the real issues. But
more than rules, we need personal conversion.

Remember Enron? “They broke the law,” people say. Well,
yes. They also abused financial derivatives, SPEs and a range
of other tricks to hide their excessive risks. But what really de-
stroyed Enron, and made it so dangerous, was its corporate
culture. It was infected with institutionalized greed.

The current situation is Enron writ large. We have more
derivatives, more leverage [borrowing money to invest], and
bigger losses. Wall Street is hardly superior when it comes to
generosity and detachment from worldly goods.

We need simpler rules, ones that tackle the real issues.
But more than rules, we need personal conversion.

The apostle Paul identified the issue 2,000 years ago: the
love of money is the root of all evils (1 Timothy 6: 10). He con-
curred with Jesus, who said, You cannot serve God and mam-
mon [wealth or greed personified] (Matthew 6: 24).

The goods of this world are good. But we have to pursue
them in the right order, guided by love of God and neighbor.
It applies to personal life and it applies to finance. Wisdom
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shuns greed. Prudence depends on the moral virtues, as Aris-
totle taught. Greed is like pride: it blinds.

2008 will be a tough year. We may witness the largest fi-
nancial crisis in history. We need to study the past to see how
we got here. But more than that, we must think about the fu-
ture.

In order to make finance safe for our children, we need
better laws and regulations. This is hard to accomplish, how-
ever, and it’s never enough. Unless people—at least most
people—are willing to do what is right because it is right, our
laws will be objects of mockery and abuse.

First we need a change of heart. Perhaps we’ll then get the
laws right too.
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“Boom Thinking” Caused
the Crisis
Robert J. Shiller

Robert J. Shiller is a professor of economics at Yale University
and an economics columnist for the New York Times. In the fol-
lowing viewpoint, Shiller says that the boom in mortgage lending
was fueled by a belief that housing prices would rise indefinitely.
Shiller calls this belief a “social contagion”—an epidemic of a
certain kind of thinking. Since people believe prices will go up,
they spend more money, pushing prices further up, and convinc-
ing others to spend. Regulators and experts also tend to be caught
up in the enthusiasm, creating a speculative bubble that can
have complicated and disastrous effects.

As you read, consider the following questions:

1. Between 1997 and 2005, how much did homeownership
rates in the United States increase, according to the U.S.
Census?

2. According to Robert J. Shiller, with whom did Alan
Greenspan have an overly strong ideological alignment?

3. What was the federal funds rate between mid-2003 and
mid-2004?
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The Weakness of Banking
Regulations Caused the Crisis
Vince Cable

Vince Cable, economic spokesman for the Liberal Democrats, is
the author of The Storm: The World Economic Crisis and
What It Means. In the following viewpoint, Cable discusses vari-
ous options that are available for fixing the banking industry in
the United Kingdom (UK). Certain UK banks are considered
“too big to fail” and they want to retain their investment bank-
ing wings, but these pose a great financial risk to the taxpayer;
therefore, the author favors either tighter government regulation
of them or less government protection for them. Cable suggests
that lack of regulation as well as the inability of regulators to
monitor financial activity effectively were failures of the banking
system revealed by the financial crisis. The author contends that
further regulation is necessary to protect the wider UK economy
from the financial risks undertaken by banks beyond the borders
of the UK and that legislators should not let complaints of sup-
pression of innovation and competitiveness lead them to give in
to the banks and so put the UK economy at risk.

As you read, consider the following questions:

1. According to Cable, what is the effect of political scan-
dal on the attitude of bankers in regard to the solution
of the financial crisis?

Vince Cable, “The Bankers Cannot Believe Their Luck: The Disgrace of the Political
Class Has Become Their Salvation. And Lax Regulation Has Left Taxpayers Vulnerable
to the Irresponsible Excesses of the Greedy Money Men. This Is What Must Now Be
Done ...,” New Statesman, vol. 138, no. 4955, June 29, 2009, pp. 22–25. Copyright ©
2009 New Statesman, Ltd. Reproduced by permission.
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2. According to Cable, what did the government in the UK
do to rescue the banks in the financial crisis?

3. According to Cable, who is leading the new regulatory
agenda that the author hopes will reduce or spread the
risk of large banks?

Until the drama over MPs’ expenses, workers in the finan-
cial services had been reeling from a succession of blows:

collapsing banks, nationalisations, frozen bonuses, job losses
and contemptuous, withering condemnation by the public
and by opinion-formers in the media, church pulpits and par-
liament. An optimistic scenario was one of slow rehabilitation
under a less permissive regime involving tougher regulation,
partial public ownership of banks and a diminished, chas-
tened City.

Now the bankers can’t believe their luck. A couple of days
after the first revelations in the Daily Telegraph, the headline
in the City’s free newspaper City AM was a shout of orgasmic
release: “Now THEY can’t lecture US.” It said it all. Collapse of
moral authority and politicians’ will. Back to business as usual.

The dangers of drift were highlighted in the speech given
at Mansion House on 17 June by Mervyn King, governor of
the Bank of England. He publicly expressed discomfort at the
idea of banks that are “too big to fail”: he has concluded that
such banks are simply too big. But the government is reluc-
tant to tackle these banks, as the conduct of Lord Myners and
the institutionalised passivity of UK Financial Investments Ltd
(UKFI)—the Treasury-backed bank shareholder body—indi-
cates. Instead, there seems to be a yearning to disengage gov-
ernment from the financial sector as quickly as possible. Po-
litical developments have made that disengagement easier to
achieve, now that parliamentarians, including members of the
Treasury select committee, have been collectively discredited,
and power within the Labour government has shifted from a
wounded Prime Minister to a revitalised Chancellor articulat-
ing the Treasury line.
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It is deeply worrying that some of the most important
policy questions for a generation are now being decided by
default and in a political vacuum. How can a semi-nationalised
banking system best serve the different but overlapping inter-
ests of UK bank borrowers, depositors and taxpayers, as well
as private shareholders and bank executives? How should the
systemic risks of banking—and the City generally—be man-
aged through regulation, in order to safeguard the wider UK
economy? Most important, is it actually possible for the UK
to play host to a major financial service sector?

The bankers’ view is that UK politicians need to get off
their backs as quickly as possible and get the banks back
into the private sector. . . .

The response to all these questions is a lazy, uncritical,
self-serving one: that, bar a few regulatory tweaks that will
need to be made, the previous regime was essentially fine. The
bankers’ view is that UK politicians need to get off their backs
as quickly as possible and get the banks back into the private
sector; to reverse “penal” (ie, 50 per cent) marginal tax rates;
and to stop the European Commission, or more self-confident
UK regulators, from “undermining the City’s competitiveness”.
These arguments are winning. Indeed, there is a danger that
the counter-revolution could soon become a rout.

Yet it is only a matter of months since half of the British
banking system collapsed and had to be rescued by the state
. . . through total or partial nationalisation. Thanks to that in-
tervention, the banks have stabilised (if nothing more). Sev-
eral small banks are now fully nationalised; RBS and the Lloyds
Banking Group are partly nationalised; the two remaining glo-
bal banks (HSBC and Barclays), along with the remainder of
the sector, depend on a variety of implicit or explicit guaran-
tees.
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How we got to that point has been discussed elsewhere
(including in my book The Storm): I am now concerned with
the future. There is a bifurcation of paths opening up. One
route builds on the experience of recent bank crises in Scandi-
navia, Israel, Korea and elsewhere, including the US, whose
so-called Resolution Trust model helped to limit the savings
and loans crisis of the late 1980s and early 1990s. Following
this route, the state leads and manages a clean-up and restruc-
turing of banks, usually within a decade or so. Approaches
have varied, but there are some common elements: the wiping
clean of the slate, in respect of losses incurred by existing pri-
vate shareholders and the removal of failed management;
fresh, taxpayer equity capital; structures to ensure that lending
can continue unhindered to good, solvent borrowers; the valu-
ation and active management of “bad” assets, in order to re-
trieve whatever value is left; then, in due course, the selling off
of some or all publicly owned banks to achieve maximum re-
turn to the taxpayer and leave a varied ecology of properly
regulated national banking institutions.

Some of us thought that was where the government was
originally heading. After the October rescue, there were some
tough-sounding conditions on new lending and curbing bo-
nuses and, for a while, as it basked in the glow of interna-
tional approval, the government seemed to be on the right
track.

But it has gradually become apparent that we are being
taken down a different route, where government money and
guarantees are used to facilitate a quick return to “business as
usual”. UKFI has been populated by financiers rather than
business people with experience as bank customers. The
public-sector shareholders seem to have had no quarrel with
bank management’s efforts to build profitability and delever-
age as quickly as possible.

The Asset Protection Scheme introduced in January also
provides insurance cover for “toxic assets”, which means the
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government has taken on an open-ended risk without a corre-
sponding “upside” for the taxpayer. This route was chosen in
preference to fresh government equity capital precisely be-
cause it makes a quick return to private-sector ownership
easier. There is now a danger of premature reprivatisation,
which would leave the taxpayer with a vast toxic dump of
losses and a poor price for the share sale. There are already
rumours that Northern Rock is being lined up for a rapid
sale.

If banks are to return to “normal” commercial operation
under private ownership, the issue arises of how they should
be regulated. The Cruickshank report on banking, commis-
sioned by Gordon Brown a decade ago, posed the central
question: why should banks be allowed to pursue the maximi-
sation of shareholder value—and management bonuses—
when they are underwritten by the taxpayer? This question
has never been answered properly. Banks should either sur-
render their protection and compete like other firms, or be
protected and have their profit regulated like utilities. In the
wake of a banking crisis, the logic is even starker. In the past
few weeks we have seen leading executives at Barclays award-
ing themselves millions while the bank ultimately remains de-
pendent on government guarantees, despite its precarious in-
dependence. It is not surprising that executives of the semi-
nationalised banks want to follow suit.

What has brought the issue to a head is the judgement
that the major UK-based banks are “too big to fail” and have
to be rescued in a financial emergency. This concept is an eco-
nomic and democratic outrage. Either they must be subject to
tight state control or they should be broken up so that they
are not “too big to fail”. The point has been grasped, improb-
ably, by ministers in banker-friendly countries such as Switzer-
land, and by our own central bank’s governor. Yet ministers
today seem no less terrified of confronting the banks than
when Brown initially fled the battlefield a decade ago.
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Change in UK Regulations
Contributed to the Crisis

In 1997 Mr. [Gordon] Brown, then chancellor of the exche-
quer [minister in charge of finance], took bank supervision
from the Bank of England and gave it to a new creation, the
FSA [Financial Services Authority] with a view to integrat-
ing the oversight of increasingly diversified financial firms.
The central bank retained theoretical responsibility for the
stability of the financial sector, but few tools to secure it. . . .

Whether it was the policies or the personalities that
were wrong, the system didn’t work.

Economist, “Bolting the Stable Door,”
March 19, 2009. www.economist.com.

One solution would be to restrict protection, including de-
posit protection, to “narrow banks”, confined to lending out
no more than they receive in deposits. Other banks would op-
erate competitively but be stripped of any protection. I, for
one, am attracted to the concept; but it would involve a revo-
lutionary change, a discontinuation of fractional banking alto-
gether, and in the short run it is unlikely to be adopted.

A less drastic way of dealing with overgrown banks would
be to split off the investment banking arms of the main global
banks—what Mervyn King calls the “casinos”—and to confine
government protection to the remaining “traditional” banking
wings. These would then operate as regulated utilities: the
model that broadly prevailed in the United States before the
repeal of the Glass-Steagall Act a decade ago. The urgent need
to change our system is highlighted by the ambition of Bar-
clays Capital to become “the premier global investment bank”:
it is madness for the British taxpayer to be a last-resort guar-
antor for this kind of business. To be sure, the demarcation is
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not clear-cut: there is high-risk “traditional” banking and low-
risk investment banking, and the separation of roles would
not be straightforward. The big banks—HSBC and Barclays—
argue that they would be stopped from tapping into the secu-
ritisation markets (which may, after recent disasters, not be
quite the loss they believe it to be). There is also the implied
threat that global banking operations will be withdrawn from
the UK.

The government must face down this kind of blackmail.
The British taxpayer simply should not be made responsible
for the risks that global banks take outside our regulatory ju-
risdiction. There are undoubtedly technical difficulties in sepa-
rating out those aspects of global banks that the government
can guarantee and those it cannot, but these problems cannot
be an excuse for bottling out completely.

One lesson of the financial crisis is that the “light-touch”
regulatory approach was a failure. It may have failed in part
because of the poor quality of bank supervision rather than
the absence of regulation. And the rapid innovation of capital
markets undoubtedly ran ahead of regulators’ capacity to
monitor activity effectively. But the vast cost to the British
taxpayer—and the wider economy—of the banks’ failure and
the consequent bailout make it imperative that regulation be
strengthened.

We are now at a crunch point. The need to strengthen and
update the regulatory regime has collided with the financial
institutions’ growing confidence that they can keep the state
off their backs. Self-serving arguments are being employed,
notably that regulation will suppress “innovation”. It will. It
should. We need more financial “innovation” like a hole in the
head.

The other argument is that regulation (and 50 per cent tax
rates) will undermine the City’s “competitiveness” and “drive
away” banking and non-bank financial institutions. This argu-
ment has to be met head-on; the idea of a regulatory race to
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the bottom does not square with political and economic real-
ity. Co-operation rather than regulatory arbitrage between the
main jurisdictions will always be best, but if that cooperation
does not materialise, the UK should not chase business by of-
fering low standards that create wider risks for the UK
economy. The arguments about City “competitiveness” are bo-
gus, self-serving and dangerous. It is profoundly to be hoped
that Brown, Alistair Darling, Ed Balls and others who fell for
them so haplessly in the past have now learned their lesson.

The new regulatory agenda espoused by Lord Turner,
chairman of the Financial Services Authority, is sensible and
not especially controversial. Indeed, many in the City see it as
a minor irritation, followed by a green light to get back to
businesses “normal”. It contains sensible elements—such as
“macro prudential regulation” that would focus on systemic
risks, rather than regulation of individual banks—and more
controversial but basically prudent ideas, such as limiting
loan-to-value ratios and/or multiples of income for mortgage
lending.

Lord Turner has also supported the argument that the
most dangerous forms of risk-taking in banking institutions
can be limited by paying bonuses not in cash but in stock, re-
deemable after a period of years. As stock prices are depressed
and the capital gains tax payable is only 18 per cent, any half-
sober City trader will have worked out he should be doing
this in any event. But it is not a silver bullet—the bosses at
both Lehman Brothers and Bear Stearns had huge equity-
related incentives, and look where they are today. These issues
require pause for thought: there are bigger regulatory battles
shaping up.

One concerns the proposal to establish a clearing house
for complex financial derivatives so that they can be traded,
netted and regulated. Properly regulated, these activities can
spread risk and, in a general sense, add to stability. What is
much more dangerous, as the recent financial crisis has illus-
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trated, is to have a vast pyramid of paper claims—as in the
CDS/CDO (credit default swap/collateralised debt obligation)
“markets”—which cannot be settled in an orderly way through
a clearing house. Important lessons can be learned from the
recent collapse of General Motors. CDS contracts with a value
in excess of $35bn were netted down to $2.2bn, causing little
more than a ripple in the overall CDS market. The danger is
that nothing will be done, setting up a huge systemic risk—
and the next big crash.

One practical remedy would be to establish a clearing-
house system as soon as possible. Big banks that make a lot of
money from OTC (“over-the-counter”) trading are not happy:
if they were forced to use a regulated exchange they would
lose this business. In practice, complex, structured derivatives
would therefore be prevented. A second issue is whether the
London Stock Exchange—and the Bank of England as the
lender of last resort—are big and strong enough to support a
clearing house dealing with transactions valued at many times
the size of the world economy. Co-operation with the US is
potentially important. And perhaps a European approach is
required, in order to draw on the bigger firepower of the Eu-
ropean Central Bank, but that may unleash some dangerous
political demons.

But a more relaxed view is that there is a role for spe-
cialist financiers who pursue high yield via high risk—
provided they do not depend on taxpayers’ guarantees or
indirectly contribute to the systemic risk that taxpayers
underwrite.

Meanwhile, the European Union has precipitated another
major regulatory battle by putting forward proposals, both for
strengthening European co-operation over bank supervision—
reluctantly conceded to by the UK—and for toughening the
regulation of hedge funds and private equity. Britain’s finan-
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cial community has a collective paranoia about Europe, and
there is envy of London’s currently predominant role and a
distaste for the freewheeling “Anglo-Saxon” model (not that
German, Dutch or even French banks behaved very differently
in the crisis).

However, it is surely eminently sensible to ask, as the Eu-
ropean Commission is doing, whether these new forms of fi-
nancial intermediation are healthy and adequately regulated.
There are some critics who question the value of hedge funds
altogether and would be happy to see them regulated out of
existence. But a more relaxed view is that there is a role for
specialist financiers who pursue high yield via high risk—
provided they do not depend on taxpayers’ guarantees or indi-
rectly contribute to the systemic risk that taxpayers under-
write. The former has not been a problem in the recent crisis
(no hedge fund has asked for government help), but the latter
undoubtedly is. There is a proper debate to be had as to how
hedge funds should be regulated: to treat the tentative propos-
als of the European Commission as akin to a Napoleonic in-
vasion threat is simply idiotic.

There is a more fundamental argument about the scale of
Britain’s financial services industry in relation to the UK
economy. I wouldn’t expect the City to vote for contraction,
or for curbs on its freedom to operate, any more than I would
expect turkeys to vote for Christmas. But the poultry farmer—
the Labour government—cannot just ask the turkeys what
they want. He has to be willing to wield a knife and cut some
throats. A combination of national, European and global regu-
lation is necessary to ensure that the vast negative externalities
associated with the City do not exceed the (genuine) benefits
that the UK economy derives from a successful, internation-
ally traded, financial services sector. In addition, there will
have to be a major structural adjustment out of traded finan-
cial services into other services and manufacturing.
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Unfortunately a weak, demoralised, delegitimised Labour
government is in no shape to face this challenge, and a Tory
government pumped up by City donations would have no
need or inclination to take it on. The opportunity for reform
and renewal is passing us by and, if it does, financial crises
will return with even greater ferocity in years to come.
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Low Interest Rates Caused
the Crisis
Tito Boeri and Luigi Guiso

Tito Boeri is a professor of economics at Bocconi University in
Milan, Italy. Luigi Guiso is a professor of economics at the Euro-
pean University Institute in Florence, Italy. In the following
viewpoint, the authors argue that Alan Greenspan, former chair-
man of the Federal Reserve, made the wrong decision in drasti-
cally lowering interest rates in response to the recession of 2001.
As a result, institutions and individuals were encouraged to take
on excess risk and excess debt, resulting in the global financial
crisis. The authors argue that in order to preserve financial sta-
bility, it is important not to cut interest rates too quickly in the
current crisis.

As you read, consider the following questions:

1. According to Tito Boeri and Luigi Guiso, how much
resemblance does the present crisis bear to the Great
Depression?

2. According to Boeri and Guiso, is financial literacy low
only in financially backward countries?

3. According to Boeri and Guiso, did the European Central
Bank (ECB) lower interest rates as drastically as Alan
Greenspan did?

Tito Boeri and Luigi Guiso, “Subprime Crisis: Greenspan’s Legacy,” Vox, August 23,
2007. Copyright © VoxEU.org. Reproduced by permission.
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It’s difficult to predict how long the crisis in the world’s fi-
nancial markets will last. Its dynamics recall that of previ-

ous crises, such as that of 1998 (the Russian default and the
collapse of LTCM [a US investment fund that failed in the late
1990s]) which have by now been forgotten by many. An excess
of liquidity (i.e., an abundance of loans at low cost) has sud-
denly been transformed into a dearth of liquidity; many deal-
ers find it hard to sell the assets in their portfolios. The present
crisis bears little resemblance to the 1929 Great Depression,
contrary to what some politicians and commentators assert.
Fortunately Fed [US Federal Reserve chairman] . . . Ben Ber-
nanke has studied the Great Depression in depth. According
to the analysis he did as an academic, the “Great Depression”
was unleashed by a collapse of production and consumption,
amplified by a drastic reduction in the supply of bank credit
which came about largely because the Fed failed to act as a
lender of last resort. Exactly the opposite is happening today.
The world economy continues to grow at sustained rates since
central banks have so far fulfilled their roles of supplying the
necessary liquidity to the market. The only (perhaps non-
negligible) aspect that the current crisis shares with the Great
Depression is that its epicenter is the US.

The Three Causes of the Crisis
It’s useful to disentangle the causes of the crisis. Three factors
contribute to the current crisis that was triggered by the ex-
pectation of defaults on subprime mortgages [housing loans
made to those with poor credit] in the US:

• The low financial literacy of US households;

• The financial innovation that has resulted in the mas-
sive securitisation [pooling and repackaging] of illiquid
assets; and

• The low interest rate policy followed by Alan
Greenspan’s Fed from 2001 to 2004. The third cause is
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by far the most important. Without Greenspan’s policy,
the present crisis probably would have never occurred.

The low borrowing rates for both short- and long-term
maturity attracted throngs of borrowers—families above
all who were seduced by the possibility of acquiring as-
sets that had always been beyond their means.

The first ingredient of the crisis is a blend of bad informa-
tion, financial inexperience and myopia of consumers/
investors. They fell for the prospect of getting a mortgage at
rates never seen before and then extrapolating these rates out
for thirty years. This myopia was encouraged and indeed ex-
ploited by banks and other lenders eager to attract and retain
clients. This is surprisingly similar to what has been seen in
the past when banks and intermediaries have advised their cli-
ents to invest in financial assets ill-suited to their ability to
bear risk. In both cases, a biased advisor is the reflection of a
clear conflict of interest in the financial industry. Financial lit-
eracy is low not only in financially backward countries (as one
would expect), but also in the US. Only two out of three
Americans are familiar with the law of compound interest;
less than half know how to measure the effects of inflation on
the costs of indebtedness. Financial literacy is particularly low
among those who have taken out subprime mortgages. The
intermediaries exploited this financial illiteracy.

The second ingredient is the pace of financial innovation
during the last ten years and the securitisation that it pro-
duced. Today it is easy to “liquidify” a portfolio of illiquid
credits (typically a combination of bank loans or mortgages)
so they can be packaged into investor portfolios [that is, it is
possible to take an asset that cannot be easily exchanged such
as a mortgage and repackage it so it can be traded]. Any bank
with distressed loans has used this technique to securitise its
own credits. Like all financial innovations, this too has pros
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and cons. The advantage is that by making an illiquid credit
liquid, one can achieve important efficiency gains; investors
can take longer-term positions and so earn a higher return. It
also spreads the risk of insolvency across a much wider group,
reducing the level of risk exposure of any individual agent.
But securitisations also have their disadvantages. They weaken
the incentives of financial intermediaries to monitor the be-
havior of the original borrower. In addition, since a credit that
has become risky can be liquidated more easily, banks have
less incentive to screen borrowers carefully. This opens the
credit-markets doors to poor quality borrowers.

Greenspan Fueled Risky Behavior
The first two factors aren’t new. Without the third factor—the
legacy of the “central banker of the century”—the crisis prob-
ably would have never occurred. The monetary policy of low
interest rates—introduced by Alan Greenspan [chairman of
the Federal Reserve from 1987 to 2006] in response to the
post-9/11 recession and the collapse of the new economy
“bubble” [a speculative bubble involving Internet and tech

Federal Funds Target Interest Rate, 1999–2009
in

te
re

st
 r

at
e

TAKEN FROM: MoneyCafe.com, “Fed Funds Rate—Rate, Definition,
and Historical Graph,” April 13, 2009. www.moneycafe.com.

1999
0.0%

2.0%

4.0%

6.0%

8.0%

10.0%

12.0%

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

The Global Financial Crisis

56



stocks]—injected an enormous amount of liquidity into the
global monetary system. This reduced short-term interest
rates to 1%—their lowest level in 50 years. What’s more,
Greenspan spent the next two years maintaining interest rates
at levels significantly below equilibrium. Interest rates were
kept at low levels for a long time, and were often negative in
inflation-adjusted terms. The result was no surprise. Low re-
turns on traditional investments pushed investors and lenders
to take bigger risks to get better returns. Financial intermedi-
aries, in search of profits, extended credit to families and com-
panies with limited financial strength. Investors with varying
degrees of expertise duly reallocated their portfolios towards
more lucrative but riskier assets in an attempt to increase
their wealth and preserve its purchasing power. The low bor-
rowing rates for both short- and long-term maturity attracted
throngs of borrowers—families above all who were seduced by
the possibility of acquiring assets that had always been beyond
their means. At the same time, house prices soared, ultimately
encouraging the additional extension of credit; the value of
real estate seemed almost guaranteed.

We should not overreact, as has been done so many times
in the past, by sowing the seeds of a future crisis today.

Thanks Alan! Today we’re paying the cost of your overre-
action to the 2001 recession. The ECB [European Central
Bank] was wisely prudent and only let itself be partially
tempted by Keynesian arguments [named for John Maynard
Keynes] for reduced interest rates (which were already ab-
surdly low) as a tool for attacking European stagnation. Many
would like the ECB to lower rates now, arguing that to avoid a
new “Great Depression” Europe needs Keynesian policy of the
type followed in the USA, Great Britain and Germany after
the 1929 collapse.
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Moderate Policies Are Best
We think it is far better to avoid repeating Greenspan’s error,
and to avoid monetary policies that are too accommodating
for too long. At present, central banks are acting correctly by
injecting liquidity into the system. In such crises, one must be
afraid of fear. Expectations can unleash downward spirals that
make the most pessimistic prophecies come true. In addition,
the market crisis hits everyone indiscriminately—even those
who did not make money by extending mortgages too readily.
Last Friday’s [August 2007] press release of the Federal Open
Market Committee didn’t clarify whether half-point cut in the
discount rate [an important interest rate] was intended to
merely prevent a downward expectations spiral or whether it
was the prelude to yet another overreaction to the market cri-
sis. It’s important to show soon that the lesson of Greenspan’s
error has been learned. We should not overreact, as has been
done so many times in the past, by sowing the seeds of a fu-
ture crisis today.
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Abandoning the Gold
Standard Caused the Crisis
Dominic Lawson

Dominic Lawson is a British journalist. In the following view-
point, he discusses the work of economist Ludwig von Mises, who
argued that unless a currency was tied to gold, politicians would
be tempted to print money for short-term gain. Lawson suggests
that when the United States went off the gold standard in the
early 70s, it paved the way for a dangerous boom/bust cycle.
Lawson argues that the instable currency and the tendency of
governments to extend credit too easily may be at the root of the
present crisis.

As you read, consider the following questions:

1. According to economist Liam Halligan, what is Britain’s
true level of national debt?

2. Which U.S. president does Dominic Lawson assert aban-
doned the gold standard in the midst of Vietnam War
debt?

3. As Lawson reports, was the U.S. unemployment rate
lower in January 1938 than it had been in September
1931?

My nearby market town of Lewes has started issuing its
own pound notes: Tom Paine’s portrait is on one side,

Lewes Castle on the other. The Bullion Vault, a London gold

Dominic Lawson, “It All Went Wrong When We Left the Gold Standard,” Independent,
October 14, 2008. Copyright © 2008 Independent Newspapers (UK) Ltd. Reproduced
by permission.
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broker, reports “phenomenal interest” in its product. The
multi-millionaire media magnate Felix Dennis tells the FT
that he has followed the instructions of his financial adviser to
“buy gold. Physical bits, small bits, so when you need to get a
sandwich you can take it down the shop and take 300 sand-
wiches away; God help me, in a vault here in London, I have
huge quantities of small bits of gold.”

We should not assume from this that the pound sterling is
about to go the way of the Zimbabwean dollar. Lewes has ever
been a contrary place; the Bullion Vault is obviously talking
up its own business; Felix Dennis is highly impulsive.

Yet these are also straws in the wind, or rather a howling
gale. When Governments spend vast sums of money to shore
up the banking system, you just know that it would be all too
convenient for it to let inflation erode the national debt in-
curred in the process. Even before these gigantic expenditures,
Britain’s true level of national debt, according to the econo-
mist Liam Halligan—the Government won’t give the real fig-
ure including off-balance sheet liabilities—is over £1,300bn.
This is equivalent to £50,000 per household. Perhaps Gordon
Brown might call it “imprudence with a purpose”—he
dumped Prudence some time ago, although he kept on telling
everyone that they were still an item.

[Economist] Mises declared that the corruption and
distortion of money by the state and bankers, usually to
pay for wars, was the principal cause both of inflation
and . . . boom and bust.

In America, the situation is much the same, only, as
you would expect, bigger. Last Saturday, the digital display
in New York showing the current level of national debt did
not have enough digits to show the real number, after it
breached the $10 trillion mark ($10,150,603,734,720 to be
precise). Per American household this works out as $86,023
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(£49,747); so Mr. Brown, in this respect at least, is in no posi-
tion to lecture George W. Bush on economics.

There is, however, a small band of men and women—long
insulted as fanatics or even fantasists by the political main-
stream—who can now say: “We told you so.” I am not refer-
ring to the Communist Party of Great Britain (Marxist-
Leninist). No, I’m talking about the followers of the great
Austrian economist Ludwig von Mises (1881–1973). In his
1912 work, The Theory of Money and Credit, Mises declared
that the corruption and distortion of money by the state and
bankers, usually to pay for wars, was the principal cause both
of inflation and—to coin a phrase—boom and bust.

Mises believed that any currency which was not backed
by gold was powerless to resist the depredations of gov-
ernments and bankers addicted to the possibilities of lim-
itless credit.

As the chief economic advisor to the Austrian government
in the 1920s, Mises put his theories into practice and slowed
down inflation in his native country (which, as a Jew, he later
fled). He used his “cycle” theory to forecast that the “New Era”
of apparently permanent prosperity in the 1920s was illusory,
and that it would end in runs on banks and depression: The
Wall Street crash of 1929 was exactly what Mises had pre-
dicted.

Mises believed that any currency which was not backed by
gold was powerless to resist the depredations of governments
and bankers addicted to the possibilities of limitless credit.
Until the past few weeks, this has been seen as a bizarrely old-
fashioned and eccentric outlook; but I would not be surprised
if many young people—who have hitherto been comfortable
with the idea of money as something which can just exist in
the ether, travelling through the digital highway—now wonder
whether anything of intrinsic value lies behind it all.
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The Gold Standard Will Not Stabilize
the Economy

A gold standard only works when everybody believes in the
overall fiscal and monetary responsibility of the major world
governments and the relative price of gold is fairly stable. . . .
Saying you’re on a gold standard does not suddenly make
you credible. But it does set you up for some ferocious
problems if people still doubt whether you’ve set your house
in order.

James Hamilton,
“The Gold Standard and the Great Depression,”

Econbrowser.com, December 12, 2005. www.econbrowser.com.

As far as Mises was concerned, even money made of pa-
per, if it had nothing behind it other than the good word of
politicians and central bankers, was inherently unsound; he
lived just long enough to see the United States of America—
where he ended his days—break decisively with the interna-
tional Gold Standard.

Up until August 1971, the owner of dollars could, at least
theoretically, exchange them for gold. That month France, to
whom the US owed about $3bn as part of the financing of the
Vietnam War, demanded that the dollar debt be repaid in
gold. Unfortunately, there was no longer enough in the vaults
of Fort Knox. Apparently there exists a tape of Richard Nixon
saying: “Screw the French!”—some accounts have the Presi-
dent using a more alliterative verb. America immediately came
off the gold standard after which there was no theoretical
limit to its ability to print money and—according to the fol-
lowers of Mises—the age of high inflation was under way.

John Maynard Keynes, rather than Ludwig von Mises, is
the economist whose name is currently being invoked on the
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airwaves in Britain. In his own day, too, Keynes obliterated
Mises: it became fashionable to believe that Roosevelt’s New
Deal was a kind of successful rudimentary application of Key-
nesianism.

Yet Roosevelt’s policy of massive intervention by the state
to prop up wage rates and inflate credit gets a much better
press than it ever deserved. Consider this: in September 1931
the US unemployment rate was 17.4 percent and the Dow
Jones Industrial Average stood at 140. By January 1938, unem-
ployment was still at 17.4 percent, and the Dow Average had
dropped to 121.

Mises’ followers insist that the present problems in the
economies of the West have not been caused by laissez-faire,
but by the opposite: politically sensitive central bankers so
desperate to prevent any stock market slump that they cut in-
terest rates to a level which turbo-charged the debt markets.
So when George Osborne, as he did yesterday, declares that
“laissez-faire is dead”, the Mises-ites—one of whom is the lib-
ertarian ex-presidential candidate, Congressman Ron Paul—
would protest that such a policy was never tried in the first
place.

Yesterday, I spoke to one of the leading academic figures
in that movement, Professor Thorsten Polleit of the Frankfurt
School of Finance. The professor is less enthusiastic than the
stock market about the British Government’s injection of
taxpayers’ money into the weakest banks. He points out that
by standing behind those banks, but giving no general guar-
antees, the government is encouraging savers to pull all their
money out of well-run smaller institutions and switch it into
badly run bigger banks.

The government will insist that it is no time to be debat-
ing economic theories and the origins of this crisis—that we
should simply do what we can to inject confidence back into
the system. Professor Polleit sees it differently: “A proper diag-
nosis is necessary before you know the right remedy. Your
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government—and others—are dealing with the symptoms but
not the causes.” As any doctor will tell you, that is not in the
patient’s long-term interest.
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United States and China Must
Join Forces to Control Crisis
Michael Pettis

Michael Pettis is a finance professor at the Guanghua School of
Management at Peking University and the author of The Vola-
tility Machine: Emerging Economies and the Threat of Finan-
cial Collapse. In the following viewpoint, Pettis states that no
one should have been surprised by the global economic crisis be-
cause of the imbalances in liquidity and trade that started in the
1980s. He maintains that during this time, Americans started to
consume more, China produced more, and banks in both coun-
tries offered more loans. This caused the bubble to burst in 2008.
Pettis urges the United States and China to work together to
help curb overspending in the United States and overproduction
in China.

As you read, consider the following questions:

1. According to Michael Pettis, what two reasons cause
excess liquidity growth?

2. How much were Americans saving after 1998, according
to the author?

3. According to the viewpoint, why did the People’s Bank
of China (PBC) have to create the yuan?

Michael Pettis, “US and China Must Tame Imbalances Together,” YaleGlobal Online,
January 6, 2009. Copyright © 2009 Yale Center for the Study of Globalization. Repro-
duced by permission.-
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The two nations [United States and China] must coordi-

nate fiscal and monetary policy to control the crisis they

helped create, says Michael Pettis.

The surprising thing about the current financial crisis roil-

ing the world is that there is surprise. While triggers for finan-

cial crises throughout history have been different, the underly-
ing causes have been the same. Every financial crisis in history
has been preceded by a long period of excess liquidity growth.
It’s no different this time, nor is the sharp debate now raging
about finding the scapegoat. Without trying to apportion
blame, it’s clear though that the surge in US liquidity and the
US-China trade imbalance that created this surge in liquidity
have been major factors behind the current crisis, and policy
makers in Washington and Beijing share the primary respon-
sibility to readjust their economies.

Excess Liquidity Growth
Excess liquidity growth typically occurs for two reasons: First,
financial innovation or new money sources can lead to sharp
increases in underlying money, for example the development
and expansion of joint stock banks in the 1820s, the securiti-
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sation of mortgages in the 1980s, or large gold or silver dis-

coveries in the 19th century. Second, massive global imbal-

ances are recycled like German reparations in the 1920s or

petrodollars in the 1970s.

During the period of excess liquidity growth, several fac-

tors set the stage for the subsequent crisis: Asset prices rise as

money flows into asset markets, risk appetite rises as risk pre-

mia decline and risky investments prove profitable, and the

perceived value of liquidity declines as trading volume surges.

When this happens, regulatory attempts to reduce risk in the

financial system generally fail. When any part of the financial

system is constrained from taking on risk, the market simply

evades these constraints in one of three ways: It innovates

around them, it generates or develops new and unregulated

parts of the financial system, or it conceals regulatory viola-

tions.

The recent explosion of derivatives incorrectly blamed for

the current crisis was simply an efficient way to accomplish all

three, and was no more the real cause of the current crisis

than investment trusts were in the 1920s or out-of-control

real estate lending was in 1980s Japan. The financial system

was simply adjusting, as it must and always does, to surging

liquidity and rising risk appetite.

The recent liquidity surge, to which the current crisis is

the inevitable denouement, had its roots in the 1980s, when

the securitisation of US mortgages converted a huge pool of

illiquid assets into highly liquid securities, and was subse-

quently reinforced by the recycling of the Japanese trade sur-

plus with the US in mid-decade. The process took off, how-
ever, after 1998. During this time US household savings
declined to rates never before seen and the US trade deficit,
which until then had rarely exceeded 1 percent of GDP [gross
domestic product], rose to levels never matched in US history.
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China Produces More than It Consumes
Also during this period several Asian countries, led by China,
began running policies aimed at generating trade surpluses
and accumulating foreign currency reserves, to the extent that
net capital flows from developing countries soared to the
highest recorded levels in history. It’s notoriously difficult to
sort out causality in balance-of-payments relationships, but
the fact that this process seems to have begun in 1998 suggests
that it may have been a reaction to the Asian crisis of 1997, a
shocking event for Asian policy makers to this day.
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The fundamental relationship in this global balance of
payments was between China and the US. With Chinese poli-
cies aimed, explicitly or not, at promoting production and
constraining consumption, China produced far more than it
consumed.

As part of its trade surplus, China accumulated dollars,
subsequently invested in the US. This capital export did not
occur in the form of private investment, but rather as forced
accumulation of foreign currency reserves, which were re-
cycled back to the US largely in the form of purchases of US
dollar assets by the People’s Bank of China (PBC). Since China
sets the value of its currency, the PBC had no choice but to
accumulate reserves in this manner.

This recycling process functioned as a great liquidity gen-
erator for the world, converting US consumption into Chinese
savings, which were recycled back into US financial markets
through massive PBC purchases of US securities. There are
several self-reinforcing aspects to this system that pushed it to
the extremes it ultimately took. In the US the torrent of
inward-bound liquidity boosted asset prices. As real estate and
stocks surged, substantially raising US household wealth,
households diverted a rising share of their income to con-
sumption.

Americans Spend More, Save Less
At the same time since rising liquidity always forces financial
institutions to adjust their balance sheets to accommodate
money growth, they increased outstanding loans. With banks
eager to lend, and households eager to fund consumption, it
was only a question of time before household borrowing bal-
looned and an increasing share of current income was di-
verted to consumption rather than savings. In fact since the
late 1940s US households have saved between 6 and 10 per-
cent of US GDP, but after 1998 household savings began plum-
meting, to reach nearly zero by 2007—something which had
never before happened.
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Meanwhile in China, as foreign currency poured into the
country via its trade surplus, the PBC had to create yuan to
purchase the inflow. In China most new money creation ends
up in banks, who primarily fund investment, as consumer
lending is a negligible part of bank lending. The PBC tried to
constrain excess credit growth, but it surged anyway, mostly
off balance sheet, in rapid loan growth among policy banks,
exempt from the loan constraints, or in the unregulated infor-
mal banking sector. As always, loose monetary policy resulted
in explosive growth in financial risk-taking, even as regulators
tried to constrain the growth.

With Chinese investment surging, industrial production
grew faster than consumption and, concomitantly, real estate
prices soared. As the gap between production and consump-
tion grew, so did China’s trade surplus, which resulted in
more foreign currency pouring into the country, thus rein-
forcing the cycle.

Monetary Traps Cause Imbalance
to Grow
This trade and capital relationship between the two countries,
with each country locking itself unwillingly and accidentally
into self-reinforcing monetary traps, caused the imbalances to
get out of hand. It also ensured that adjustment would be
brutal. With US asset markets now plunging and US banks
unwilling to lend for consumption, one-half of the relation-
ship is adjusting sharply. China’s equally sharp and necessary
adjustment should not have been a surprise.

We are now in the second stage of the crisis, in which
trade-surplus countries must adjust after the forced adjust-
ment in trade deficit countries. However, the US is so much
larger than China, and it is adjusting so rapidly, there’s a real
risk that the Chinese economy will be overwhelmed. Policy
makers, especially in the US and China, must ensure that this
adjustment takes place in the least disruptive way possible.
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This requires that as the major trade deficit and trade surplus
countries, the US and China must coordinate fiscal and mon-
etary policy so as to slow the process down.

US fiscal policies, in other words, should not be aimed at
replacing collapsing US household demand with government
demand. This would only perpetuate the imbalance. They
should be aimed primarily at providing traction for Chinese
fiscal policy, which ultimately must be responsible for creating
enough demand to absorb Chinese overcapacity. Unfortu-
nately it’s far from obvious that policy makers, especially in
China, understand the risk.
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In the United States, the
Financial Crisis Creates Tent
Cities and Homelessness
Kathy Sanborn

Kathy Sanborn is an author, journalist, and recording artist. In
the following viewpoint, Sanborn argues that homelessness is
growing in the United States thanks to the financial crisis. San-
born notes reports from across the country that homelessness
seems to be on the rise, resulting in strained shelters and tent
cities. Sanborn suggests that 10 to 15 percent of the homeless are
those who have lost their jobs because of the recession caused by
the financial crisis.

As you read, consider the following questions:

1. According to Kathy Sanborn, who is to thank for the
fact that Sacramento, California, is famous for its home-
less tent city?

2. Was the estimate of 1,200 people in tent cities in Sacra-
mento low or high, according to Sanborn?

3. According to Sanborn, why is the tent city in Seattle,
Washington, called “Nickelsville”?

Homeless encampments around the country are mush-
rooming, much to the embarrassment of government of-

ficials, many of whom prefer to hear no evil, see no evil. In

Kathy Sanborn, “Homeless in Tent City, USA,” Counterpunch, April 3–5, 2009. Copy-
right © 2008 Counterpunch, LLP. Reproduced by permission.
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Fresno, California, a shantytown called “New Jack City” is host
to newly poor, unemployed electricians and truck drivers, who
share space with drug addicts and the mentally ill who have
been homeless for years.

And, thanks to Oprah, Sacramento [California] is famous
for its homeless tent city, featuring several hundred people re-
siding in pitched tents bordering the American River. With
refuse strewn everywhere, and no potable water or bathroom
facilities, this celebrated shantytown is clearly a sanitation risk.

Almost as soon as the media ran with the story, plans
were made to shut down the Sacramento tent city in the fore-
seeable future. City officials will relocate the homeless to other,
presumably more sanitary, areas (e.g., at the site of the state
fairgrounds, Cal Expo). According to the Sacramento Bee,
“homeless campers” will be ousted in about four weeks, as the
private property will be fenced off to ban the tent city popu-
lation.

California’s capital is not the only city to be brought to its
knees by photos of disheveled citizens with nebulous futures.
Reports of burgeoning tent cities in Nevada, Tennessee, and
Washington State (just to name a few) have kept local govern-
ments hopping to fix the trouble before the media spotlight
targets their own cities.
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Sacramento’s Homeless Problem
Is Growing
Initial reports of huge numbers of people living in the tent
city in Sacramento probably were inflated, we know now. Esti-
mates of 1,200 tent dwellers were simply exaggerated by over-
zealous or slapdash journalists. Incorrect numbers aside, the
problem remains: The new poor and the chronically homeless
live side by side, with nothing but a cloth roof over their
heads.

I spoke with Sister Libby, executive director of the now-
infamous Loaves & Fishes in Sacramento, which provides
charitable assistance to the hungry and homeless.

St. John’s Shelter in Sacramento said they turn away 230
women and children each day, as opposed to the twenty
turned away daily in 2007.

Sister Libby said,

“We have over two to three hundred folks here in the Sacra-
mento tent city. At its height, about 2–3 new faces a day
were showing up. Of the tent city population, 80–85% have
been homeless for over a year. Only about 10–15% are the
‘new poor’—those with a recent job loss or home foreclo-
sure.

“We have seen a lot of new faces—mostly women with chil-
dren—coming in to find shelter.

“Last year, according to Sacramento government statistics,
the countywide homeless total was around 1,200 people. It’s
probably more like 1,400 now.

“Since they have decided to close the tent city in Sacra-
mento and provide 150 extra shelter beds in other locations
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for these folks, I worry about the people who are mentally
ill or have drug and alcohol issues—which comprise about
50% of the tent city residents. They aren’t shelter-ready.
What is the government going to do with them?”

Mayor Kevin Johnson said the city’s shelter demand has
increased “four-fold.” The executive director of St. John’s Shel-
ter in Sacramento said they turn away 230 women and chil-
dren each day, as opposed to the twenty turned away daily in
2007. These numbers indicate a dramatic explosion of growth
in the homeless population, but many are hesitant to attribute
this sudden rise in homelessness to the current economic
downturn.

Other Cities Face Similar Problems
City officials in Fresno report three major homeless encamp-
ments adjacent to the downtown area, and smaller sites near
the highways. All told, Fresno’s homeless population is about
two thousand people, living in shantytowns with grim names
such as Taco Flats or the aforementioned New Jack City.
Drugs, violence, and prostitution are common in the Fresno
tent cities, as people react to the stress of living outdoors with
no services—and no money.

Individuals in Seattle, Washington, who have lost their
jobs and homes reside in tents in the back of a church park-
ing lot, derogatorily called Nickelsville. Named for Seattle
Mayor Greg Nickels, whom residents say doesn’t much care
about their plight, the Nickelsville shantytown is home to
about one hundred campers a day.

Nashville, Tennessee, has its own problems with tent cities.
According to NewsChannel5.com, Nashville has one large tent
city south of the downtown area, with at least thirty addi-
tional homeless camps scattered throughout the region. There
is a concern about this “huge surge in the number of encamp-
ments,” and the issue has reached “urgent” proportions. At-
tributing the rise in homelessness to the faltering economy
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that brings with it increased foreclosures and job layoffs, city
officials are seeking answers—and fast—to their local home-
less crisis.

At least 10–15% of homeless individuals are the “new
poor,” or those who have recently lost their jobs and
homes.

In Reno, Nevada, officials closed a tent city in 2008 that
housed about 160 residents. Now, the sidewalks of Reno serve
as beds to some sixty homeless people with nowhere else to
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go. There are homeless camps on Record Street, and local
merchants believe their business is down because of the sea of
homeless vagabonds invading store sidewalks and blocking
customer access to shops.

Reno officials are attempting to prevent another tent city
from emerging in the summer of 2009, but with less revenue
available for alternative housing, this remains to be seen.

What can we conclude from the rapid increase in home-
lessness across the nation? The facts are clear: there are more
people, especially women and children, who are out on the
streets, without a dime. At least 10–15% of homeless indi-
viduals are the “new poor,” or those who have recently lost
their jobs and homes. We can be certain that if the economy
doesn’t improve soon, there will be more of the new poor
pitching their tents in shantytowns across America—maybe in
your neighborhood.
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Canada Will Not Suffer a
Subprime Mortgage Crisis
Jonathan Kay

Jonathan Kay is a writer for Canada’s National Post and has
also written for Harper’s, the New York Times, and other publi-
cations. In the following viewpoint, Kay argues that Canada will
not suffer a financial meltdown such as the one in the United
States. Kay notes that, unlike America, Canadians did not build
up high levels of debt and did not experience a housing bubble.
In addition, Kay argues, Canadian banks did not make nearly as
many bad mortgage loans and did not repackage and sell loans
through complicated financial instruments. As a result, Canada
is financially in a much better position than the United States.

As you read, consider the following questions:

1. According to Jonathan Kay, is it common in Canada for
homeowners to owe banks more than their homes are
worth?

2. On average, at the time of the article, how did Canadian
home prices compare to what they were in 1989, as the
author reports?

3. At the time of the article, was the percentage of Cana-
dian homes in 90-day arrears higher or lower than it
had been six years previously?

Jonathan Kay, “The Financial Crisis for Dummies: Why Canada Is Immune from a
U.S.-Style Mortgage Meltdown,” National Post, October 2, 2008. Copyright © 2008
CanWest Interactive Inc. and CanWest Publishing Inc. All rights reserved. Reproduced
by permission.
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I know very little about the world financial markets, or even
about basic financial concepts. When Financial Post types

talk about EBITDA [a measure of a company’s cash flow], I
assume they’re talking about the baby soybeans they serve you
in Japanese restaurants. And yet, I was still able to understand
this very reassuring Sept. 25 [2008] report from Scotiabank
that explains, quite persuasively, why Canada isn’t going to
suffer the same sort of subprime-mortgage-fueled financial
market meltdown that’s wreaked so much havoc in the United
States.

Canada Has Less Debt and
Better Regulations
To make a simple report even simpler, here are the main
points:

Less debt. In Canada, household liabilities as a percentage
of assets sits at 20%—close to the stable, sustainable level it’s
been at since the late 1980s. In the United States, the figure
sits at 26%, after spiking radically upward over the last de-
cade.

Less crappy mortgages. Canada’s subprime mortgage mar-
ket (to the extent the bottom end of our mortgage market can
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even be called “subprime” in the American sense) represents
only about one in every 20 mortgages. In the United States,
the peak figure was about one in six. Astoundingly, up to a
quarter of mortgages issued in the 2004–2006 period were in
the subprime category.

Less debt, Part 2. In the United States, homeowners’ net
equity as a percentage of home value has plummeted from
around 65% to 45% over the last two decades, with more
than half that drop coming since 2000. In Canada, on the
other hand, this ratio has remained stable at between 65%
and 70% since the 1980s. The phenomenon of mortgages go-
ing “underwater”—with homeowners owing the bank more
than their homes are worth—is now tragically common in the
United States. In Canada, it is virtually unknown.

Canada’s subprime mortgage market represents only
about one in every 20 mortgages. In the United States,
the peak figure was about one in six.

Less off-balance-sheet mortgages. The frenzy of mortgage
securitization [pooling and repackaging] that gripped the
United States in recent years never really took off here. Ac-
cording to Scotiabank, “The majority of mortgages are held
on balance sheet in Canada, with only 24% having been secu-
ritized.” That’s huge, because it is the radioactive quality of
these securities—many of which contain a tangled welter of
mortgages of varying quality—that has really sunk the U.S.
credit market: Since no one knows how much these complex
instruments are really worth, they still haven’t established an
equilibrium price level, thereby freezing the credit market for
any entity that has a large number of them on their books.
(What’s more, even those 24% have mostly been securitized
through the CMHC [Canada Mortgage and Housing Corpo-
ration], a Crown corp. with government backing.)
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Smarter bankers, smarter standards. Finally, there is the fact
that Canada simply has a different—and more prudent—
banking culture: “Unlike many U.S. banks, Canada banks con-
tinue to apply prudent underwriting standards. In other words,
they have always checked, and continue to check, incomes,
verify job status, asks for sales contracts, etc., such that all
those questions your banker asks in Canada have a purpose
that somehow got lost on many American bankers. The no-
income-no-job-no-asset (‘Ninja’) style, here-are-the-keys-to-
your-brand-new-home lending just didn’t take hold in
Canada.”
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Canada Had No Bubble
Looking beyond the Scotiabank report, I can see some other
factors that should provide Canadians with comfort:

No bubble in the housing market. On average, Canadian
home prices are roughly 200% what they were in 1989. In the
United States, the corresponding ratio peaked at 260% before
crashing down to 220%. In Canada, the more typical experi-
ence is that of my home, Toronto, which has witnessed steady
increases in the 4–5% range every year, but none of the sud-
den surges and troughs that whipsawed home buyers in U.S.
markets such as Miami have witnessed.

A prudent, risk-averse, well-regulated Canadian real es-
tate and mortgage community . . . has avoided the pit-
falls swallowing up the United States.

Fewer foreclosure notices—a lot fewer. This is the most
shocking stat of all. In the United States, a full 4.5% of mort-
gages are in 90-day arrears (i.e., the local sheriff is ready to
move in and tack a notice to the door). In Canada, the figure
is one 20th that level—just 0.27%. Amazingly, while the U.S.
figure of 4.5% represents a doubling of the 2002 level of 2.2%,
Canada’s 0.27% level reflects a halving from the (still low)
level of 0.5% six years ago.

All in all, what do these figures show? A prudent, risk-
averse, well-regulated Canadian real estate and mortgage com-
munity that—on both the seller, mortgager and buyer sides—
has avoided the pitfalls swallowing up the United States. It’s
something that Canadians might want to remember the next
time Stéphane Dion or one of the other opposition party
leaders starts sputtering fatuously about Stephen Harper’s
“Bush-style” economic policies.
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Australia’s Economy
Remains Bound Up with
That of the United States
Sean Carmody

Sean Carmody lives in Sydney, Australia, and works in the fi-
nancial markets. In the following viewpoint, he notes that before
the crisis many people argued that Australia’s economy was no
longer linked to that of Western nations. Carmody says that Aus-
tralia, however, like the United States, had high levels of debt
and inflated (though not as severely inflated) home prices. More-
over, Australian financial institutions were heavily invested in
the U.S. financial system and were hit hard by the banking cri-
sis. Australia, Carmody argues, has not escaped the global down-
turn, and its economy remains linked to that of the West.

As you read, consider the following questions:

1. According to many commentators, do any significant
risks remain for housing prices in Australia?

2. What was Australia’s net foreign debt in 2007, as the
author reports?

3. At the time Sean Carmody wrote this viewpoint, had
Australian banks required cash infusions from the gov-
ernment?

Sean Carmody, “Australia and the Global Financial Crisis,” A Stubborn Mule’s Perspec-
tive, October 25, 2008. Reproduced by permission. http://www.stubbornmule.net/2008/
10/australia-and-the-gfc.
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A year ago [2007], many commentators were extolling the
idea that Australia’s economy had “de-coupled” from the

United States and Europe, and would continue to be powered
by the rapid growth of China and other developing nations.
Concerns about inflation meant that interest rates were rising
and many felt Australia would escape the incipient economic
slowdown in the developing world. Events have instead un-
folded differently. The federal government has taken the ex-
traordinary step of guaranteeing deposits held in all Austra-
lian banks, building societies and credit unions and the
Reserve Bank of Australia has delivered an unexpected 1% cut
in interest rates, citing heightened instability in financial mar-
kets and deteriorating prospects for global growth. This was
an extraordinary turnaround. It is, of course, the result of
Australia becoming ensnared in the global financial crisis that
began in mid-2007 and has intensified ever since. But how
and why did Australia get caught up in a mess that started
with falling property prices in the US?

The Australian Crisis Mirrored America’s
The crisis has unfolded in stages. First came the bursting of
the housing bubble in the United States. This in turn led to a
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cycle in which the prices of many mortgage-backed securities
plunged, triggering the liquidation of a number of hedge
funds [investment funds permitted by regulators to undertake
more activities than are usual for other kinds of funds] hold-
ing these securities, which in turn led to further collapses in
security prices. Following this hedge fund liquidation phase,
the focus of concern moved to banks. Banks were slow to ad-
mit to the extent of their exposure to mortgage-backed securi-
ties and related derivatives, which led to a breakdown of trust
in the markets. Banks became extremely reluctant to lend to
one another and, despite repeated efforts by central banks to
inject large amounts of cash into the banking system, the re-
sult was a liquidity crisis. This phase of the crisis has been
both longer and more severe than most observers expected
and has resulted in sweeping changes to the US banking land-
scape through both mergers and collapses. While the United
States has been at the epicentre, each phase of the crisis has
been echoed in Australia.

Property prices rose at a similar rate to the United States
and ever since 2002–03 the Australian household savings
rate has been negative.

Back in June 2005, the Economist published these pro-
phetic words: “Never before have real house prices risen so
fast, for so long, in so many countries. Property markets have
been frothing from America, Britain and Australia to France,
Spain and China. Rising property prices helped to prop up
the world economy after the stock-market bubble burst in
2000. What if the housing boom now turns to bust?” These
frothy property prices were fuelled by a combination of low
interest rates, loosening lending standards, growing consumer
appetite for debt and extensive use of securitisation [pooling
and repackaging], which effectively allowed home buyers to
access capital from all around the world.
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It has been estimated that from 2004 to 2006, more than
20% of new US mortgages were taken out by “subprime” bor-
rowers with poor credit histories and limited capacity to ser-
vice their loans. These borrowers instead relied on ever rising
property prices allowing them to sell for a profit or refinance
their mortgages at a lower rate once they had accumulated
more equity. Of course, once prices started to fall, these bor-
rowers began to fall behind in their payments or simply to
walk away from a debt now much larger than the diminished
value of their home.

In some ways, things were not very different in Australia.
Property prices rose at a similar rate to the United States and
ever since 2002–03 the Australian household savings rate has
been negative. Until very recently, borrowers also faced re-
peated interest rate rises on their growing debt. However,
Australia’s subprime market was much smaller than the United
States at only about 2% of mortgages and while the United
States still has significant excess housing supply, Australia still
faces a shortage of housing. As a result, despite rising delin-
quency rates, Australia has as yet escaped a vicious bursting of
the housing bubble. Nevertheless, many commentators argue
that significant risks remain for property prices in Australia.

The US Banking Crisis Hurt Australia
When it came to the second phase of the crisis, Australia was
not so lucky. Many investors held securities with direct expo-
sure to the ailing US subprime mortgage-backed market. Two
prominent casualties were high-yield funds managed by Basis
Capital and Absolute Capital. Mortgage-backed securities that
had been repackaged in the form of collateralized debt obliga-
tions (CDOs) had also been widely distributed to so-called
middle market investors: local councils, universities, schools
and hospitals. Non-bank mortgage lender RAMS also found
itself in trouble. RAMS was heavily reliant on short-term
funding, much of which it sourced from US investors who
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were no longer interested in purchasing asset-backed commer-
cial paper [a security sold to meet short-term debt obliga-
tions] regardless of whether the underlying mortgages were in
the United States or elsewhere. Unable to fund itself, RAMS
became the first Australian corporate victim to the financial
crisis. Other non-bank mortgage lenders also came under
pressure as global securitization markets effectively shut down.
The one bright spot was that, unlike European and US banks,
Australian banks appeared to have minimal direct exposure to
subprime mortgage-backed securities and their derivatives [fi-
nancial contracts whose value is based on something else such
as mortgages] on their balance sheets.

As the crisis shifted into the liquidity [or credit] phase, the
impact on Australia intensified. Institutions that were heavily
reliant on financing, particularly from offshore, found it more
and more expensive to refinance maturing debts. Among the
companies caught in the crunch were Centro, MFS [Limited],
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ABC [Developmental] Learning [Centres] and Allco. Of course
the biggest institutional borrowers in Australia are the banks.
They had come to rely increasingly on offshore markets in or-
der to fund Australia’s growing borrowing habits. By 2007,
Australia’s net foreign debt exceeded $500 billion, representing
more than 50% of the country’s annual gross domestic prod-
uct [GDP]. A significant proportion of this debt is raised by
banks. Despite their relatively clean balance sheets, Australian
banks were forced to pay the same high margins on their bor-
rowings that investors were demanding of European and US
banks. Even money markets [financial markets for short-term
borrowing and lending] in Australia were affected, pushing up
the interest rates banks had to pay for short-dated borrow-
ings. Like other central banks around the world, the Reserve
Bank responded to the liquidity crisis by injecting additional
cash into the system. As part of this effort, in September 2007
it significantly expanded the range of collateral it would ac-
cept from banks in exchange for funds, even going so far as to
allow mortgage-backed securities, albeit highly rated ones. De-
spite the global and local turmoil, the Reserve Bank remained
concerned about inflation, raising rates four times during the
credit crisis. In an effort to recoup some of their soaring
funding costs, banks broke with tradition and raised mortgage
rates over and above the Reserve Bank moves. . . .

With tighter lending standards, weak consumer and busi-
ness confidence, and signs of slowing international de-
mand for Australian commodities, Australia is unlikely
to escape this phase of the financial crisis.

Australia’s Real Economy
Has Not Escaped
Despite the funding challenges faced by the banks and the
volatility in Australian fixed income and equity markets, it was
not until September 2008 that alarm spread outside financial
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markets. As governments around the world began guarantee-
ing bank depositors, Australians began to realise that their
own deposits were not guaranteed. This led to fears that Aus-
tralian financial institutions, particularly regional banks and
credit unions, could experience a run by depositors, some-
thing that none could withstand regardless of the underlying
strength of their balance sheets. Fearing the catastrophic effect
this could have on the Australian economy, the federal gov-
ernment swiftly moved from plans to guarantee sums of up to
$20,000 to announcing on 12 October 2008 a comprehensive
guarantee of all retail deposits for three years. At the same
time, they announced a guarantee scheme for bank wholesale
borrowing to ensure Australian banks could compete for fund-
ing against other government-guaranteed banks around the
world. Nevertheless, Australian banks still have had no need of
the capital injections received by many banks around the
world.

While moves by governments and regulators around the
world appear to have averted systemic financial failure, con-
cerns remain about the impact the global financial crisis will
have on the real economy. With tighter lending standards,
weak consumer and business confidence, and signs of slowing
international demand for Australian commodities, Australia is
unlikely to escape this phase of the financial crisis. The gov-
ernment hopes that a $10.4 billion stimulus package will help
protect Australia from the anticipated global recession, but
few commentators still believe that Australia’s economy has
“de-coupled” from the United States and the rest of the devel-
oped world. Mind you, that is partly because Asia and devel-
oping nations around the world now seem well and truly
coupled to the US-led financial crisis.
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The European Union Is
Buckling Under the Crisis
Edward Hugh

Edward Hugh is a Barcelona-based macroeconomist. In the fol-
lowing viewpoint, he argues that the financial crisis has hurt na-
tions throughout Europe. He states that Germany has been hard
hit, and that it is in no position to act as a savior. Instead, Hugh
says, the European Union (EU) needs to issue EU bonds and
start to print money in order to prevent deflation and contrac-
tion. Europe, Hugh claims, has been in denial about the extent
of the crisis and must act swiftly if the European Union is to
survive.

As you read, consider the following questions:

1. According to Edward Hugh, what might Spanish unem-
ployment rise to in 2010?

2. Which two Eastern European nations face the current
worst-case economic scenarios in Europe, according to
Hugh?

3. According to Hugh, in the current economic situation,
for what is “quantitative easing” a euphemism?

As [Russian novelist] Leo Tolstoy might put it, all of
Europe’s economies are feeling pretty unhappy right now,

but each is unhappy in its own unique way. Nowhere have the

Edward Hugh, “The Center Cannot Hold,” Foreign Policy, March 1, 2009. Copyright ©
2008 Foreign Policy. All rights reserved. Reproduced by permission.
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effects of the crisis been felt more acutely than in the “periph-
eral” countries on Europe’s southern, northwestern and east-
ern edges. As the recession worsens, these countries are look-
ing toward Europe’s traditional center in hopes of salvation,
seemingly unaware that the center itself is struggling to hold,
as countries such as Germany and Austria battle with their
own version of the meltdown.

The feeling is growing that Europe’s problems are not lo-
cal or national ones, but that it is the eurozone itself . . .
that is fundamentally flawed.

As a consequence, the feeling is growing that Europe’s
problems are not local or national ones, but that it is the eu-
rozone itself [including those nations that have adopted the
euro currency]—in its conception and its architecture—that is
fundamentally flawed, lacking the ability to come to the aid of
individual countries in difficulty. Some analysts even worry
that we might be witnessing the beginning of the end of the
European experiment altogether.

The good news is that Europe can be saved. Rescuing
Europe’s problem economies will take much more than a
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simple bailout, though. It is going to require nothing less than
a complete recasting of the continent’s entire political and fi-
nancial architecture.

The Crisis in Spain and Ireland
We begin our tour in Spain and Ireland, both until recently
considered outstanding pupils by the European Central Bank
(ECB) and major economic success stories. The two countries
are now in serious trouble as they struggle with the unwind-
ing of a property boom that has its roots in the ECB’s ultra
expansive monetary policy. Spain, Europe’s fifth-largest
economy, entered its first recession in 15 years at the end of
last year [2008] and is now suffering from 15 percent unem-
ployment, a figure that might rise to 20 percent or more by
2010. Forecasts for Spanish GDP [gross domestic product]
growth in 2009 range from minus 3 percent to minus 5 per-
cent, but the contraction could easily extend into 2010, 2011,
and beyond. The Spanish government is still essentially in de-
nial about the scale of the correction needed and has been
busy trying to spend its way out of trouble, with the predict-
able negative consequence that the country’s once solid fiscal
surplus is now spiraling downward into deficit at breathtaking
speed. Indeed, the European Commission (EC) has already
initiated an excess deficit procedure against Spain.

As for Ireland, it was not so long ago that the country’s
economy was experiencing a boom of such proportions that it
came to be known as the “Celtic Tiger.” Now, the tiger is tank-
ing. The EC forecasts a 5 percent contraction in GDP this
year; unemployment is widely expected to hit 11 percent; and
house prices have plummeted. As a result, the Irish fiscal defi-
cit is expected to rise to 9.4 percent in 2009. Again, the EC
has opened an excess deficit procedure, and the country is be-
ing threatened with losing its AAA debt rating [its debt will
be considered less safe, or less likely to be repaid].
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The Crisis in Eastern Europe
and Scandinavia
The EU’s [European Union’s] most recent members are also
feeling the chilly winds of recession. If anything, Eastern Eu-
ropean economies and credit ratings are even less capable
than their Western counterparts of weathering dramatic in-
creases in debt levels. Thus, in the case of those countries hav-
ing a significant home-banking presence, such as Latvia and
Hungary, the support of external organizations—the EU, the
World Bank, the International Monetary Fund (IMF)—
becomes rapidly necessary when their banks start having li-
quidity problems [problems finding cash to pay debts]. Then,
as a direct result of the consequent bailouts, the countries’
debt-to-GDP ratios start to rise, putting their eurozone mem-
bership in jeopardy. If something isn’t done soon, these two
countries, and possibly others, are headed for a self-
perpetuating process of indebtedness with only one end point:
sovereign default.

Latvia and Hungary may be the current worst-case sce-
narios, but the list of walking wounded is growing by the day.
Romania and Bulgaria are now in “informal consultations”
with the IMF, while Slovakia and Slovenia (the two Eastern
European countries that actually made it into the eurozone)
hurtle off into deep recessions. What’s more, the chilly wind
has now spread even further north, beyond the Baltics and
into Scandinavia. Sweden is in the middle of a much more se-
rious recession than previously thought. Official figures for
the fourth quarter of last year reveal that GDP contracted 2.4
percent quarter-on-quarter in the final three months of last
year, equivalent to an annualized decline of 9.3 percent. Den-
mark is in the middle of a housing bust, and its economy has
contracted as households spend less and the global financial
crisis saps demand for the country’s exports. Finnish output
also slumped, by 1.3 percent, the most in 17 years, in the
fourth quarter of 2008. Certainly the situation is less severe in
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the north, but in addition to the homegrown recession,
Sweden’s troubled banking sector now labors under the grow-
ing weight of debt defaults in the Baltics and other parts of
Europe.

It is by now abundantly clear that many of Europe’s
leaders simply haven’t yet grasped the severity of the
problems the continent faces.

The European Center Is Ill-Equipped
to Help
With the periphery on the ropes, all eyes have been turning to
the center for help, particularly to Germany. Peer Steinbrück,
Germany’s finance minister, has had to face the cameras on an
almost daily basis to answer a barrage of press questions about
how equipped the EU is to handle all the looming bailouts, as
if reaching for the German checkbook were the magic remedy
to cure all ills.

Unfortunately, nothing could be further from the truth.
Germany has itself been bruised and battered, first in the U.S.
subprime turmoil, then in Ireland, and now in Eastern Eu-
rope. Its export-driven economy has suffered the impact of re-
cession after recession among its main customers. The eco-
nomic slump in the final quarter of 2008 proved worse than
feared, with the country posting the sharpest fall in GDP since
it was reunified in the early 1990s. And there is evidently
worse to come, because the German private sector shrank in
February at its fastest rate in more than a decade. Many econo-
mists now anticipate a contraction of about 5 percent for
2009.

The Financial Times correspondent Wolfgang Munchau
has been complaining bitterly of late—and with good rea-
son—about the extraordinary narrow-mindedness of Europe’s
economic and political leadership in the face of the current
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crisis. But more than narrow-mindedness, what Europeans
face is innocence and an inability to react, which frankly,
might be worse. I say “innocence” because it is by now abun-
dantly clear that many of Europe’s leaders simply haven’t yet
grasped the severity of the problems the continent faces
(especially in Spain, or even Germany, let alone in Eastern
Europe), and I say “inability to react,” because Europe has al-
ways and forever been moving too little and too late. The ini-
tial response to the banking crisis last October provides just
one clear example about how it is one thing to make promises
to guarantee the banking sector, and quite another thing to
live up to them.

Ten years of bad craftsmanship cannot be put straight in a
day, but Europe is going to have to try. The EU now badly
needs to remedy its institutional deficiencies to address its cri-
sis overload problem. Fortunately, remedies are available, even
if getting Europe’s leaders to talk about them is akin to lead-
ing a reluctant father-to-be up to the altar.

Issue Bonds and Print Money
First, EU (rather than exclusively national) bonds can be cre-
ated. These will effectively give Europe a fiscal capacity that is,
for all intents and purposes, equivalent to that of the U.S.
Treasury. Second, given the deflation problem, the European
Central Bank can now follow the Bank of England and the
Swiss National Bank by entering the next tier of quantitative
easing, expanding its balance sheet and starting to buy those
crisp new EU bonds in the primary market.

(Quantitative easing, which is simply a generic way of re-
ferring to all the recent attempts to boost money supply when
interest rates fall close to zero, becomes in this particular case
a euphemism for “printing money,” with the unusual charac-
teristic that this time, inflation is exactly what we are looking
for. And if we don’t get it, well, as Paul Krugman wrote in a
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recent the New York Times op-ed on Spain, we run the risk of
ending up with a European economy that is depressed and
tending toward deflation for years to come.)

Eastern Europe Is Going Backward

The view in the East is that the onset of the world eco-
nomic crisis has suddenly reversed globalization. Hundreds
of thousands of Poles, Bulgarians and Romanians had found
relatively well-paid jobs in Western EU countries, but now
an army of migrant workers is making its way back home
to the East. At the same time, the capital the region so des-
perately needs is flowing in the other direction, as Western
banks and investors pull out their money.

The fact that the crisis in the West is now pulling down
the East is largely attributable to a single mistake. For years,
Eastern Europeans took out loans denominated in euros,
Swiss francs and Scandinavian kroner. The loans stimulated
domestic consumption and allowed the economies to grow.
Many new member states imported more goods than they
exported. Now the mountains of debt are high. . . .

Citizens in the new EU [European Union] member
states can expect to see their wages stagnate at lower levels
compared with those in the West, assuming they have not
already been cut drastically. In addition to mass layoffs, ail-
ing Eastern European business owners have resorted to
wage cuts of up to 30 percent in recent months. And some-
one who is out of work in the East quickly finds him- or
herself in a very tight spot. Governments are out of money,
and social services were cut back in many places during the
boom years.

Jan Puhl, “Eastern Europe’s Economic Crash,”
Spiegel Online, March 23, 2009. www.spiegel.de.
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Third, the rules of the Maastricht Treaty [1992 treaty that
created the eurozone] should be rewritten to give the euro-
zone rapid access to the highly vulnerable countries of Eastern
Europe. These countries have been suffering, either directly
(in the case of countries whose currencies are pegged to the
euro—the Baltics and Bulgaria) or indirectly (in the case of
countries with floating currencies, but whose economies are
tied through exports to Western Europe—Poland, the Czech
Republic, Hungary, and Romania) from the gravitational pull
of the currency union. They need short-term protection, fol-
lowed by long-term nurturing, and the eurozone structure is
itself the best incubator we have at hand.

What Europe badly needs to do at this point is restore
confidence—confidence that it is not in denial . . . that it
has the instruments at its disposal to resolve the problem,
and that it is up to the task of implementing them.

The Crisis Can Be an Opportunity
The most important thing to realize is that the arrival of de-
flation [falling prices] is not only a threat; it is also an oppor-
tunity. Having the power (nay the necessity) to print money
should give Europe’s central administration one hell of clout
should it need to use it, and it will. As Joaquín Almunia, EU
commissioner for economic and monetary affairs, said earlier
this month, “You would have to be crazy to want to leave the
eurozone right now,” given the economic climate. It’s precisely
this fear that should serve as a persuasive stick to accompany
that attractive financial carrot. (Assuming Europe’s leaders un-
derstand that, in this case at least, sparing the rod would only
amount to spoiling not only the child, but all the brothers and
sisters and aunts and uncles, too.)

So though the first argument in favor of EU bonds might
be an entirely pragmatic one—that it doesn’t make sense for
subsidiary components of EU, Inc., to pay more to borrow
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money when the credit guarantee of the parent entity can get
it for them far cheaper—the longer-term argument is that the
ability to issue such bonds might well enable the EC to be-
come something it has long dreamed of becoming: an internal
credit rating agency for EU national debt.

What Europe badly needs to do at this point is restore
confidence—confidence that it is not in denial about the un-
derlying severity of the economic problem, that it has the in-
struments at its disposal to resolve the problem, and that it is
up to the task of implementing them. This restoration of con-
fidence that “we have the means, we have the will, and we are
going to finish the job” is what, more than anything else, is
lacking right now. Otherwise, Europe will be back to local, na-
tional, piecemeal solutions; to hoping in vain for a German
savior (when Germany itself is struggling); and to rising bond
spreads and growing economic chaos. As World Bank Presi-
dent Robert Zoellick told the Financial Times recently, “It’s 20
years after Europe was united in 1989—what a tragedy if you
allow Europe to split again.”
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In Iceland, an Economic
Miracle Ended in Disaster
Andrew Pierce

Andrew Pierce is an assistant editor at the Daily Telegraph. In
the following viewpoint, he reports that Iceland was a small,
relatively poor country until recently, when its economy and
standard of living expanded rapidly. This expansion was linked
to the rapid growth of the banking sector, which began in the
mid-1990s. When the global financial crisis crippled banking,
however, Iceland faced a major crisis. Now, according to Pierce,
the massive gains of the last few years may all disappear.

As you read, consider the following questions:

1. What is the life expectancy the author cites for men in
Iceland?

2. According to Andrew Pierce, young businessmen in Ice-
land did not want their country to depend on what for
its principal source of wealth?

3. Over a five-year period during the boom, by how much
did the average Icelandic family’s wealth grow, according
to Pierce?

Iceland had ousted Norway from the head of the UN’s league
table of 177 countries that compared per-capita income,

education, health care and life expectancy—which, at 80.55
years for males, was third highest in the world.

Andrew Pierce, “Financial Crisis: Iceland’s Dreams Go Up in Smoke,” Telegraph, Octo-
ber 7, 2008. Copyright © Telegraph Media Group Limited 2008. Reproduced by per-
mission.
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This was only one in a string of glowing assessments of a
country (population 313,000) which had pulled off a modern-
day economic miracle. No wonder they are also said to be the
happiest people on the planet. The inhabitants of this newly
discovered Utopia, with its much-admired free health and
education systems, bought the most books, owned most mo-
bile telephones per head, and included the highest proportion
of working women in the world.

Iceland overreached itself in spectacular fashion, and the
party is coming to a messy end.

Iceland had also presided over the fastest expansion of a
banking system anywhere in the world. Little did anyone know
that the expansion once so admired would go on to saddle the
country with liabilities in excess of $100 billion—liabilities
that now dwarf its gross domestic product of $14 billion.

Iceland overreached itself in spectacular fashion, and the
party is coming to a messy end.

Yesterday, trading in the shares of six major financial insti-
tutions was suspended as the government sought to avert
meltdown.
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Sigurdur Einarsson, chairman, Kaupthing Bank, warned

against people being too alarmist.

Over the years we have built a strong and well-diversified

bank. We have some of the strongest capital ratios in the

European bank sector. We’ve got good asset quality and a

highly diversified loan portfolio.

Kaupthing has and continues to manage its business pru-

dently and, with our strong fundamentals, we are naturally

concerned when we hear malicious rumours and sensation-

alism about Kaupthing being reflected irresponsibly. We ask

people to look at the facts, not rumour and inuendo.

Meanwhile, Icelandic interest rates have been catapulted to
15.5 percent, peaks not seen in Britain since Black Wednesday,
in an attempt to rein in inflation. The krona’s freefall on the
international currency markets is surpassed only by the cata-
strophic failure of Zimbabwean currency.

One of the country’s three banks, Glitnir, has been na-
tionalised; another wants money from its customers. Foreign
currency is running out as international banks refuse pleas to
lend money.

No longer smiling, office workers hurry home wondering
out loud if they will have jobs to go to by the end of the
week. Car showrooms are deserted. Estate agents are closing
early. There are few takers for the thousands of unsold houses
on their books. An unexpected cold spell is keeping many
people inside their homes, another reason why the shops,
many of which have discount sales, are quiet.

The speed with which Iceland rose and then fell to earth
has bewildered not just the islanders but also Geir Haarde, the
Prime Minister who has spent the past four days locked away
with his advisers in Reykjavik. He emerged on Monday to an-
nounce new powers for the country’s financial regulator:
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“We were faced with the real possibility that the national
economy would be sucked into the global banking swell and
end in national bankruptcy. The legislation is necessary to
avoid that fate.”

The dramatic change in Iceland, from the poor relation of
Europe to one of its wealthiest and apparently most success-
ful, and now back again, dates from the mid-1990s with the
privatisation of the banks and the founding of the country’s
Stock Exchange.

The free market reforms unleashed a new generation of
thrusting, young businessmen, many of whom picked up their
banking trade in the United States. They were determined that
their country would no longer have to rely on fishing for its
principal source of wealth; they loathed the international per-
ception of Iceland as a parochial nation of farmers and fisher-
men who could not hold their own on the world business
stage.

The dramatic change in Iceland, from the poor relation
of Europe to one of its wealthiest . . . and now back again,
dates from the mid-1990s with the privatisation of the
banks and the founding of the country’s Stock Exchange.

They had learnt at school all about the last Cod War with
Britain, in 1976, when Iceland unilaterally extended its territo-
rial waters, desperate to increase the financial yield from its
trawler fleet. So, in keeping with the traditions of their Viking
ancestors, the new army of corporate raiders went overseas to
seek their fortune.

Kaupthing, one of the three banks at centre of the debt
crisis, is not even in the top 100 of the world’s biggest banks.
But its influence on the British economy is out of all propor-
tion to its 124th ranking. In five years it has underwritten
more than £3 billion in debt to help finance British deals.
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Instability and Violence in Iceland

The tiny, North Atlantic island of Iceland, whose economy
already lies in tatters, was plunged into further crisis on
Monday [January 26, 2009] as the coalition government
collapsed amid violent protests on the streets. . . .

Mr. Haarde [prime minister of Iceland] had called for
early elections just last week, saying he would not lead his
Independence Party into the new elections because he
needed treatment for throat cancer. However, he was forced
to disband the government yesterday. . . .

In recent days the daily protests have become more vio-
lent. The police were forced to use tear gas last week for the
first time since 1949. Following the violent clashes, Mr.
Haarde had called for early elections, but his plan, along
with the economy, now lies in ruins.

Ciaran Walsh,
“Icelandic Government Falls—

Will Europe Learn from Haarde Lesson?”
RT Online, January 27, 2009. www.russiatoday.ru.

This is why the bankruptcy is not only adding to the tur-
moil on London Stock Exchange—which at one point lost
eight percent of its value—but also sending ripples through
the British High Street. Baugur, the Icelandic investment
house, has amassed large stakes in retailers including Hamleys,
House of Fraser, Oasis, Debenhams and Iceland the frozen
food store. Question marks hang over their future.

Kaupthing lent the money to Baugur to finance its invest-
ment in Arcadia back in 2001, which it then sold on to the
British billionaire Philip Green. It also snapped up the UK
merchant bank Singer & Friedlander for £547 million in
2005—a company which has helped bankroll some of Britain’s
best known entrepreneurs, such as Gordon Ramsay. It also ad-
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vised the sportswear tycoon Mike Ashley on his troubled £134
million purchase of Newcastle United football club. Kaupthing
was also a big investor in the London property market, which
has become another millstone round the bank’s neck.

The Icelandic bankers were able to raise billions for their
expansion from the booming new Stock Market in Reykjavik
and because of Iceland’s extraordinary well-funded pension
system.

For decades one of the poorest countries in Europe, Ice-
land could finally celebrate as the average family’s wealth grew
by 45 percent in five years. GDP accelerated at between four
to six percent a year and the wealth was invested in property
that, in turn, fuelled an unsustainable boom in house prices.
In the good times, credit companies sprang up offering 100
percent loans, many in foreign currency such as Japanese yen
or Swiss francs. But with the krona in freefall, some loans
have doubled in size and thousands are defaulting.

Some did counsel caution. In 2004, Björn Gudmundsson,
an economist with Landsbanki, said: “We think the economy
will cool rapidly in 2007. Much of the investment in infra-
structure will come to an end then.” But the dealmakers
thought the good times would last forever. In the same year
that Gudmundsson sounded his warning, Icelandic investors
spent £895 million on shares in British companies alone.

It was almost inevitable that when the international credit
crisis unleashed the worst financial tsunami the world had
seen since 1929, there was little that Iceland, which disbanded
its armed forces 700 years ago, could do to repel the shock
waves. Iceland has guaranteed all its savers deposits, but could
not extend this guarantee to the hundreds of thousands of
British savers who have invested money in their Internet sav-
ings banks.

The mood of crisis was heightened further when the Gov-
ernment suspended all public service broadcasting, a measure
usually reserved for volcano warnings. The chairman of the
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opposition left-green party, Steingrímur Sigfússon, has called
for a coalition government to lead Iceland through its finan-
cial emergency.

The trade unions, meanwhile, are pressing for Iceland to
begin talks about becoming part of the European Union,
which the government has been reluctant to join for years.
The pension funds have now also agreed to help the Govern-
ment by selling assets.

The mood of crisis was heightened further when the
Government suspended all public service broadcasting, a
measure usually reserved for volcano warnings.

It took a while, though, for the penny to drop. As recently
as this spring, when questions were being asked about the
economy, the country was in denial.

Dagur Eggertsson, a former mayor of Reykjavik, said:
“Someone called it ‘bumblebee economics’ because it is hard
to figure out how it flies, but it does, and very nicely, too.”
The bumblebee, though, like the billionaires who thought they
could buy up the British high street, is no longer flying high.
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The Crisis Fuels Unrest
in France, Britain, China,
and Russia
Thomas Hüetlin, Andreas Lorenz, Christian Neef, Matthias
Schepp, and Stefan Simons

Thomas Hüetlin, Andreas Lorenz, Christian Neef, Matthias
Schepp, and Stefan Simons are staff writers at Der Spiegel. In
the following viewpoint, the authors report that the economic
crisis threatens many governments. There have been protests in
Britain and France, and French president Nicolas Sarkozy and
British prime minister Gordon Brown are increasingly unpopu-
lar. In China, the government is attempting to quell unrest with
stimulus packages and giveaways. According to the authors, Rus-
sia is moving to repress dissent in the press, but otherwise seems
ill-equipped to deal with the financial crisis or the attendant fall
in popular support for the government.

As you read, consider the following questions:

1. According to the International Monetary Fund, which
nation faces the worst downturn among all highly devel-
oped economies?

2. China and Russia experienced serious crises in the 1990s
after they did what with their state-owned enterprises,
according to the authors?

Thomas Hüetlin, Andreas Lorenz, Christian Neef, Matthias Schepp, and Stefan Simons,
“Popular Rage Grows as Global Crisis Worsens,” Spiegel Online, February 9, 2009.
Translated from the German by Christopher Sultan. Copyright © Der Spiegel July 2009.
Reproduced by permission.
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3. In December 2008, by how much did disposable income
sink in Russia, as the authors report?

In the cabinet of French President Nicolas Sarkozy, there was
talk of a “Black Thursday,” and from Sarkozy’s perspective,

that was exactly what Jan. 29, 2009 turned out to be. Schools
were closed, and so were railroads, banks and stock markets.
Theaters, radio stations and even ski lifts were shut down
temporarily. Trash receptacles were set on fire in Paris once
again, and a crowd gathered on the city’s famed Place de
l’Opéra to sing the “Internationale,” the anthem of revolution.

The Financial Crisis Sparks Protests
The global financial crisis has already reached France, bring-
ing business failures, mass layoffs for some workers and re-
duced working hours for others. On that infamous Thursday,
it drove up to 2.5 million people into the streets, in cities
from Marseilles to Brest and Bordeaux. The situation was not
like in May 1968, when France was in a state of emergency
[street protests caused the collapse of the government]. Never-
theless, the country’s unions called the demonstrations “his-
toric,” characterizing them as the most important protest
movement to date against the current French president.
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Paris is not the only place plagued by unrest. Across the
English Channel in Britain, workers protested at a refinery
near Immingham in Lincolnshire, triggering solidarity strikes
in 19 other locations in the United Kingdom. The demonstra-
tions became a symbol for the fears of the British lower classes,
because the country—according to the International Mon-
etary Fund—faces the worst downturn among all highly de-
veloped economies. Prime Minister Gordon Brown’s approval
rating is following the decline of the British pound.

In Russia, dismal labor statistics have driven Communists
and anti-government protestors into the streets from Pskov to
Volgograd in recent days, and in Moscow members of the left-
wing opposition even ventured onto Red Square. They ripped
up pictures of Prime Minister Vladimir Putin, until police ar-
rested and removed them.

In China, workers returned from festivities marking the
spring festival to hear shocking news from their own govern-
ment. Beijing announced that about 20 million migrant work-
ers—more than the combined populations of Denmark, Swe-
den and Norway—would likely become unemployed in the
coming months. The fast pace of economic growth that has
lent legitimacy to the Communist Party’s hold on power until
now has slowed considerably. According to a government
spokesman, 2009 will be the “most difficult” year since the
turn of the millennium.

About 50 million jobs could be lost worldwide in the next
11 months and more than 200 million people could drift into
total poverty, warns the International Trade Union Confedera-
tion (ITUC). Guy Ryder, the group’s general secretary, believes
that these changes represent a “social time bomb,” and that
the resulting instability could become “extremely hazardous to
democracy” in some countries.

In the West, the crisis could cost heads of state their jobs,
as was recently the case with the prime minister of Iceland.
But what does it mean for the giant countries in the East?
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Could the regime in Beijing falter as the country faces its
greatest challenge since the beginning of market reforms? Are
the Russian people terminating their political moratorium
with the government, because prices are rising while the ruble
falls, or could the middle class even be about to rebel?

About 50 million jobs could be lost worldwide in the
next 11 months . . . the resulting instability could become
“extremely hazardous to democracy” in some countries.

Sarkozy’s Popularity Falls in France
Cabinets in London, Moscow, Beijing and Paris have been
overcome by a sense of helplessness. Self-confessed workaholic
Gordon Brown is trying to cope with calamity by taking con-
stant countermeasures, while Putin sends his police officers
into the street and Beijing distributes gifts to the poorest of
the poor. French President Sarkozy, on the other hand, re-
mained silent for a full seven days after the first major, large-
scale demonstration.

The French president, who usually seizes every possible
opportunity to grab the limelight, waited an entire week be-
fore finally reacting to nationwide strikes. Last Thursday
evening [February 5, 2009], on instructions from the Elysée
Palace, 90 minutes of broadcast time was made available for a
television interview, and Sarkozy quickly switched into propa-
ganda offensive mode on multiple TV and radio stations. The
gist of his message was that there would be no change in di-
rection, and that the government would continue to empha-
size reforms.

In light of what he dubbed a “crisis of brutal proportions,”
the president knowingly pointed to “hardships” and “worries”
and massaged the soul of the nation with therapeutic plati-
tudes. But that was the extent of it, because Sarkozy knows
that the Jan. 29 [2009] demonstrations did not reach critical
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mass by a long shot. The motley alliance of protesting profes-
sors, nurses, steel workers and students lacked a shared list of
economic and political demands. Their banners made a case
for wage increases, purchasing power parity or the repeal of
tax reforms for the rich. At the same time, however, the pro-
tests revealed a deep-seated malaise that penetrates deeply into
the conservative electorate of the governing UMP [Union for
a Popular Movement, a center-right political party]. The over-
whelming majority of the French are plagued by fears of un-
employment, lower incomes and shrinking savings.

The galloping decline in the economy has further dam-
aged the president’s standing. Now that his approval rating
has dropped to only 39 percent, Sarkozy is very much on
edge. After being booed by angry citizens during a visit to the
normally tranquil town of Saint-Lô, the president reacted by
imposing a disciplinary transfer on the town’s prefect and
chief of police.

The galloping decline in the economy has further dam-
aged [French president Sarkozy’s] standing. Now that his
approval rating has dropped to only 39 percent, Sarkozy
is very much on edge.

Two-thirds of the French believe that their government—
despite the €26 billion [euros] ($34 billion) economic stimu-
lus package, which even includes plans to renovate churches,
government ministries and prisons—is not engaging in effec-
tive crisis management.

Politically speaking, the man in charge at the Elysée Palace
will remain unchallenged until 2012. Sarkozy has a solid ma-
jority in both the National Assembly and the Senate. The
Communists have shrunk to the point of insignificance, and
the Socialists are crippled by internecine feuds. This week,
however, the alliance of trade unions is discussing new battle-
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ground tactics, and it knows that it can depend on the sup-
port of the majority of French people.

“The sympathy for the strike movement highlights the
ever-deepening rift between the French and their president,”
warns political scientist and opinion researcher Stéphane
Rozès. “We are on the brink of a new epoch, one that will be
marked by growing political instability.”

Gordon Brown’s Popularity Falls in Britain
British Prime Minister Gordon Brown’s popularity is falling
even faster than Sarkozy’s. Despite a temporary boost last fall
[2008], when Brown showed leadership strength at home and
internationally with his plan to recapitalize the banks, fewer
and fewer Britons are now confident that the man at 10 Down-
ing Street [the residence of the British prime minister] has the
right recipe for the crisis.

According to recent polls, the opposition Tories have fur-
ther widened their lead to a comfortable 10 to 12 percent,
while only one in three Britons would vote for Labour today.
The drop in the approval ratings of Brown and Chancellor of
the Exchequer [or Finance Minister] Alistair Darling is espe-
cially dramatic on issues of economic competence, where the
pair lost a full 12 percentage points within only a month.

These are disconcerting numbers, especially for Brown’s
Labour party, which almost kicked the prime minister out of
office last summer. Coming to grips with the public’s growing
anger will be one of the prime minister’s most important
tasks. Although Brown’s smart, academic analyses against pro-
tectionism are impressive to listeners in places like Davos
[Switzerland, site of the World Economic Forum], the premier
is increasingly alienating concerned traditional voters like the
folks in Lincolnshire.

In better times, for example, the strike in front of the Lin-
colnshire refinery would have elicited nothing but a shrug
from most British workers. The operator of the plant, the
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French energy company Total, had wanted to use 300 skilled
workers from Italy and Portugal, provided by an Italian sub-
contractor, for a construction project. According to the unions,
the workers were being paid less than they should have been,
which Total denied.

After days of unruly strikes, the parties reached an agree-
ment last Wednesday, in which Total agreed to provide 102
additional jobs for British workers. It was a courtesy gesture
by the company to preserve the peace. Under the current law,
there was nothing illegal about temporarily employing the
Italian and Portuguese workers.

The 102 additional jobs are the price the company paid
for social peace, but whether it will last is more than ques-
tionable. “We may have won the battle, but the fight goes on,”
says Shaune Clarkson of the GMB union [general trade
union]. No one knows whether the message has reached
Brown in London, where more and more observers believe
that the prime minister lost touch with the public long ago.

China Seems Stable for Now
If anyone has a receptive ear for angry grumbling in the
streets, it is governments like those in Beijing and Moscow.
Both China and Russia experienced serious crises in the 1990s,
when their old Communist, state-owned enterprises were shut
down. In China, 50 million people became unemployed within
a short space of time, and in Russia the economic crash al-
most cost President Boris Yeltsin his reelection in 1996. But
both regimes persevered, because both the Chinese and the
Russians, after long years of Communist planned economies,
were undemanding. But in the wake of the economic boom of
recent years and the growing prosperity of large segments of
the middle class, those days are over.

Ironically, in the year [2009] in which the Chinese Com-
munist Party plans to celebrate the 60th anniversary of its rule
with a great deal of pomp, the country, for the first time in a

The Global Financial Crisis

114



long while, will not be able to boast impressive economic sta-
tistics. The economy grew by only 6.8 percent in the last quar-
ter. To keep high school and university graduates employed,
China must increase its manufacturing production or the ser-
vices it provides by about 8 percent annually.

No one truly believes that Communist Party leader Hu
Jintao or Premier Wen Jiabao could suffer the fate of former
Indonesian President Suharto, who was swept away by the
1998 Asian economic crisis after ruling the country for more
than 30 years. Nevertheless, “Chinese society will likely be

Russians’ Opinion on the State of 
Their Nation, March 2009

Things are
normal
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Things are good
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Things
are bad
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TAKEN FROM: RT, “Putin and Medvedev Not Guilty in Crisis–Poll,”
March 26, 2009. www.russiatoday.ru.
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confronted with more conflicts and clashes in 2009, which will
test the abilities of the party and government even further,”
warned the government-owned magazine Outlook.

Preventing unrest is the order of the day, and to that end
Beijing has approved an economic stimulus package worth
€460 billion ($598 billion). A portion of the money is to be
spent on better social insurance programs, so that people will
save less and consume more. A plan to raise the minimum
wage has been postponed. Nevertheless, local governments
handed out so-called “red envelopes,” each containing 100 to
150 yuan (€11–17 or $14–22), to the poorest of the poor dur-
ing the spring festival so they can buy food.

In addition, Beijing came up with an unusual program. As
of Feb. 1 [2009], farmers are receiving a cash rebate from the
government equivalent to 13 percent of the purchase price
when they buy television sets, washing machines, motorcycles
or refrigerators. The Communist Party hopes the program will
increase consumption—but also that it will buy it patience
and sympathy.

Preventing unrest is the order of the day, and to that end
Beijing has approved an economic stimulus package
worth €460 billion ($568 billion).

The party is especially concerned about migrant workers,
who are losing their jobs at a breathtaking rate. There is hardly
anyone left in their native villages for farming. The tenseness
of the situation is palpable in China’s so-called “job markets,”
such as the one in Canton’s Huadu district. Last week, on a
side street wedged between factories, shops and apartment
buildings, hundreds of men and women jostled up to tables at
several leather factories that make bags for the domestic, Rus-
sian and American markets. Jobs were available—for a 10-
hour day and without employment contracts.
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Nevertheless, the mood in Canton still seems relaxed. And
yet no one can predict how long the public’s confidence will
last. Those who, despite all efforts, can no longer afford the
tuition to send their children to school or their parents to the
doctor may eventually lose patience with the authorities. In
recent weeks, several protests in front of factory gates have
turned violent, with police vehicles going up in flames and
workers ransacking party offices.

The party is especially concerned about students, who
have rarely dared to take to the streets since the 1989 Tianan-
men Square massacre. But this could change when their
dreams of enjoying a successful career in return for the hard
work of their student years threaten to evaporate.

Of the roughly 5.6 million Chinese who graduated from
universities and technical colleges in 2008, about a million are
still without work. This year, the number of graduates enter-
ing the job market will be even higher, at 6.1 million. “If you
are worried, you can rest assured that I am even more wor-
ried,” Premier Wen told a group of students.

Russia Prepares to Suppress Unrest
These are not the kinds of words Russians hear from their
prime minister. Since the fall, when Putin was still publicly
denying that the world financial crisis posed a threat to Rus-
sia, Moscow has primarily been preparing itself for one thing:
to keep its own people in check if worse comes to worst.

The rulers’ fear of the ruled has plagued every Russian
government since the days of the czars. It suddenly reappeared
when Yevgeny Gontmacher, a respected social economist, pub-
lished his essay “Novocherkassk 2009,” in which he warned
against uprisings in the provinces. The essay alluded to the ri-
ots that broke out in the southern Russian industrial city of
Novocherkassk in June 1962, following price increases. Five
thousand angry workers took to the streets, and the police
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and army were ordered to shoot the protestors. More than 20
people died, and seven ringleaders were executed.

The mere mention of this long-suppressed drama was
enough for the authorities to threaten to withdraw the license
of the liberal business magazine Vedomosti, which had pub-
lished Gontmacher’s article. The magazine was accused of “in-
citement to extremism”—and this despite the fact that the au-
thor had held an important post under Putin.

But in taking this approach, the Kremlin merely confirmed
Gontmacher’s core thesis, namely that the Putin system, which
increasingly emphasized central control and repression of po-
litical foes already during times of economic growth, is inca-
pable of responding flexibly in a serious crisis. Indeed, the
government reacted in panic immediately after the first dem-
onstrations by angry merchants in Vladivostok, who were in-
censed over an increase in import duties for Western used
cars, by portraying the protestors as the victims of foreign in-
telligence services.

The Putin system, which increasingly emphasized central
control and repression of political foes already during
times of economic growth, is incapable of responding
flexibly in a serious crisis.

Pavel Verstov, a member of Putin’s United Russia party
until recently, can also attest to the Kremlin’s helplessness. Ver-
stov, a local journalist, had reported on suicides at the largest
steel mill in Magnitogorsk, an industrial city in the Ural
Mountains region. Four workers had killed themselves because
they could no longer repay their debts. Hundreds of thou-
sands of Russians are now under similar pressure, after having
taken out euro or dollar loans from banks to buy houses or
cars. But now that the ruble has lost 47 percent of its value
against the dollar since last September, the borrowers’ salaries
are no longer sufficient to service their debt.
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Verstov was expelled from the government party. A local
party official branded him as a “troublemaker” and declared:
“The security forces will take strong steps to thwart all at-
tempts to destabilize society.” He called upon his fellow party
members to stand behind President Dmitry Medvedev and
Prime Minister Vladimir Putin.

The fact that there have already been open calls for Pu-
tin to resign . . . shows how quickly supposedly stable
power can be eroded.

The two men are still strong in the polls, with Putin’s ap-
proval rating at 83 percent. However, polls conducted by the
public opinion research institute Levada Center show that
confidence in the government is vanishing almost as quickly
as the country’s financial reserves. While only 27 percent be-
lieved that the country is moving “in a wrong direction” in
October 2008, that number had already risen by half by the
end of December [2008]. Almost one in two citizens fears that
“the government cannot effectively combat inflation and sal-
ary losses.”

To bolster the banks, the ruble and heavily indebted major
companies, the government has already spent a third of its
once formidable foreign currency reserves. After a still-
respectable economic growth figure of 5.6 percent in 2008,
German Gref, a former economics minister who now heads
the country’s largest bank, now expects three years of reces-
sion and stagnation. “The government does not have a plan to
cope with the crisis,” says Gref.

Russia’s Government Is Disconnected
from Its People
In this situation, it is not Garry Kasparov, the leader of the
extra-parliamentary opposition, who poses a threat to the
Moscow power elite, because the former world chess cham-
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pion has far more supporters in the West than in Russia. And
Communist Party leader Gennady Zyuganov, for his part, has
made his peace with the powers that be.

The real threat comes from another direction. The Krem-
lin fears that members of the middle class, loyal Putin sup-
porters, will withdraw their support if the prosperity of recent
years vanishes. In December alone, disposable income sank by
11.6 percent, and 5.8 million people are already officially un-
employed. Arkady Dvorkovich, economic advisor to President
Medvedev, believes that the unofficial figure is closer to 20
million.

So far, few have protested in Putin’s giant realm. But the
fact that there have already been open calls for Putin to re-
sign—as in Vladivostok—shows how quickly supposedly stable
power can be eroded.

A respected Moscow political scientist points to a danger-
ous disaffection between the “ruling elite” and the passive ma-
jority, warning that there are no longer any functioning rela-
tions between the country’s rulers and its population,
television excluded. In times like these, he says, this could
prove to be devastating—and it could ruin the Putin system.
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Israel Will Cut
Social Programs, but
Not Military Spending
Daniel Rosenberg

Daniel Rosenberg is an Israeli student, education worker, and

activist for peace and social justice. In the following viewpoint,

he argues that the financial crisis will hit Israel very hard. Rosen-

berg says that Israel has a high rate of poverty, but that in order

to keep a balanced budget it will cut needed social spending. The

pension system is in bad shape, Rosenberg argues, because it was

privatized in 2004 and money was placed in foreign investments.

In addition, unemployment is rising. According to Rosenberg,

however, the military faces no cuts and will continue to spend

wastefully.

As you read, consider the following questions:

1. According to Daniel Rosenberg, what percentage of Is-

raeli citizens live below the poverty line?

2. When were Israeli pension funds privatized?

3. According to Rosenberg, where will the cuts in NGO

[nongovernmental organization] funding be especially

keenly felt?

Daniel Rosenberg, “Israel and the Financial Crisis,” MR Zine, October 21, 2008. Copy-
right © 2008 by MR Press. Reproduced by permission of Monthly Review Foundation.
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The financial crisis does not skip over Israel. The country
that has been integrating itself in global capitalist markets

in the last decades is once again seeing the ugliest side of
capitalism, as the stock markets have dropped over a stunning
10 percent since the beginning of the month and the GDP
[gross domestic product] growth forecast for the next couple
of years has been slashed.

The crisis finds the Israeli society in worse shape than it
was during the last recession, that of 2000–2003: currently
about a quarter of Israeli citizens live below the official pov-
erty line, among whom the percentage of minority groups,
such as Israeli Arabs and Orthodox Jews, is extremely high. A
large part of the Israeli poor population are defined as “work-
ing poor,” meaning people who are employed and yet do not
earn a minimum living wage, a phenomenon which is usually
regarded as a symptom of the crumbling of the middle classes.

The Financial Crisis Will Hurt Israelis
Despite the fact that many governments around the world,
from Europe to Mexico, are intending to increase spending in
order to combat the oncoming recession, the Israeli govern-
ment has already declared that it will keep a balanced budget
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and that, to do so, further cuts in social spending will be nec-
essary. The government has not yet revealed its 2009 budget,
but as in the 2003 emergency economic plan, it is likely to in-
clude reduction of state support for education and welfare,
shutting down hospitals, schools, and community centers.

Despite the fact that many governments . . . are intending
to increase spending . . . the Israeli government has al-
ready declared that it will keep a balanced budget and
that, to do so, further cuts in social spending will be nec-
essary.

The current crisis also has a direct effect on the pensions
and long-term savings of many Israeli workers and retirees. In
the last decades, Israel underwent a series of financial reforms
aimed at integrating the Israeli society in the international fi-
nancial system. Thus, the major pension funds, which until
1995 were held by the Israeli labor confederation, were priva-
tized in 2004. The era also saw the acquisition of major finan-
cial institutions, such as the country’s biggest insurance com-
pany and second-largest bank, by foreign holders. The financial
institutions, now fully integrated in international finance, have
poured investments into foreign financial markets rather than
government bonds, as well as securities that enriched major
Israeli tycoons, who are themselves heavily invested in foreign
financial equities. The losses that the global financial sector
has suffered in the last several weeks [in fall 2008] have had
major impacts on the Israeli institutional investors’ earnings,
resulting in the pension savings shrinking by an average of 8
percent—and the worst is yet to come. Many workers, espe-
cially those nearing retirement, simply don’t believe they will
be able to maintain a decent standard of living, so they are
forced to work in their older age.

Another sector that has been affected by the crisis is the
vast network of NGOs [nongovernmental organizations] pro-
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viding necessary welfare to thousands of Israelis. With the
deepening poverty in Israeli society, the NGOs have come to
supply many essential social services, from soup kitchens and
charity to health and education. The NGOs, which often oper-
ate under the banner of “social justice,” are usually heavily re-
liant upon contributions from wealthy Israeli and interna-
tional donors, including some of the major Israeli capitalists.
In times of economic turmoil, like now, donations normally
become skimpier, leaving a significant part of the Israeli popu-
lation without basic essentials, sometimes as basic as food and
shelter. This aspect of the crisis is especially keenly felt in the
Palestinian territories, as many aid programs are being cut
back due to lack of funds.

Industry Faces Cuts, but the Military
Does Not
The Israeli industry is also likely to suffer cutbacks; already,
over 10,000 employees are expected to be fired in the next few
weeks. Dependency on foreign markets, which was hailed by
liberal politicians as the sign of success of the Israeli industry,
is likely be its bane in times of global recession. Many venture
capitalists, especially in the IT [information technology] and
biotechnology sectors, are already pulling out of Israel.

However, one sector that is not showing signs of recession
is the production of means of destruction. Elbit, Israel’s major
private arms producer, reported that its gross profit for the
second quarter of 2008 increased 55.4 percent compared to
the second quarter of 2007, while Magal, which specializes in
security and surveillance systems, saw its revenue rising a stag-
gering 78 percent since 2007 (Magal and Elbit are both major
contractors in the building of the notorious separation wall [a
barrier being built by Israel in the West Bank] in the occupied
territories). Furthermore, Israel’s defense budget is not likely
to be cut in 2009 and will probably continue to occupy about
15 percent of the overall state expenditure. Among the billions
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The Financial Crisis Has
Fueled Anti-Semitism

As the financial crisis continues to affect markets around
the world, anti-Semites are still using it to promote con-
spiracy theories about Jewish involvement in the crisis, and
anti-Semitic statements and other anti-Jewish messages are
appearing on a daily basis on financial Internet discussion
groups and on Web sites and blogs both in the United States
and abroad.

The crisis has also given birth to new anti-Semitic con-
spiracy theories. One of the most common rumors being
circulated on the Internet suggests that, just prior to the
collapse of Lehman Brothers, “$400 billion was frantically
transferred to banks in Israel” by the company.

That conspiracy theory, which has no basis in fact, is
reminiscent of the one that emerged immediately after the
9/11 terrorist attacks, which claimed that “4,000 Jews” did
not report to work at the World Trade Center that day be-
cause they had advance warning that an attack was immi-
nent. That Big Lie is now believed by many around the
world.

Posts and public comments on financial message boards,
Web sites and blogs have perpetuated anti-Semitic stereo-
types and conspiracy theories alleging Jewish control of the
U.S. economy, banking and government and blaming Jews
for the country’s financial turmoil. Some posts have gone so
far as to resurrect Nazi-era propaganda with threads such
as, “The Jewish Problem . . . They need to be stopped . . .”
or comments such as, “The Final Solution 2??”

Anti-Defamation League,
“Financial Crisis Sparks Wave of Internet Anti-Semitism:

Overview,” October 4, 2008. www.adl.org.
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assigned to the Israeli military, $4 billion will be spent on pur-
chasing 25 new F-35 fighters, which makes it twice as expen-
sive as its catalogue price ($87 million apiece), to the happi-
ness of Lockheed Martin Corporation. The government’s
priorities, revealed in this overpriced and needless purchase,
exposes the core of Israel’s geopolitical role: to be the “big
stick” of US foreign policy.
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Worldwide, Migrant Workers
Are Threatened by Job Losses
and Xenophobia
Ron Synovitz

Ron Synovitz is a senior correspondent in Radio Free Europe’s
central newsroom, where he has worked since 1995. In the fol-
lowing viewpoint, Synovitz reports that enormous numbers of
migrant workers are losing their jobs in China, the Persian Gulf,
and Europe. In response, governments in Spain, Russia, and else-
where are putting restrictions on the number of foreign workers
allowed into their countries. International organizations and ad-
vocacy groups worry that such restrictions on foreigners may
cause dangerous large-scale migration, enrich criminal organiza-
tions by promoting illegal immigration, and encourage xenopho-
bic attitudes toward foreigners.

As you read, consider the following questions:

1. In the Persian Gulf, from where does Ron Synovitz as-
sert the majority of migrant workers come?

2. In Spain, where do the majority of migrant workers
come from, according to the author?

3. What is the International Organization for Migration
(IOM)?

Ron Synovitz, “Global Financial Crisis Costs Many Migrant Workers Their Jobs,” Ra-
dio Free Europe, December 18, 2008. Copyright © 2008 RFE/RL, Inc. Reprinted with
the permission of Radio Free Europe/Radio Liberty, 1201 Connecticut Ave., N.W.
Washington DC 20036. www.rferl.org.
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For years, migrant workers from impoverished rural areas
of China have flocked to factories in the country’s eastern

coastal areas for work.
But the global financial crisis has slowed the demand for

products made in those factories. Tens of thousands have
closed already this year [2008], and the number is expected to
rise by year-end—leaving millions of Chinese migrants unem-
ployed.

Already, a mass exodus is under way within China as mil-
lions of jobless migrants return from the cities to their impov-
erished villages.

Analysts . . . predict that as many as half of [the Persian
Gulf ’s] 13 million foreign workers could lose their jobs in
the months ahead.

Migrants in Persian Gulf and Europe
Face Layoffs
In the Persian Gulf region, major construction projects fi-
nanced by a seemingly endless stream of oil revenue have
brought millions of migrant workers to the region—mostly
from Asian countries such as India, Pakistan, Bangladesh, Sri
Lanka, and the Philippines.

But now, the fall in the price of oil that has accompanied
the global recession is causing a sharp downturn in develop-
ment within the six Gulf Cooperation Council states—Saudi
Arabia, the United Arab Emirates, Kuwait, Bahrain, Qatar, and
Oman.

Analysts say neither the developers, the investors, nor the
migrant workers are prepared for what is next. They predict
that as many as half of the region’s 13 million foreign workers
could lose their jobs in the months ahead.

The migrants will either have to stay in the Gulf countries
as illegal immigrants or go back to their own countries to seek
employment.
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European countries also are seeing similar problems as a
result of the financial crisis.

Millions of foreign workers flocked to Spain for jobs from
1994 to 2007 when that country saw continuous economic
growth. Most of the 4.5 million migrant workers now in Spain
are from Latin America, North Africa, or Eastern Europe.

Many had jobs in construction—until this year, when the
global economic crisis hit Spain’s construction sector hard. In
Spain, again, migrant workers have been among the first to
lose their jobs.

Governments Target Foreign Workers
Complicating their situation further, the Spanish government
in September announced a plan to fight soaring unemploy-
ment by limiting the number of foreign workers. Government
ministers argue that they have no choice but to respond to the
needs of the labor market—and protect the jobs of Spanish
citizens.

UN [United Nations] Secretary-General Ban Ki-moon re-
cently suggested that the financial crisis could uproot entire
communities of foreign workers around the world and cause
major changes to the dynamics of international migration.

“It would be naive to think the current [economic] crisis
will have no effect on the movement of people across the bor-
ders and on how our publics perceive migration and the mi-
grants in their midst,” Ban said at a global forum in October.

“Already migration flows are reversing,” he added. “In sev-
eral instances, we are seeing a net outflow from countries fac-
ing economic crisis, especially from badly affected sectors such
as construction and tourism, where many migrants are em-
ployed.”

Ban said it is important that governments protect the
rights of foreign workers in order to prevent mass migrations
of angry, unemployed, and impoverished workers.

131

Effects of the Global Financial Crisis on Developing Nations



“I would also urge those countries who accommodate
many migrants—they should ensure, through their domestic
legislation and political and social framework—to protect and
promote the human rights of migrant workers,” he said.

But there are signs that the opposite is taking place in
some countries.

[UN Secretary-General Ban Ki-moon] said it is impor-
tant that governments protect the rights of foreign work-
ers in order to prevent mass migrations of angry, unem-
ployed, and impoverished workers.

In Russia, Prime Minister Vladimir Putin this month [De-
cember 2008] signed a decree aimed at reducing quotas on
the number of foreigners working in the country. Putin says
the move will ease the impact of the financial crisis.

But at the same time, a youth branch of Putin’s United
Russia party, calling itself the Young Guard, has been engaged
in a campaign to reclaim jobs for Russians that are occupied
by foreign migrant workers.

Andrei Tatarinov, the deputy head of Young Guard’s Mos-
cow office, . . . said the campaign aims to rid the country of
“every other” migrant worker.

“Considering the difficult financial situation in our coun-
try, we believe that we must think about our native workers—
take care of them, their salaries and their jobs,” Tatarinov said.
“We don’t think it’s right to feed foreign economies and send
money abroad by paying migrant workers. We are ready to
help the Federal Migration Service by jointly patrolling con-
struction sites that employ many immigrants.”

Governments Should Reject Xenophobia
The International Organization for Migration [IOM] is an in-
tergovernmental organization based in Geneva, Switzerland,
that works worldwide to make migration beneficial for both
migrant workers and the countries involved.
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IOM spokesman Jean-Philippe Chauzy says that policies
like those passed in Russia this month are a cause of concern
for his organization as it marks International Migrants Day
on December 18.

Migrant Workers Face Massive Layoffs
in the Persian Gulf

With property prices crashing and cranes standing motion-
less over abandoned construction projects on the famed
Sheikh Zayed Road, Dubai has found itself in the eye of the
global financial storm. Without oil revenues to provide a
cushion against the downturn, the emirate finally sought a
$10 billion bailout from its wealthier Emirati rival, Abu
Dhabi, on February 22 [2009].

As Dubai tries to cope with its financial troubles, for-
eign workers are being laid off in droves, and mass deporta-
tions loom on the horizon. The growing unemployment
rates for foreign workers could provide recruiting opportu-
nities for jihadist groups in the region and further deepen
social tensions for the United Arab Emirates as well as other
GCC [Gulf Cooperation Council] states, which are releasing
scores of blue-collar immigrant workers. . . .

Millions of immigrants—mostly Indians, Pakistanis,
Bangladeshis and Filipinos—provide the labor needed to
maintain giant oil rigs and build elaborate skyscrapers in
the Persian Gulf. . . . These demographic issues have con-
tributed to a heated debate among Gulf political circles in
the past several years over the supposed “harm” expatriate
workers have inflicted on traditional Arab society. This de-
bate takes on xenophobic and frequently racist tones.

STRATFOR, “Gulf States: Labor Policies, Financial Crisis
and Security Concerns,” February 24, 2009. www.stratfor.com.
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“What the International Organization for Migration is say-
ing on International Migrants Day is that countries worldwide
should recognize the positive contributions that migrants can
and do make to economic growth—even at a time of global
financial crisis,” Chauzy says.

“And therefore, those countries should resist the tempta-
tion to close their doors to migrants in times of economic
slowdown because there is a structural need for migrants,” he
adds.

What the International Organization for Migrants is
saying . . . is that countries worldwide should recognize
the positive contributions that migrants can and do make
to economic growth.

Chauzy explains that government policies that close the
doors to legal migration may inadvertently be enriching crimi-
nal organizations, because “policies that would tend to block
migration flows will encourage more people to go through ir-
regular routes—very often putting their lives and their savings
in the hands of smuggling and trafficking networks that oper-
ate worldwide.”

Perhaps most importantly, Chauzy says protectionist poli-
cies can contribute to an environment that breeds xenopho-
bia, “because the impact of the crisis is very strong and people
are competing for jobs. It would be very shortsighted of gov-
ernments to start finger-pointing at migrants as being respon-
sible for the current state of economic affairs.”
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In India and China, the Crisis
May Worsen Poverty
Jayshree Bajoria

Jayshree Bajoria is a writer on east and south Asia at the Coun-
cil on Foreign Relations (CFR). In the following viewpoint, Bajo-
ria notes that growth in China and India has been extremely
important in reducing global poverty. As the financial crisis
slows that growth, poverty reduction may also slow, or even re-
verse. Inequality may increase, and both nations may also expe-
rience social instability. In response to the crisis, China and In-
dia have come up with a range of stimulus packages. They have
also adopted some protectionist measures, which economists fear
may increase, rather than decrease, poverty.

As you read, consider the following questions:

1. According to Jayshree Bajoria, what is considered to be
extreme poverty?

2. After experiencing a growth rate of 9.3 percent in 2007,
what does the International Monetary Fund (IMF)
project India’s growth rate will be in 2009?

3. In 2008, what did India’s government do in response to
falling global commodity prices, according to the au-
thor?

Jayshree Bajoria, “Financial Crisis May Worsen Poverty in China, India,” a CFR.org
Backgrounder, November 20, 2008. Copyright © 2008 by CFR.org. All rights reserved.
Reproduced by permission. www.cfr.org/publication/17812.
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By year’s end, the impact of the global financial crisis of
2008 was starting to be felt in the developing world, with

slowdowns expected in all emerging economies. These growth
declines could have significant effects on the world’s poorest
populations. The World Bank estimates that a 1 percent de-
cline in developing country growth rates traps an additional
20 million people in poverty. Concern centers on slowing
growth in India and China, the world’s two most populous
nations and the largest contributors to reductions in global
poverty in the last two decades, according to many academic
studies. Reduced economic growth in both countries could re-
verse poverty alleviation efforts and even push more people
into poverty, say some experts. The financial crisis has also
likely made the achievement of the United Nations’ [UN] Mil-
lennium Development Goals (MDGs) on poverty—to halve
the proportion of people in extreme poverty by 2015—more
difficult.

China and India Had Success
in Reducing Poverty
With an average annual growth rate of 10 percent, China has
lifted over 600 million of its 1.3 billion citizens out of extreme
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poverty—those who earn less than $1 a day—since 1981. In
the same time period, India’s 6.2 percent average annual
growth rate has brought an estimated 30 million out of its 1.1
billion people out of extreme poverty. But an estimated 100
million Chinese and more than 250 million Indians remained
under the extreme poverty line in 2005, according to the latest
World Bank poverty estimates. Roughly 470 million Chinese
and 827 million Indians earned less than $2 a day, the median
poverty line for all developing countries. Though some econo-
mists say World Bank figures understate the true extent of
poverty, there is broad agreement that a slowdown in China
and India will harm poverty alleviation goals. The administra-
tor of the UN Development Programme (UNDP), Kemal Der-
vis, warned in October 2008 that together with volatile food
and fuel prices, “current global economic conditions threaten
the gains that have been made to reduce poverty and advance
development for large numbers of people.”

There is broad agreement that a slowdown in China and
India will harm poverty alleviation goals.

In the developing world as a whole, economists say that
soaring food and fuel prices were already placing strain on the
poor prior to the onset of the financial crisis. The UN World
Food Programme estimated in September 2008 that there are
850 million chronically hungry people in the world, a tally
that could increase by 130 million this year. The World Bank
estimates that the number of poor increased by at least 100
million as a result of the food and fuel crises. It argues that
declines in food and fuel prices in late 2008 have not solved
the problem. According to its November 2008 report, the
poorest households were “forced to switch from more expen-
sive to cheaper and less nutritional foodstuffs, or cut back on
total calorie intake altogether, face weight loss and severe mal-
nutrition.”
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The poor in India and China, like the rest of the world,
have also been affected by the rise in fuel and food prices. For
India the problem is especially vexing. The 2008 Global Hun-
ger Index of the International Food Policy Research Institute
says India already suffers from alarming levels of hunger, and
is one of three countries with the highest prevalence—more
than 40 percent—of underweight children under five.

Inequality in China and India
May Increase
The financial crisis could worsen the existing high levels of in-
equality in China and India, say experts. . . . Despite unprec-
edented levels of economic growth in India and China, there
is increasing geographic, sector-based, and income inequalities
within each country. Benefits from growth have failed to
trickle down to significant segments of each population, espe-
cially in rural areas. Biplove Choudhary of the UNDP’s trade
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program says growth does not directly translate into poverty
alleviation. Experts say gains from growth in India and China
should be better channeled into areas that most uplift the ru-
ral poor, such as spending on health, education, and infra-
structure.

Yet sharply tighter credit conditions and weaker growth
are likely to cut into governments’ abilities to invest to meet
education, health, and gender goals, hitting the poor the hard-
est, says the World Bank. An October 2008 report on global
income inequality by the International Labour Organization
[ILO] says income inequality, on the rise in most regions of
the world, is expected to increase due to the global financial
crisis.

Social unrest could spike if China’s annual growth rate
falls below 8 percent.

China, with its current account surplus [trade surplus]
and nearly $2 trillion in foreign reserves, is better placed than
India to continue long-term investments in infrastructure and
social-welfare initiatives. In November 2008, the Wall Street
Journal reported that as many as half of India’s planned high-
way improvement projects, valued at more than $6 billion,
could be delayed as much as two years. India is especially
hard-hit, it says, because it had expected private investments
to fund around half of the more than $100 billion a year in
planned infrastructure development.

Instability in China and India
May Increase
Falling employment and increasing poverty levels may precipi-
tate political and social troubles in India and China. For more
than two decades, China’s Communist Party has used eco-
nomic reforms as a source of legitimacy for its rule, even as it
resists political freedoms and tries to rein in dissidents in the
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autonomous regions of Xinjiang and Tibet. But if a decline in
growth slows the rate of economic reforms, it could threaten
the party, say experts. CFR [Council on Foreign Relations] In-
ternational Affairs Fellow Brian P. Klein writes in the Far East-
ern Economic Review that social unrest could spike if China’s
annual growth rate falls below 8 percent, a level of growth in-
adequate to create the number of new jobs required.

A slowdown in exports contributed to the closing of at
least 67,000 factories across China in the first half of 2008,
prompting laid-off workers to take to the streets in protest.
Joshua Kurlantzick of the Carnegie Endowment for Interna-
tional Peace’s China program writes in the New Republic that
so far China has kept the labor protests separate from one an-
other, preventing them from developing a common theme or
a common leader. “But if China’s downturn turns into an out-
right recession, the country could face its first serious threat
to the regime,” he warns.

According to the International Monetary Fund’s (IMF)
2008 world economic outlook, China’s gross domestic product
(GDP) growth is expected to fall from 11.9 percent in 2007 to
9.3 percent in 2009. Adam Segal, CFR senior fellow for China
studies, says the Chinese government’s announcement of a
$586 billion stimulus package in November 2008 shows how
worried leaders are. “This is the first serious slowdown for
China in thirty years,” he says, adding that the government
knows that to maintain social stability, it must keep generat-
ing employment for those migrating from rural to urban ar-
eas. In an October 2008 meeting with Singapore’s prime min-
ister, Chinese President Hu Jintao acknowledged the need for
sustained economic reforms. He said the country will sustain
its economic and social stability by “transforming the eco-
nomic growth pattern, restructuring the economy, attaching
more importance to agriculture, and taking regulatory mea-
sures.”
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In India, no one is going to be satisfied with a growth rate
lower than what they have come to expect in the last ten
years, says Arvind Subramanian, a senior fellow at the Peter-
son Institute for International Economics. The IMF projects
India’s growth will fall from 9.3 percent in 2007 to 6.9 percent
in 2009. “Not meeting expectations poses a problem for
policy,” he says, adding that the government is sensitive to this
and has already cut interest rates and pumped liquidity into
its capital markets to sustain investment. But in India, the
threat is different than the one faced by China, says Segal. In-
dia, a diverse, multiethnic, multifaith country, has always
struggled with a degree of social instability as various minor-
ity groups seek redress against discrimination. Instability may
rise as the country goes to the polls early next year [2009] and
opposition groups try to take advantage of the financial crisis
to highlight the government’s deficiencies, say experts.

China’s top-down governance structure gives it a greater
ability to mobilize resources and implement policies
faster, say experts.

China and India Are Implementing
Stimulus Policies
Some economists say both China and India, with their rela-
tively insulated financial sectors, are better positioned than
many other developing economies for a quick recovery from
the current crisis. The governments in both countries have re-
sponded with a slew of measures. India has undertaken a bal-
ancing act of easing the central bank’s key lending rate to in-
crease liquidity [cash flow] in the markets while moving to
tighten monetary policy in other areas to stave off inflation.
China, with its focus on economic growth, has announced
several stimulus policies. The biggest by far is a $586-billion
package slated for investment over the next two years in a
number of sectors, including low-income housing, rural infra-

141

Effects of the Global Financial Crisis on Developing Nations



structure, water, electricity, transportation, technological inno-
vation, and earthquake reconstruction. Analysts see this as a
step in the right direction.

China’s top-down governance structure gives it a greater
ability to mobilize resources and implement policies faster, say
experts. CFR’s Segal says “it’s probably better to be a poor per-
son in China than India” because of China’s ability to spend
on projects that could provide immediate relief to the poor. In
India, taking steps through a democratic system makes the re-
sponse time longer in such a crisis. India also lacks the ability
China has to respond with direct cash transfers.

Some economists are worried about the impact on poverty
reduction if the current financial crisis spurs protectionism,
undermining free trade policies. In November 2008, the In-
dian government, in response to a fall in global commodity
prices, imposed a 5 percent import duty on a range of iron
and steel products, and slapped a 20 percent duty on crude
soybean oil imports to protect domestic producers. India and
China have also been called upon to agree to the World Trade
Organization’s Doha development agenda, [current trade ne-
gotiation round that began in 2001] dealing with a range of
international trade reforms, including some in the agricultural
sector. In July 2008, the seven-year negotiations reached a
stalemate when India and China refused to compromise over
measures to protect farmers in developing countries from
greater liberalization of trade. But leaders attending the G-20
[a group of finance ministers and central bank governors
from 20 countries] summit on the financial crisis in Novem-
ber 2008, which included India and China, promised to re-
frain from protectionist measures in the next year, and called
for each country in the group to make “positive contribu-
tions” to a successful conclusion of the Doha round.
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China Could Use the
Crisis to Become a
Responsible World Power
Jing Men

Jing Men is the InBev-Baillet Latour Chair of European Union-
China Relations at the College of Europe. She is also an assistant
professor of International Affairs at the Vesalius College, Brus-
sels. In this viewpoint, Jing Men investigates how the economic
crisis has enhanced China’s importance in the world economy.
She also states that China would be better off working with—
rather than trying to compete against—the United States. Jing
Men further believes that China should focus on its own eco-
nomic development.

As you read, consider the following questions:

1. Since the 1970s, China’s economy has grown annually by
what percentage rate?

2. With what does the head of the People’s Bank of China
think a new world reserve currency will help?

3. What leads China’s development?

The 20th century was the century of the United States. Will
the 21st century be the one of China?

China is rising. Since its reform policy at the end of the
1970s, China’s economy has been growing at an average rate

Jing Men, “World Financial Crisis: What It Means for Security,” NATO Review, May
2009. Copyright © NATO Review, 2009. Reproduced by permission.
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of 9 percent annually. China has become the third largest
world economy. It overtook the United States as Japan’s largest
trading partner in 2004, as India’s in 2008, and as Brazil’s in
2009. China is the largest source of US imports, with which it
enjoyed a trade surplus of $266.3 billion in 2008. In the same
year, China became the largest foreign owner of American
government debt, overtaking Japan.

Zhou Xiaochuan, the head of the People’s Bank of China,
feels that the flaws in the international monetary system
could be dealt with to a certain degree by creating a new
world reserve currency.

The financial crisis has further enhanced China’s impor-
tance in the world economy. It is said to have about $2 trillion
in foreign currency reserves. This huge reserve of US currency
contrasts sharply with the US, whose budget deficit is likely to
exceed $2 trillion this year [2009].

The Chinese government’s $586 billion stimulus package
demonstrated its determination to keep the crisis at bay. The
Chinese Premier Wen [Jiabao] said in early 2009 that China
would introduce a second stimulus package to boost its
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economy if necessary. The G-20 [a group of 19 industrialized

nations and the European Union] summit indicated that

China is expected to play a bigger role in dealing with the cri-

sis.

China Looks to Avoid Financial Crisis
in the Future
Chinese leaders are not only trying to find solutions for the

problems that have occurred, but are also interested in finding

out why they occurred in the first place, so as to avoid similar

problems in the future.

Zhou Xiaochuan, the head of the People’s Bank of China,

feels that the flaws in the international monetary system could

be dealt with to a certain degree by creating a new world re-

serve currency. His controversial idea alarmed the Americans,

but was quietly welcomed by many Europeans and Asians. Al-

though Zhou’s idea is not to replace the dominant status of

the dollar in the near future, it may provoke a revolution in

the international monetary system.

Together with China’s rising economic power, China has

also steadily increased its military expenditure, with double
digit annual growth. It is building its military force into one
which matches its rising economic power and which can de-
fend, in particular, its air and sea territory. After many years of
discussion among its leaders, China will probably have its first
aircraft carrier in the coming years.

As a consequence of its military build up, China has gradu-
ally flexed its muscle and become more active. For the first
time since the Ming Dynasty, China sent ships to protect its
vessels when two of its destroyers and a supply ship were sent
to an area off the Somalian coast. China has also carried out
several military exercises with other members of the Shanghai
Cooperation Organisation [SCO].
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China Continues to Hold Back

[The G20, a group of 19 industrialized nations and the Eu-
ropean Union] backed $1.1 trillion in International Mon-
etary Fund [IMF] financing [in its April 2009 meeting] . . .

But China’s part in the package appeared limited in re-
lation to its size as perhaps the world’s second-largest
economy after the United States. . . .

China . . . has so far committed only $40 billion to the
new IMF program. . . . That compares with specific pledges
of $100 billion each from the United States, the European
Union, and Japan.

“China consistently plays well under its weight,” said
Gary Hufbauer, senior fellow at the Peterson Institute for
International Economics in Washington.

Michael Lelyveld, “China’s G-20 Role Debated,”
Radio Free Asia Online, April 13, 2009, www.rfa.org

Since early 2009, there have been several reports that Chi-
nese vessels have harassed alleged American spying ships in
the South China Sea. In June, a Chinese submarine acciden-
tally collided with an underwater sonar array towed by an
American destroyer which was in the South China Sea to par-
ticipate in a joint military exercise with ASEAN [Association
of Southeast Asian Nations] members.

Crisis Could Be an Opportunity
Most recently, the BRIC (Brazil, Russia, India, China) coun-
tries held their first summit meeting. Seeing the international
crisis as an opportunity for the international economic and
political order to be readjusted, the four countries expressed
their ambition and willingness to participate more actively in
international affairs. China is undoubtedly the most influen-
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tial among the four, but the BRIC format can be a good plat-
form for China to bargain with the US and Europe on issues
of sustainable development, global warming and world peace
and stability.

Some people have postulated that the role of the United
States in the global economy is declining, with its position as
a world leader being replaced by China. The financial crisis
seems to give China a golden opportunity to strengthen this
trend. But, while it is undeniable that there is a long term ten-
dency that China is rising, the current financial crisis will not
dramatically facilitate China’s rise at the sacrifice of the inter-
ests of the United States.

Why not? First of all, the financial crisis is a challenge for
both the US and China. The fact that China is the largest
owner of US debt only serves to emphasise that the two are in
the same boat. Both must accept this major interdependence
and coordinate with each other. And like it or not, China will
be obliged to continue to buy American debt.

Beijing faces huge pressure to maintain the 8 percent
growth rate of its GDP [gross domestic product], because
failure to do so would bring huge social problems.

Although the Chinese Premier Wen expressed his concern
early this year about the value of the American debt, he knows
that if China stopped buying it, its value would drop even
more drastically. China needs to help the United States in or-
der to help itself. On the other hand, while China is in search
of other currencies as target of investment, it seems that nei-
ther euros nor yens are ready to serve as alternatives.

Furthermore, China’s development is led by exports. The
drastic decline of demand from the United States, the Euro-
pean Union and Japan due to financial crisis had an immedi-
ate impact on Chinese foreign trade—it decreased 25.9 per-
cent in May 2009 compared to the same period of the previous
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year. Many export-oriented enterprises have been bankrupted
and more than 20 million workers have become jobless.

Long-Term Development Remains
a Challenge for China
The financial crisis posed questions to the Chinese govern-
ment: how to effectively stimulate domestic consumption?
How to create jobs for the laid-off workers? How to maintain
sustainable development? Beijing faces huge pressure to main-
tain the 8 percent growth rate of its GDP, because failure to
do so would bring huge social problems. Even if the problems
are solved in the short term, the problem of sustainable devel-
opment in the long run will remain a challenge for the Chi-
nese government.

China will need to address lagging political and social re-
form in order to build up a comprehensive welfare system
which offers its people reasonable social security. Only by re-
moving Chinese people’s concerns about education, medical
insurance and pensions can domestic consumption be stimu-
lated effectively. But this will not happen overnight.

Finally and most importantly, China has neither the ambi-
tion nor the capability to challenge the leadership of the
United States. Compared with the superpower of the US,
China is only a regional power. Both the cost and risk are too
high for Beijing to commit itself to so many international is-
sues as the US, from Iraq to Afghanistan, from Iran to North
Korea.

More power in the world means more responsibility. But
China is not yet ready to take on so much international re-
sponsibility. China’s top priority is its own economic develop-
ment. What China cares about most is regional peace and sta-
bility. Despite the fact that China is rising, it is incapable of
playing the role the United States has been playing in interna-
tional affairs.
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In fact, the economic and political order established by the
United States created a favourable environment for China’s
development. China jumped on the bandwagon of the US and
benefited tremendously from the international system main-
tained by the US. The benefits Beijing gains will encourage it
to stay under the leadership of Washington.

If managed well, China’s both hard power and soft power
will further grow after the financial crisis—but the US’s will
still be unmatched. What China needs to clarify to the US is
that they are not competitors but partners—for both their
own interests and those of the world.
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The Philippines Is in a Good
Position to Weather the Crisis
Antonio A. Esguerra II

Antonio A. Esguerra II is an economic development specialist at

the Philippines’ National Economic and Development Authority

(NEDA). In the following viewpoint, he says that, relative to

other nations, the Philippine banking system and the economy as

a whole have not been badly hit by the financial crisis. Nonethe-

less, the Philippine government has taken precautions, setting

aside emergency funds, increasing deposit insurance, increasing

spending, lowering taxes, and pushing through other reforms.

As you read, consider the following questions:

1. According to the central bank of the Philippines, the

Bangko Sentral ng Pilipinas (BSP), what percentage of

the Philippine banking system was invested in Lehman

Brothers?

2. As Antonio A. Esguerra II reports, did growth in the

Philippines slow at all from 2007 to 2008?

3. In the proposed 2009 Philippine budget, which sector of

the economy will see increased outlays of 20 percent?

Antonio A. Esguerra II, “How the Philippines Copes with the Global Financial Crisis,”
Devpulse, November 13, 2008. Copyright © 2008 National Economic and Development
Authority. Reproduced by permission.
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In the midst of falling stock indices, tight liquidity, low in-
vestor confidence and failing financial institutions, the In-

ternational Monetary Fund [IMF] has described the current
financial crisis as the “largest financial shock since the Great
Depression.”

While it initially reared its ugly head on Wall Street, ana-
lysts believe it has now begun to spread to the real economy,
threatening the growth prospects of people on Main Street.
Worse, its effects are being felt not just in the United States,
but in other parts of the world as well, including the Philip-
pines.

Philippine Banks Are Stable
The Bangko Sentral ng Pilipinas (BSP) [the Philippine central
bank] said that some local banks had around US$386 million
of investments in Lehman Brothers, one of the investment
houses that failed as a result of the crisis. It pointed out, how-
ever, that this amount represents less than one percent of the
entire banking system.

It said that key performance indicators showed sustained
strength of banks’ balance sheets, continued asset expansion
and a growing deposit base. There are likewise no apparent
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problems with liquidity, [access to cash] as evidenced by a
24.1 percent year-on-year increase in bank lending in August
[2008], up from the 23.9 percent growth in July. Bulk of the
growth came from loans for production activities which grew
by 19.8 percent.

The steady flow of remittances [money sent home by mi-
grant workers] from OFWs [Overseas Filipino Workers] has
also helped stabilize the economy by driving consumption
growth and ensuring a steady influx of foreign exchange. It hit
US$14.5 billion in 2007 from US$12.7 billion in 2006. Gov-
ernment expects remittances to hit US$17 billion this year
[2008].

Key performance indicators showed sustained strength of
banks’ balance sheets, continued asset expansion and a
growing deposit base.

In addition, government’s fiscal position has been improv-
ing. “The budget deficit fell to PhP12.4 billion [Philippine pe-
sos] in 2007 from PhP187 billion in 2004 while public sector
accounts have posted surpluses in recent quarters, thanks
largely to fiscal reform measures such as the Expanded Value-
Added Tax law [which increased a type of sales tax],” said So-
cioeconomic Planning Secretary Ralph Recto.

Recto explained that fiscal reforms, effective monetary
management and sound macroeconomic policies enabled the
economy to post a record 7.2 percent GDP [gross domestic
product] growth in 2007. With the onset of the multiple crises
plaguing the international market, however, growth has slowed
to 4.6 percent in the first half of this year.

The economy’s performance may have slowed, but it is
nonetheless respectable considering that other countries in the
region also suffered a slowdown. “Economic growth in the
Philippines as well as those of Asian neighbors was dragged
down by high inflation and slower growth among advanced
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economies, which hurt consumer demand. The slowdown is
more pronounced in Singapore which only posted 2.1 percent
this quarter from 9.1 percent in the same period last year.
Hong Kong also posted 4.2 percent growth from 6.2 percent
in the same quarter last year,” Recto said. For this year, gov-
ernment expects growth to hit 4.1 percent.

The Government Is Monitoring the Crisis
A Standard & Poor’s [financial services company] official re-
cently said that the Philippines remains “an island of calm”
amid the global financial crisis, but government continues to
be on alert.

To soften the impact of the global financial crisis on the
poor, President Gloria Arroyo set aside PhP4.5 billion from
VAT [value-added tax] collections for “pro-poor” employment
and livelihood programs.

The Philippines remains “an island of calm” amid the
global financial crisis, but government continues to be
alert.

Malacañang [residence of the president of the Philippines]
has likewise partnered with the private sector to set up a
PhP100 billion “crisis fund” to finance projects that will fur-
ther protect the country from the global crisis. Under the
President’s proposal, half of the fund will be raised by govern-
ment while the other half will be shouldered by the private
sector.

Recto, who is also director-general of the National Eco-
nomic and Development Authority, clarified that the fund will
not be used to rescue ailing financial institutions like what the
US did in September [2008]. He said the amount will be used
as standby funds that will be tapped for future pump-priming
projects.
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The Philippines’ Economy Struggles
as the Crisis Continues

Three months into 2009, eight of the country’s top ten ex-
port destinations—including the US, its main trading part-
ner—are in recession. As a result, the Philippine govern-
ment has been forced to revise its forecast for 2009
downward from a range of 3.7–4.7 percent to 3.7–4.4 per-
cent. Other predictions are worse—ranging from 3.8 per-
cent by the Development Bank of Singapore to 1.8 percent
by the Union Bank of Switzerland.

New year-on-year data for January 2009 underscored
the dimming economic prospects. Exports dropped by 41
percent after falling sharply in December [2008] by 40 per-
cent.

Dante Pastrana, “Rising Unemployment and Poverty in
the Philippines,” World Socialist.org, April 6, 2009. www.wsws.org.

Government also proposed increasing the maximum de-
posit insurance amount to PhP1 million from PhP250,000 for
three years as a preemptive measure. If it pushes through, 98.4
percent of all deposit accounts will be covered by insurance,
compared with the current level of 95.1 percent.

The Department of Labor and Employment has likewise
come up with a contingency plan for OFWs that could be dis-
placed by the crisis. The plan involves helping affected OFWs
find alternative livelihood or employment opportunities in the
country, as well as assisting those who still wish to work
abroad.

The Government Will Increase Spending
The proposed 2009 budget, if approved, will increase overall
spending by 15 percent and outlays in infrastructure by 20
percent.
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Under the Comprehensive and Integrated Infrastructure
Program for 2008 to 2010, the transport sector has the highest
investment share at 38 percent or PhP755 billion out of the
PhP2 trillion total investments. In the transport sector, roads
and bridges and rail transport, with 44 percent and 39 percent
of the pie, respectively, comprise the biggest share.

Aside from infrastructure, the big winners will also be so-
cial services such as education and health.

On the supply side, government has passed a law that ex-
empts minimum wage earners from the income tax so they
can have more to spend on food and education. Corporate in-
come tax rates will also fall from 35 to 30 percent starting
2009 to encourage businesses to expand and create more jobs.

Aside from spending, the absorptive capacity of govern-
ment agencies [their ability to absorb new technological infor-
mation] will also be increased. The national government will
also improve its coordination with local government units to
make sure that infrastructure projects go to where they are
needed the most. Trade, investment and tourism with other
emerging markets, particularly China and the oil-rich Arab
economies, will also be expanded.

Government has passed a law that exempts minimum
wage earners from the income tax so they can have more
to spend on food and education.

For the next two years, Recto summarized strategic invest-
ments needed to boost growth in HEARTS, meaning Health,
Education, Agriculture, Roads/Bridges/Railroads, Technology/
Tourism and Security/Shelter/Social Protection/Subsidies, with
a focus on R for infrastructure investments.

As the world continues to suffer from a financial conta-
gion, governments around the world are doing everything
they can to end the crisis. Aside from that, they are also taking
stock of the events of the past year to identify reform mea-
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sures that need to be enacted, and make sure that a similar
crisis won’t happen again in the future.

Thankfully, the Philippines has done its homework and is
in a better position to weather the global economic storm.
Despite that, government along with other stakeholders re-
main on alert, and will continue to do so until this crisis fi-
nally reaches a decisive end.
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Latin America Is Struggling
to Deal with the Crisis
Woodrow Wilson International Center for Scholars

The Woodrow Wilson International Center for Scholars is a non-
partisan institute for advanced study that brings preeminent
thinkers to Washington. In the following viewpoint, the center
reports on a meeting of Latin American experts. Speakers at the
meeting point out that growth in the region has halted and that
poverty and middle-class hardship are likely to increase. The
center also suggests that while some nations in Latin America
have pursued responsible economic policies, others such as Nica-
ragua and Venezuela have not and may now experience instabil-
ity. Despite possible turmoil, speakers note, the region is much
more politically stable overall than in the past.

As you read, consider the following questions:

1. According to Rebeca Grynspan, how many working poor
people are there likely to be in Latin America in 2009?

2. According to Arturo Porzecanski, which countries are
part of the “responsible left and right”?

3. When was the last military coup in Latin America, ac-
cording to Jorge I. Domínguez?

Woodrow Wilson International Center for Scholars, “The Global Financial Crisis: Impli-
cations for Latin America,” A summary of an event hosted by the Latin American Pro-
gram, Harvard University’s David Rockefeller Center for Latin American Studies and
the Council of the Latin Americas/Americas Society at Woodrow Wilson International
Center for Scholars on Febuary 5, 2009. Copyright © 2009, The Woodrow Wilson Inter-
national Center for Scholars. All rights reserved. Reproduced by permission.
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Until mid-2008, Latin American countries appeared well-
equipped to weather a burgeoning economic crisis in the

United States and elsewhere and emerge relatively unscathed.
Solid levels of economic growth, sound fiscal and monetary
policies, lower levels of debt, and stronger reserves due to high
commodity prices caused many to believe that Latin America
had successfully “de-coupled” its economic future from the
fate of the United States and other advanced industrial coun-
tries. By September 2008, the full impact of the financial melt-
down in the United States had begun to be felt in Latin
America. On February 5, 2009, the Latin American Program
joined with the Harvard University’s David Rockefeller Center
for Latin American Studies and the Americas Society/Council
of the Americas [AS/COA] to explore the economic, social,
and political implications of the global financial crisis for the
countries of the region.

The Crisis Has Halted Growth
In a keynote address, Pamela Cox, World Bank vice president
for Latin America and the Caribbean, acknowledged much
uncertainty about how to respond to a crisis the scope of
which has never been seen in the lifetime of most economists.

The Global Financial Crisis

158



Already, the crisis has brought to a “screeching halt” five years
of economic growth in Latin America; forecasts for growth
rates in 2009 plunged from 3.7 percent in September 2008 to
1 percent in December, with some economies likely to experi-
ence negative growth. She called for timely, decisive action to
protect the social gains of the last several years and to prevent
the financial crisis from becoming a human and social one.
Cox suggested an increase in support to the most vulner-
able—although not just the very poor—through well-targeted
social protection packages to ensure broad access to health in-
surance, protect public spending in key areas such as nutrition
and vaccines, and expand existing conditional cash transfer
programs. Allowing that there is much debate over the role of
the state and the balance between public and private sector
initiatives, she urged governments not to unduly cut budgets
and to maintain policies aimed at long-term growth, such as
investments in infrastructure and quality education. To bolster
the labor market, she suggested public works programs and
initiatives supporting self-employment and micro-enterprise
development. The World Bank will be increasing both grants
and concessional loans over the next three years to meet these
challenges. Cox noted that trade wars during the Great De-
pression contributed to a global downward spiral, and said
that the April 2009 Summit of the Americas provided a re-
gional opportunity to emphasize the importance of open
trade.

Director for the United Nations Development Programme’s
Bureau for Latin America and the Caribbean Rebeca Grynspan
discussed the crisis’s social implications, noting that not just
overall growth but per capita income was declining. Inequality
and poverty remain high throughout the region, and a key
weakness of the region’s economies is the heavy dependence
on commodity income. The overall impact of the crisis will
depend on how long it lasts, how governments behave, and
how the international community responds to Latin America.
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Currently, she said, 85 million people receive subsidies through
targeted conditional cash transfer programs, but the state can-
not be seen to be working only on behalf of the poor. The
middle class is also suffering, and a large population goes back
and forth above and below the poverty line. The International
Labour Organization estimates that the number of people liv-
ing in “work poverty”—those active in the labor market but
earning an income below the poverty line established by the
World Bank—will rise from 6.8 percent in 2007 to 8.7 percent
in 2009, constituting 7 million working poor. An additional 4
million people will lose their jobs in 2009 if growth rates, as
projected, are only around 1 percent. Grynspan argued for a
larger system of social protection to prevent huge reversals of
the gains in reducing poverty in recent years. Programs should
emphasize women and young people, who are twice as likely
to be unemployed, while infrastructure investment should in-
clude small and community-based projects, not just large-
scale ones. In 2009–10 over a dozen elections will be held in
Latin America. The middle class and residents in urban areas,
not just the poor, will determine the outcomes.

Forecasts for growth rates in 2009 plunged from 3.7 per-
cent in September 2008 to 1 percent in December, with
some economies likely to experience negative growth.

Different Nations Will
Feel Different Effects
Arturo Porzecanski, distinguished economist-in-residence at
American University’s School of International Service, empha-
sized the crisis’s different impacts across Latin America, and
divided the region into three groups with different levels of
ability to respond to or cushion the crisis. The first group
consists of countries such as Mexico, Central America, and the
Caribbean, which depend on the United States and Europe as
export markets, sources of workers’ remittances, and tourism
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revenue. A second group consists of the “irresponsible left” of
Nicaragua, Venezuela, Ecuador, Argentina, and Bolivia, whose
governments have spent most of the bonanza from five years
of sustained growth and do not have entries into the capital
markets or good relations with foreign investors; unless com-
modity prices recover, these countries will be under tremen-
dous pressure internally. A third group is made up of the “re-
sponsible left and right”—Colombia, Peru, Chile, Uruguay,

The Crisis Is Reducing
Mexican Emigration

Mexico City’s . . . [National Institute of Statistics and Geog-
raphy] recently reported that from August 2007 to August
2008, the illegal and legal outflow of migrants has declined
by over 50 percent, from 455,000 to 204,000. Additionally,
remittances—the funds sent from immigrants abroad to
their families at home—have decreased for the first time
since 1995. The number of Mexican households receiving
money from relatives abroad, largely in the United States,
has fallen from 1.41 million in 2005 to 1.16 million in 2008.
Remittances themselves, second only to oil as Mexico’s larg-
est source of foreign income, have decreased by 11.6 per-
cent to $1.57 billion from January 2008 to January 2009. . .

Although this decrease is less than that which the Banco
de México forecasted, the financial crisis paints a bleak fu-
ture for the Mexican economy, whose expected negative
growth of 0.8–1.8 percent would represent the sharpest de-
cline since that of 7 percent in 1995.

Edward W. Littlefield,
“As Mexico’s Problems Mount: The Impact of the

Economic Recession on Migration Patterns from Mexico,”
Council on Hemispheric Affairs, March 5, 2009. www.coha.org.
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and Brazil—where governments have saved some of the wind-

fall of recent years, have more credible central banks, flexible

exchange rates, and a greater ability to apply counter-cyclical

fiscal and monetary policies and manage liability.

In signaling a new approach, President [Barack] Obama

has made clear that the United States does not have all

the answers and can learn from the experience of re-

gional leaders.

Jorge I. Domínguez, Antonio Madero Professor of Mexi-

can and Latin American Politics and Economics at Harvard

University, noted a number of positive political developments

in the region, including the absence of military coups since

1976 and the spread of civilian, constitutional, elected govern-

ment. In the “old Latin America,” he said, one would have ex-

pected a coup in Argentina as a result of the economic crisis

in 2000–02. Current leaders (with the exception of presidents

in Mexico, Colombia, and El Salvador) have for the most part

been less market-oriented than their predecessors, but public

opinion has not shown a left-right divide on such critical is-

sues as citizen security, trade, and abortion. Indeed, the only

issue on which an ideological left-right divide mattered ap-

peared to be on attitudes toward the [George W.] Bush ad-

ministration. Domínguez described five voting cycles in Latin

America since the transitions to democracy began 30 years

ago. These cycles show patterns of defeat and victory for in-

cumbents only partially correlated with economic trends

(incumbents tended to win in South America since the early
2000s, a period of macroeconomic stability and the commod-
ity boom.) The circulation of elites serves democracy well, he
observed, and even leaders who have governed well are likely
to lose in coming years as a result of the recession.

The Global Financial Crisis

162



The United States Hopes to Work
with the Region
Robert King, acting senior director for Western Hemisphere
Affairs at the National Security Council, said that the new ad-
ministration was still in the process of determining what it
wanted to accomplish in Latin America and how to follow
through regarding principles laid out during the campaign.
Overarching goals—to advance democracy, economic oppor-
tunity and security—are likely to remain unchanged, although
the new president has emphasized in discussions with several
Latin American presidents the importance of working to-
gether in partnership. In signaling a new approach, President
[Barack] Obama has made clear that the United States does
not have all the answers and can learn from the experience of
regional leaders. A top priority is to work toward energy secu-
rity in Latin America, and both energy and climate change are
critical areas of future U.S.-Latin America cooperation. The
upcoming Summit of the Americas will provide an opportu-
nity to unveil new initiatives. The administration is commit-
ted to expanding trade benefits to all countries, and will in-
crease the emphasis on the labor and environmental provisions
of trade agreements. There is also a desire to advance oppor-
tunity from the bottom up as well as to substantially increase
aid to the region.
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Islamic Banks Are Insulated
from the Crisis
Faiza Saleh Ambah

Faiza Saleh Ambah is a Saudi journalist who writes for the
Washington Post. In the following viewpoint, she reports that Is-
lamic banks must follow sharia, or Islamic law, which prohibits
the charging of interest or trading in debt. All bank funds must
be invested in actual productive enterprises. This means that Is-
lamic banks do not use complicated financial instruments or
take excessive risks, and their returns are never very large. But it
also means that they avoided the financial bubble and the col-
lapse that have devastated Western banking.

As you read, consider the following questions:

1. Besides government regulators, what group must Islamic
banks please, according to the author?

2. When does the author assert modern Islamic banking
began?

3. What is the name of the commercial paper providing
predetermined returns that is issued by Islamic banks?

Jiddah, Saudi Arabi—As big Western financial institutions
have teetered one after the other in the crisis of recent

weeks, another financial sector is gaining new confidence: Is-
lamic banking.

Faiza Saleh Ambah, “Islamic Banking: Steady in Shaky Times,” Washington Post, Oc-
tober 31, 2008, p. A16. Copyright © 2008, The Washington Post. Reprinted with per-
mission.
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Proponents of the ancient practice, which looks to sharia
law for guidance and bans interest and trading in debt, have
been promoting Islamic finance as a cure for the global finan-
cial meltdown.

This week, Kuwait’s commerce minister, Ahmad Baqer, was
quoted as saying that the global crisis will prompt more coun-
tries to use Islamic principles in running their economies. U.S.
Deputy Treasury Secretary Robert M. Kimmitt, visiting Jiddah,
said experts at his agency have been learning the features of
Islamic banking.

Though the trillion-dollar Islamic banking industry faces
challenges with the slump in real estate and stock prices, ad-
vocates say the system has built-in protection from the kind of
runaway collapse that has afflicted so many institutions. For
one thing, the use of financial instruments such as derivatives,
blamed for the downfall of banking, insurance and investment
giants, is banned. So is excessive risk-taking.

“The beauty of Islamic banking and the reason it can be
used as a replacement for the current market is that you only
promise what you own. Islamic banks are not protected if the
economy goes down—they suffer—but you don’t lose your
shirt,” said Majed Al-Refai, who heads Bahrain-based Unicorn
Investment Bank.

The beauty of Islamic banking and the reason it can be
used as a replacement for the current market is that you
only promise what you own.

The theological underpinning of Islamic banking is scrip-
ture that declares that collection of interest is a form of usury,
which is banned in Islam. In the modern world, that translates
into an attitude toward money that is different from that
found in the West: Money cannot just sit and generate more
money. To grow, it must be invested in productive enterprises.
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“In Islamic finance you cannot make money out of thin
air,” said Amr Al-Faisal, a board member of Dar Al-Maal Al-
Islami, a holding company that owns several Islamic banks
and financial institutions. “Our dealings have to be tied to ac-
tual economic activity, like an asset or a service. You cannot
make money off of money. You have to have a building that
was actually purchased, a service actually rendered, or a good
that was actually sold.”

In the Western world, bankers designing investment in-
struments have to satisfy government regulators. In Islamic
banking, there is another group to please—religious regulators
called a sharia board. Finance lawyers work closely with Is-
lamic finance scholars, who study and review a product before
issuing a fatwa, or ruling, on its compliance with sharia law.

Islamic bankers describe depositors as akin to partners—
their money is invested, and they share in the profits or, theo-
retically, the losses that result. (In interviews, bankers couldn’t
recall a case in which depositors actually lost money; this
shows that banks put such funds only in very low-risk invest-
ments, they said.)

Rather than lend money to a home buyer and collect in-
terest on it, an Islamic bank buys the property and then leases
it to the buyer for the duration of the loan. The client pays a
set amount each month to the bank, then at the end obtains
full ownership. The payments are structured to include the
cost of the house, plus a predetermined profit margin for the
bank.

In interviews, bankers couldn’t recall a case in which de-
positors actually lost money; this shows that banks put
such funds only in very low-risk investments, they said.

Sharia-compliant institutions also cannot invest in alcohol,
pornography, weapons, gambling, tobacco or pork.
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Computer engineer Tarek Al-Bassam said the crisis made
him glad that he had chosen an Islamic bank to take his
money. His Islamic savings account has made about 4 percent
profit, he said. “Usually it’s a very low risk or a very low gain.
But I’m happy with it,” Bassam said.

He has also borrowed from an Islamic bank, to buy a
building. Even if he’s late in his payments, he said, he will not
have to pay cumulative interest or a larger sum than the one
agreed upon. But he notes that under this system, it can be
harder to get a loan than from a conventional bank. Islamic
banks have stricter lending rules and require that their bor-
rowers provide more collateral and have higher income.

Islamic banking has grown by about 15 percent a year
since its modern inception in the 1970s, fueled by the Middle
East oil boom of that decade. “There was a lot of hostility
when we first started out. We were regarded with suspicion,
especially by the regulatory authorities. We were an odd fish.
Authorities only acquiesced when they saw the huge demand,”
said Dar Al-Maal Al-Islami’s Al-Faisal, who has been in Is-
lamic finance since the late 1970s.

Islamic finance now accounts for about 1 percent of the
global market, according to Majid Dawood, chief executive of
Yasaar, a Dubai-based sharia financing consultancy. “We had
expected to be at 12 percent of the global market by 2025, but
now with this financial crisis, we expect to get there much
faster,” he said in a telephone interview from New York, where
he was speaking at a conference on Islamic banking.

Growth in Islamic banking picked up even before the cur-
rent financial crisis, mainly because of strong client demand
for safe, religiously acceptable investments and a recent explo-
sion in new and innovative financial instruments, said Jane
Kinninmont, an analyst at the Economist Intelligence Unit, a
research and advisory company.

Islamic banks now offer credit cards in which the full bal-
ance must be paid off at month’s end. They have devised a
kind of commercial paper known as sukuk, which generates a
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predetermined return that is called a profit, not interest. It is
tied to a specific asset and conveys ownership of it. A sukuk
might be issued by a government or a company that is build-
ing a hospital or a bridge, for example.

Work in Islamic banking by the King & Spalding law firm
has grown roughly 40-fold in the past four years, according to
Jawad Ali, a Dubai-based partner at the firm. The firm has 35
lawyers “who do nothing but structure sharia-compliant in-
vestment and financing on a daily basis,” he said.

Islamic finance first sparked interest in the United States
in the late 1990s. The Dow Jones Islamic Index was estab-
lished in 1999, and the Dow Jones Islamic Fund, which invests
in sharia-compliant companies, the following year.

But interest cooled after some Islamic banks were accused
of financing terrorism in a lawsuit filed by family members of
September 11, 2001, victims, and a lot of Persian Gulf money
left the United States for Europe.

The Top Ten Islamic Banks, 2007

TAKEN FROM: Chris Wright, “Islamic Finance: Size Will Matter in
Islamic Banking,” Euromoney, December 2008. www.euromoney.com.

Rank

1
2
3
4

5

6
7
8
9

10

Country of
Incorporation

Saudi Arabia
Kuwait
United Arab Emirates
Qatar

Malaysia

Saudi Arabia
United Arab Emirates
Saudi Arabia
Malaysia

Bahrain

Al Rajhi Bank
Kuwait Finance House
Dubai Islamic Bank
Qatar Islamic Bank
(Al Masraf)
Bank Islam Malaysia
Berhad
Aljazira Bank
Emirates Islamic Bank
Albilad Bank
Bank Muamalat
Malaysia Bhd
Ithmaar Bank

Bank

33,372,165,720
32,103,331,547
22,803,738,851

5,877,150,653

5,772,492,125

5,762,328,873
4,616,888,499
4,445,428,630
4,170,517,368

4,078,789,000

Total Assets
2007
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In 2004, the German state of Saxony-Anhalt issued a 100
million-euro sovereign Islamic bond. That same year, the first
Islamic bank opened in Britain, which now has six Islamic fi-
nancial institutions, including a retail bank.

As banks turn borrowers away in these times of economic
turmoil, Islamic institutions continue to close deals in
Europe, the Gulf and the United States.

Although the biggest Islamic banks are in the Persian
Gulf—Dubai Islamic Bank, Kuwait Finance House and Saudi
Arabia’s al-Rajhi Bank—Malaysia and London are growing as
major centers of Islamic banking as well.

Islamic institutions are not immune to ills plaguing other
banks, such as corruption charges and bad investments. Dif-
ferences of interpretation between sharia scholars about what
is permissible and what isn’t also creates confusion. The sukuk
market, which had doubled each year since 2004, growing to a
total of about $90 billion in bonds issued, fell 50 percent this
year after a Bahrain-based group of Islamic scholars decreed
that most of the bonds were not compatible with sharia law.

But as banks turn borrowers away in these times of eco-
nomic turmoil, Islamic institutions continue to close deals in
Europe, the Gulf and the United States, bankers said. “Banks
feel safer and more comfortable with us because we put down
more money, more equity. We are not allowed to borrow with
very little down,” said Tariq Malhance, a former chief financial
officer for the city of Chicago who now heads Unicorn Invest-
ment Bank’s U.S. office.

And those who have been in Islamic banking for a long
time now feel vindicated.
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International Investments
Complicate the Financial
Crisis and Its Remedy
Michael Mandel

Michael Mandel is the chief economist for Business Week and
the author of the 2004 book Rational Exuberance. In the follow-
ing viewpoint, Mandel points out that foreign investors looking
for safe returns on their money invested heavily in guaranteed
U.S. funds. When the investments went bad, banks could not
pay back these guaranteed returns. If the banks owed money to
American investors, the U.S. government could force all parties
to come to an agreement. Because the investors are foreign, how-
ever, the United States cannot implement a solution alone. There-
fore, Mandel argues, an international conference must be held to
resolve the crisis.

As you read, consider the following questions:

1. When did American households flip from being net
lenders to net borrowers, in Michael Mandel’s view?

2. As the author reports, Lehman Brothers’ bankruptcy
filings showed that its biggest bank loans came from
what kind of banks?

3. According to Mandel, what are the three unsatisfactory
options for solving the financial crisis?

Michael Mandel, “A Simple Guide to the Banking Crisis,” Business Week, March 12,
2009. Copyright © 2009 by McGraw-Hill, Inc. Reproduced by permission.
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I don’t know why I called this a “a simple guide to the bank-
ing crisis.” Really, it’s the longest post I’ve written here. But

here it is:

Why is the banking crisis so hard to solve? We stood and
watched while Hank Paulson and Ben Bernanke fumbled with
their response in the fall. Now we are being treated to the dis-
tressing spectacle of Tim Geithner struggling as well to articu-
late a clear policy for dealing with zombie banks. How come
these smart and powerful men can’t get a handle on the prob-
lem?

I want to lay out 5 simple propositions which will help
you understand why the banking crisis is so intractable. Then
I will explain what happens next.

Proposition 1: The boom in the U.S. was funded almost totally
by foreign money.

This is absolutely the key point for understanding the cur-
rent banking crisis. Historically, households have been the ma-
jor source of capital for the U.S. economy. That’s certainly
what I was taught in economics graduate school.

The boom in the U.S. was funded almost totally by for-
eign money.

But that quietly changed in 1999, when American house-
holds flipped from being net lenders to being net borrowers.
Foreign money became basically the only source of capital for
the U.S.

Take a look at the chart below [not pictured], which charts
net financial investment (adjusted for inflation). Net financial
investment for households (the blue line) includes additions
to savings and checking accounts, purchases of stocks and
mutual funds, and additions to corporate and government
pension funds, while subtracting the growth in household
mortgages and consumer credit.
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Net financial investment for households turned negative in

1999, and stayed that way through 2007 before turning posi-

tive in 2008.

To put it another way: In the decade 1988–97, net finan-

cial investment for households totalled $2.6 trillion, as house-

holds accumulated more financial assets than liabilities. In the

decade 1998–2007, net financial investment for households to-

talled negative $3 trillion.

This was an enormously significant shift. This was the first

decade on record where households took more money out of

the financial system than they put in.

Who took the place of households as net investors? It was

foreign money, pouring into the country in the trillions of

dollars (see the light purple line). Foreign investors were buy-

ing everything from subprime mortgage-backed securities to

hedge funds to purchases of shares.

Proposition 2: Foreign investors preferred to put their money
into investments that were perceived as having low risk.

Foreign Investment in the United States, 1992–2008

TAKEN FROM: Michael Mandel, “A Simple Guide to the Banking
Crisis,” BusinessWeek Online, March 12, 2009. www.businessweek.com.
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Here’s the story. Suppose you are investing in a different
part of the world. You are likely a bit skittish about putting
your money so far from home, so you are likely to choose
relatively safe investments.

In the same way, foreign investors in the U.S. flocked to
investments which offered decent returns and high (perceived)
safety. This demand for safety showed up in the Fed statistics.
Between 1998 and 2007, foreign investors poured roughly $10
trillion into acquiring financial assets in this country. Out of
that total, only about $3 trillion went into supposedly-risky
equities, mutual funds, and direct investment in U.S. busi-
nesses. The rest went into perceived less-risky investments,
such as Treasuries and mortgage-backed securities (after all,
housing never goes down!).

One important reason why hedge funds boomed in this
decade—they promised safety to foreign money, which
were willing to pay big fees to get it.

But there’s more. Wall Street catered to this foreign de-
mand for safety. Many hedge funds, for example, promised
“positive absolute returns,” meaning that they would do well
in down markets. That’s one important reason why hedge
funds boomed in this decade—they promised safety to foreign
money, which were willing to pay big fees to get it. Many
hedge funds were pitched directly to foreign investors. When
John Paulson testified before Congress in November, he said
that 80% of his $36 billion in assets came from foreign inves-
tors.

And when there wasn’t enough “safe assets” to sell to will-
ing foreigners, the intrepid investment bankers created more.
Consider, for example, credit default swaps, which pay off if a
bond defaults—in effect, insurance on debt. Wall Street saw
this as a ‘two-fer.’ They would sell corporate bonds to foreign
investors, and at the same time collect fees on credit default
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swaps on the bonds in order to reassure those apparently too-
nervous investors from another part of the world.

But the joke in the end was on Wall Street. The foreign in-
vestors bought the bonds, but they also bought the protec-
tion—which much to everyone’s surprise was needed. And the
U.S. banks and investment banks were left with piles of ‘toxic
assets’—the obligation to pay off all sorts of bonds and de-
rivatives.

Proposition 3: Today, after everything has gone bad, many of the
counterparties on the other side of the toxic assets are foreign in-
vestors, directly or indirectly.

This proposition is based on both arithmetic and circum-
stantial evidence. The arithmetic is simple. Foreign investors
were the main source of funds during the boom years, when
these mortgage-backed securities and credit default swaps
were being issued in droves. Since not many of these securities
are being sold these days, it’s likely that foreign investors are
still on the other side of these securities.

Moreover, as companies struggle, more details are revealed
of their problem. When Lehman went bust, its bankruptcy fil-
ing showed that Lehman’s biggest bank loans came from for-
eign banks such as Japan’s Mizuho Corporate Bank and Ao-
zora Bank.

Bloomberg reported on March 11 that “most U.S. bank
debt is held by insurers and foreign investors.”

More recently the WSJ had a very good article uncovering
the names of some of the banks who were owed money by
AIG. These banks received $50 billion in government funds
because they were the counterparties to AIG’s toxic trades.
While Goldman Sachs was first on the list, there were also a
large number of foreign financial institutions, including Deut-
sche Bank (German), Société Générale (French), Rabobank
(Netherlands), Dankse (Denmark), and Banco Santander
(Spain)
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One additional point: Goldman Sachs tops the list of com-
panies that received funds from the government via AIG, but
that may be misleading. If Goldman marketed its investment
funds to foreign investors, these foreign investors are the ulti-
mate beneficiaries of the payments from the government via
AIG. There is absolutely no transparency.

U.S. banks own securities which may or may not obligate
them to pay a large amount of money to foreign inves-
tors. And foreign banks have assets on their books which
no one trusts are worth what they say.

Proposition 4: It’s a lot harder for the Federal Reserve and Trea-
sury to resolve a banking crisis where the main counterparties
are not American.

The international angle is very important. Geithner and
Bernanke keep saying that the problem is that no one knows
how much the toxic assets are worth. But that’s not the full
story. If the counterparties and beneficiaries of the toxic assets
held by American banks are also American, it would be rela-
tively easy for Geithner and Bernanke to gather them in a
room and make them come to a ‘reasonable’ agreement about
how much these securities were worth. After all, even the
most powerful hedge funds must ultimately bow to the power
of the Fed and Treasury, especially in a crisis.

But with most of the counterparties in other countries, the
job becomes much more difficult. There’s no way for Ber-
nanke and Geithner to force European banks, for example, to
accept any particular valuation of derivatives or bank bonds—
not without the cooperation of the foreign regulators.

In fact, right now we have the worst of both worlds. U.S.
banks own securities which may or may not obligate them to
pay a large amount of money to foreign investors. And foreign
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banks have assets on their books which no one trusts are
worth what they say. The uncertainty is killing both the bor-
rowers and lenders.

Proposition 5: The fact that the counterparties are overseas
means that out of the three options: bailout, bankruptcy, or na-
tionalization—none are satisfactory.

A bailout means that the government makes good on the
value of the securities, including the derivatives which are tied
to the collapse of the U.S. economy. That means the worse
things get, the more money flows out of the country. Not po-
litically acceptable.

Letting insolvent banks go bankrupt is the option being
pushed by some politicians, including John McCain. In some
ways it would be the cleanest solution, allowing the bank-
ruptcy courts and the FDIC to do the tough job of allocating
the losses from the toxic securities.

They tried the bankruptcy option with Lehman, and
they nearly broke the global financial system in the pro-
cess.

The problem, though, is that they tried the bankruptcy
option with Lehman, and they nearly broke the global finan-
cial system in the process. The Lehman bankruptcy backfired,
creating new panic around the world. This reflects how much
money many foreign investors had put into the U.S., and how
many worried about losing it when Lehman went under.

Nationalization creates a political problem. Once the gov-
ernment buys a company, it is financially and morally respon-
sible for its debts. It puts the U.S. government in the position
of either using taxpayer money to bail out foreign investors,
or telling foreign investors, no, the richest country in the
world is not going to pay its debts.
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What’s the Solution?
Conclusion: Sometime later this year we will have a massive
global conference aimed at simultaneously resolving the bank-
ing crises in the major developed countries. The goal will be a
political negotiation of the value of the toxic assets, and a
clearing of the books.

If the conference succeeds, then it will be possible to fix
the financial system relatively easily. But if it fails, then things
get dicey.
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Protectionist Measures Will
Worsen the Crisis
Jaime Daremblum

Jaime Daremblum is director of the Center for Latin American
Studies at the Hudson Institute. In this viewpoint, Daremblum
suggests that protectionist measures on the part of the United
States could result in a trade war in which numerous countries
enact their own protectionist measures that are in turn detri-
mental to U.S. interests. For example, the U.S. stimulus package
might foster jobs in the iron and steel industries but trading
partner backlash might reduce jobs in the rest of the manufac-
turing sector. The author believes that retaining NAFTA, ratify-
ing free trade agreements with Colombia and Panama, and pur-
suing new free trade agreements with Brazil and Uruguay would
be good for both the United States and Latin America. On the
other hand, if the United States does not pursue these trading
partners, competitors such as China and Venezuela will take ad-
vantage and build trade interests that are bad for America.

As you read, consider the following questions:

1. According to Daremblum, what is the slogan that sum-
marizes and promotes the protectionist measures for the
U.S. stimulus plan?

2. According to Daremblum, what is the significance of the
Smoot-Hawley Tariff Act?

Jaime Daremblum, “Latin America Needs Free Trade,” The American: The Journal of
the American Enterprise Institute, February 6, 2009. Copyright © 2009 American Enter-
prise Institute for Public Policy Research. Reproduced with permission of The American
Enterprise, a national magazine of Politics, Business, and Culture (TAEmag.com).
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3. According to Daremblum, what is the Bolivarian Alter-
native for the Americas?

Is the United States retreating from globalization? If so, that
is bad news for countries south of the border.

While there is never a “good time” to start a trade war, the
current moment is especially inconvenient. Yet Congress seems
intent to push through an economic stimulus package con-
taining nakedly protectionist measures that make a mockery
of the U.S. commitment to free trade. The House-approved
stimulus plan says that all public works projects funded by the
legislation must use U.S.-made iron and steel. The Senate bill
has its own “Buy American” plank, which is even broader than
the House provision and would cover all manufactured goods
used in stimulus-funded public works projects.

On Wednesday, the Senate voted to water down the “Buy
American” clause by demanding that it be “applied in a man-
ner consistent with U.S. obligations under international agree-
ments.” This was meant to assuage concerns raised by the Eu-
ropeans and Canadians, not to mention those voiced by
President Barack Obama, who on Tuesday told Fox News that
“we can’t send a protectionist message” and also told ABC
News that “we need to make sure that any provisions that are
in [the stimulus plan] are not going to trigger a trade war.”
Unfortunately, even in its revised form, the “Buy American”
stipulation may still provoke retaliatory actions from U.S.
trading partners. “I would bet everything I have on a trade
war breaking out within WTO-consistent rules,” Columbia
economist Jagdish Bhagwati told a reporter on Thursday.

At a time of economic crisis at home and abroad, a trade
war could have disastrous consequences.

The “Buy American” language makes no economic sense.
As Gary Clyde Hufbauer and Jeffrey J. Schott of the Peterson
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Institute for International Economics have pointed out, it
would do very little to promote U.S. job creation. But if other
countries responded with protectionist moves of their own,
that could have a highly negative impact on U.S. jobs. “The
negative job impact of foreign retaliation against Buy Ameri-
can provisions could easily outweigh the positive effect of the
measures on jobs in the U.S. iron and steel sector and other
industries,” write Hufbauer and Schott. “The difference is that
jobs lost would be spread across the entire manufacturing sec-
tor, while jobs gained would be concentrated in iron and steel
and a few other industries.”

However the “Buy American” debate turns out, one hopes
that it does not signal a U.S. retreat from free trade and glo-
balization. At a time of economic crisis at home and abroad, a
trade war could have disastrous consequences. That’s what
happened during the 1930s, when America’s Smoot-Hawley
Tariff Act—passed by Congress and signed by President Her-
bert Hoover in 1930—unleashed a flurry of protectionism
around the globe and exacerbated the Great Depression.

The Democratic Congress has close ties with organized la-
bor and is heavily protectionist in its attitudes. Indeed, one of
President Obama’s biggest challenges will be to uphold U.S.
support for free trade despite resistance from his own party.
Of course, that assumes Obama himself is a free trader. Dur-
ing the campaign, he opposed bilateral free trade agreements
(FTAs) with Colombia and Panama and called for renegotiat-
ing NAFTA. In his first meeting with Mexican President Felipe
Calderón, shortly before Inauguration Day, Obama expressed
his desire to “upgrade” NAFTA.

The world is now waiting to see whether, as president,
Obama will be more skeptical of trade liberalization than Re-
publican George W. Bush or Democrat Bill Clinton, the latter
of whom championed NAFTA in the face of intense opposi-
tion from his fellow Democrats in Congress. If Obama wishes
to maintain U.S. credibility and bolster America’s trade part-

The Global Financial Crisis

182



nerships, he cannot govern as a protectionist. His remarks on
the stimulus package have been encouraging. But when push
comes to shove, will he risk angering Democratic lawmak-
ers—and powerful Democratic constituencies—in order to
defend free trade?

The Europeans and Canadians are eager to know. So are
political and business leaders in Latin America. Free trade is
especially important to Latin America. In countries through-
out the region, U.S.-led trade liberalization has improved eco-
nomic opportunities, fortified market-oriented democracy,
and strengthened the rule of law. At a time of major eco-
nomic turmoil, U.S. leadership on free trade is critical. Obama
must provide it.

He faces at least three big tests on hemispheric trade:
whether he will revisit NAFTA; whether he will endorse (and
urge Congress to approve) the Colombia and Panama FTAs;
and whether he will pursue new FTAs with countries such as

Protectionism in the European Union

To revive the economy and curb the rising unemployment
rate, leaders of some EU [European Union] member states
have begun using protectionist measures at the cost of other
member states. . . .

The most obvious example comes from French Presi-
dent Nicolas Sarkozy. He urged companies receiving aid
from the government not to move factories “to the Czech
Republic or elsewhere” while unveiling plans to help the
French auto sector in February [2009].

Liu Xiaoyan,
“Analysis: Protectionism Casts Shadow

over Future of European Single Market,”
China News Online, April 16, 2009. www.xinhuanet.com.
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Brazil and Uruguay. The U.S.-Mexico relationship is funda-
mentally sound, so hopefully any disagreements over NAFTA
can be ironed out without upsetting the basic framework of
bilateral trade. The Colombia and Panama deals were both
signed in late 2006; their approval by Congress is long over-
due. Colombia is a key U.S. ally in South America whose gov-
ernment deserves credit for reducing violence and working
with the United States to curb drug production.

In countries throughout the region, U.S.-led trade liber-
alization has improved economic opportunities, fortified
market-oriented democracy, and strengthened the rule of
law.

Brazil and Uruguay are both members of Mercosur, the
South American trade bloc, which would complicate U.S. ef-
forts to negotiate bilateral FTAs but not necessarily stymie
them. In 2006, U.S. and Brazilian officials launched a new
U.S.-Brazil Commercial Dialogue designed to enhance their
bilateral trade relationship. Obama should build on this dia-
logue and push for a formal FTA. (Admittedly, this would re-
quire both the United States and Brazil to make some tough
decisions on agriculture policy.) As for Uruguay, in 2007 U.S.
and Uruguayan officials signed a Trade and Investment Frame-
work Agreement, which created a U.S.-Uruguay Council on
Trade and Investment. Obama should use this as a launching
pad to pursue FTA talks with Montevideo.

Whether or not the United States seeks to expand its trade
relationships in the Western Hemisphere, China will seek to
expand its own. Beijing is moving rapidly to boost its eco-
nomic links with Latin America. Meanwhile, Venezuelan
strongman Hugo Chávez is trying to enlarge his anti-U.S.
trade bloc, known as the Bolivarian Alternative for the Ameri-
cas. If Washington does not make hemispheric trade expan-
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sion a priority, it risks losing influence in the region. That
would be bad for the United States, and bad for Latin America.
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In Africa, Ending Neoliberal
Economic Policies Will Solve
the Crisis
Demba Moussa Dembele

Demba Moussa Dembele is the director of the Forum for African
Alternatives in Dakar, Senegal. In the following viewpoint, he
argues that neoliberal policies that push unregulated capitalism
have failed. In the face of the crisis, Western nations, the Inter-
national Monetary Fund, and the World Bank are passing stimu-
lus packages and bailing out banks—the very policies, Dembele
says, that African nations were told to avoid for thirty years.
Therefore, Dembele argues, Africa should reject unrestricted free
trade, nationalize key industries, increase the role of the state in
the economy, end debt payments, and look for local financing for
development.

As you read, consider the following questions:

1. Whom does Demba Moussa Dembele quote as saying
the state was “part of the problem, not the solution”?

2. How much foreign aid was promised to Africa by the
European Union and the United States in 2007, accord-
ing to Dembele?

3. What was the estimated value of the trade between Af-
rica and China in 2008, according to the author?

Demba Moussa Dembele, “The Global Financial Crisis: Lessons and Responses from
Africa,” Pambazuka News, March 19, 2009. Reproduced by permission.
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The international financial crisis reflects the collapse of
laissez-faire economics and the growing discredit of mar-

ket fundamentalism. What was being hailed yesterday as the
only road to ‘growth and prosperity’ is now under fierce at-
tack by the same countries and institutions that promoted it
for years. In leading developed countries, states have drawn up
massive rescue plans to bail out industries or nationalise banks
and financial institutions.

Markets Must Be Regulated
The crisis has shattered all the myths associated with the
neoliberal paradigm [arguments that stress the benefits of un-
regulated markets]. It has provided fundamental lessons for
Africa and the global South. These lessons should lead to one
simple conclusion: a rejection of failed and discredited neolib-
eral policies and the institutions that promoted them over the
last three decades, namely the IMF [International Monetary
Fund] and the World Bank.

1) The collapse of market fundamentalism.

The first important lesson is the collapse of market funda-
mentalism. The crisis shows that the emperor has no clothes
anymore. Market fundamentalists claim that markets should
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be left to their own devices because whatever happens, they
have self-correcting mechanisms and that market failures are
less costly than state failures. But the reality shows otherwise.
The devastations caused by the financial crisis are staggering,
as evidenced by the trillions of dollars needed to clean up the
mess they spread to the entire globe. And these costs will be
ultimately borne by the taxpayer, that is, the state.

Even the most zealous market fundamentalists must have
lost their illusions about the ability of markets to discipline
themselves and correct their own mistakes. Markets are not
impersonal forces, believed to be all powerful and placed
above human beings. They are man-made forces whose deci-
sions are ultimately influenced by selfish vested interests.

With the collapse of market fundamentalism, it is the le-
gitimacy of the entire neoliberal system that is being ques-
tioned. Even some of its most fervent ideologues are now in
disarray. Some of its most sacred myths and dogmas are fall-
ing apart. Things that were unthinkable just a few months ago
have become a daily reality. Nationalisations of banks and fi-
nancial institutions, rescue plans for industrial companies,
strong state intervention everywhere and attacks against ‘un-
bridled capitalism’; all this is being observed in Europe and
even in the United States. . . .

Even the most zealous market fundamentalists must have
lost their illusions about the ability of markets to disci-
pline themselves and correct their own mistakes.

2) Further discredit of the IMF and World Bank.

The collapse of the neoliberal dogma is a major blow to
the international financial institutions. What is even more
devastating to them is the reversal of most of the policies they
had advocated for decades in Africa and in other ‘poor’ coun-
tries under the now discredited SAPs (structural adjustment
programmes). The IMF and the World Bank are supporting
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fiscal stimulus—expansionary fiscal policies—in the United
States, Europe, and Asia. They are supporting rescue plans, in-
cluding nationalization of private banks and other financial
institutions. The priority of the day is no longer inflation but
jobs and economic recovery.

Since the 1980s, all these policies were denied African
countries in the name of market fundamentalism. Does this
mean that what is good and acceptable for Western countries
is not for African countries? Whatever the case, one thing is
clear: neoliberal policies advocated by the IMF and the World
Bank have never been built on ‘scientific’ arguments but on
purely ideological grounds in order to protect and promote
the interests of global capitalism. All the neoliberal stuff
peddled by these institutions in the South is crumbling with
their own benediction. What African countries had been told
and forced to implement was standing on shaky ground. . . .

One major lesson for Africa is that they should no longer
trust the IMF and World Bank, and for that reason they should
not listen to their ‘advice’ anymore. This is why it is incom-
prehensible and even a shame to see African countries hold a
meeting with the IMF in Tanzania with the aim of building ‘a
new partnership’. In the statement issued after that meeting,
African countries are calling on the IMF to extend its ‘experi-
ence and expertise’ as if African leaders and policy makers had
not learned enough lessons from the experience of nearly 30
years of ruinous IMF policies from SAPs to PRSPs (poverty
reduction strategy papers).

The State Must Play a Central Role
in the Economy
3) The state as central player in the development process.

Another major illustration of the crisis of legitimacy of
the neoliberal system is the strong recognition that the state is
a central player in solving the crises brought about by unfet-
tered markets, and it will remain a key actor in the develop-
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ment process, whether in developed or developing countries.
Some may recall former US president Ronald Reagan’s asser-
tion in the 1980s that the state was ‘part of the problem, not
of the solution’. This signalled the era of massive deregulation
and the assault on the state and public service and ownership.
It opened the door to some of the most sweeping and devas-
tating structural adjustment policies in Africa. African states
came under vicious attacks as ‘predatory’, ‘wasteful’, ‘rent-
seeking’, ‘corrupt’ and ‘inept’.

All these qualifications were intended to discredit the state
as an agent of economic and social development and the ex-
perience of state-led development that took place in the post-
independence period up to the late 1970s. Despite the remark-
able achievements of that period, the IMF and World Bank
used every possible negative example to blame the state for all
Africa’s crises. They told African leaders that the state was the
main, if not the unique, cause of the economic and social cri-
sis in Africa. Accordingly, the solutions they advocated in-
cluded withering away the state by eliminating or limiting its
intervention in the economic sphere. Hence the imposition of
fiscal austerity programs, the downsizing of the civil service
and the dismantling of the public sector with the privatisation
of state-owned companies.

But the financial and food crises show that the state is an
indispensable and indisputable agent of development and part
of the solution to the current global crises. It is deregulation
and market fundamentalism that are part of the problem.

4) Africa cannot count on so-called ‘development partners’.

For years, Western countries and IFIs (international finan-
cial institutions) failed to heed calls to cancel the illegitimate
debt of African countries—debt that has been paid many
times over—and that was exacting much suffering on millions
of people by virtue of a massive transfer of wealth from ‘poor’
to wealthy countries. For over 35 years, Western countries
have failed to dedicate 0.7 percent of their GDP [gross domes-
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tic product] to official development assistance (ODA). Over

the last several years, ODA figures have been declining, or

stagnating at best, despite repeated claims that commitments

would be met. On top of that, it is now a fact that most Afri-

can countries will not achieve the Millennium Development

Goals (MDGs) [of the United Nations], in large part due to

lower external funding and declining export revenues as a re-

sult of restricted access of African exports to Western

countries’ markets.

The failure to fulfil commitments toward Africa and other

countries is in sharp contrast to Western countries’ mobilisa-

tion of more than US$4 trillion to bail out or nationalise their

banks and financial institutions and rescue their companies in

order to save jobs and mitigate the impact of the crisis on

their population. And all this money was mobilised in just a

few weeks! This massive bailout was 45 times the US$91 bil-

lion promised by the European Union and the United States

for foreign ‘aid’ in 2007. The bailout of AIG [an American in-

surance corporation bailed out in September 2008] alone

(US$152 billion) is even higher than this ‘aid’. . . .

Africa Must Find Its Own
Development Model
Remaining within that paradigm and continuing to listen to

the IFIs will only worsen the situation in Africa. Therefore, it

is time for African countries to make bold and decisive moves

toward an alternative development paradigm. Political will is

the key to such moves. Without a leadership willing and able

to explore alternative development policies, little will happen.

So, the fundamental question is whether African leaders have

learned enough of the current debacle of neoliberal capital-

ism. The other question is whether they are ready to break

with it and explore an alternative development paradigm.
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1) Discard failed and discredited neoliberal policies.
The first step in that direction is to challenge and reject all

the failed policies advocated and imposed by the IFIs and
which have cost so much to Africa. . . .

It is time for African countries to make bold and decisive
moves toward an alternative development paradigm.

Everywhere, countries and regions are just doing that. In
Asia and Latin America, they are taking monetary, fiscal and
other measures to mitigate the impact of the financial turmoil
on their economies. African countries should also heed this
call and take any measures deemed necessary to protect their
economies from external shocks.

In this regard, African countries should move to restore
capital controls and reverse liberalisation of the capital ac-
count [government should not allow the free flow of funds
into and out of the country]. These policies opened the door
to speculative capital flows, tax evasion and increased capital
flight, thus contributing to lowering Africa’s domestic savings
while increasing its dependence on external financing.

African countries should also discard fiscal and monetary
austerity as prescribed by the IMF, because these policies tend
to choke off economic growth by limiting public investments
in key sectors and by drastically reducing social spending. The
stimulus policies, adopted by the United States, Europe and
other OECD (Organisation for Economic Co-operation and
Development) countries, show that in times of crisis, fiscal re-
straint has no economic logic. So why should African coun-
tries accept fiscal austerity when their countries are in an even
worse shape than the developed countries?

Another imperative is the rejection of trade liberalisation
and the restoration of protection for domestic markets. In the
name of ‘free trade’ and ‘comparative advantage’ [the ability of
a country to produce a good at a lower relative cost than an-
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other] African countries were forced to accept sweeping trade

liberalisation that has been very costly in economic and social

terms. Trade liberalisation has increased Africa’s external de-

pendence, destroyed domestic industries, accelerated deindus-

trialisation and led to the deterioration of its terms of trade.

While African countries were being told about the virtues of

‘free trade’, OECD countries were provided huge agricultural

subsidies erecting disguised or open protectionist policies, all

of which have made ‘free trade’ a joke.

Still in the name of ‘comparative advantage’, African coun-

tries were forced to give priority to cash crops at the expense

of food production. The food crisis and Africa’s great depen-

dence on food imports illustrate once again that the IFIs have

misled African countries into adopting policies that are detri-

mental to their fundamental interests. The IMF and World

Bank, which bear a great responsibility in the food crisis in

Africa, are now all too happy to ‘assist’ African countries in

proposing them ‘emergency loans’ to buy food from Western

countries.

African countries should learn from the examples of other

southern countries . . . where governments are taking

back what was sold off to multinational corporations.

The same IFIs are behind the attacks against the state that
translated into the destruction of the public sector to the ben-
efit of foreign capital. They imposed the privatisation of state-
owned enterprises in the name of ‘private sector development’
and ‘efficiency’. And private sector development required en-
gaging in a race to the bottom in order to attract foreign di-
rect investment (FDI). To that end, African countries raced to
sell off state-owned enterprises, mining industries and natural
resources. In several countries, there were even ‘ministries of
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privatisation’ whose main mission was to sell off some of the
most profitable public assets with little positive return for
their countries.

On the contrary, privatisation translated into massive job
losses and social exclusion. It may be argued that there is
some correlation between the aggravation of poverty and the
growing foreign control of resources and assets, because this
control is associated with repatriation of huge profits and tax
evasion. In a sense, privatisation can be assimilated to a rob-
bery of national patrimony—including strategic sectors—
through the transfer to foreign control of assets built through-
out years of sacrifices by the people.

Therefore, reversing privatisation is necessary in order to
restore people’s sovereignty over a nation’s resources. It is time
for African countries to put back into public and collective
hands the control of key sectors and natural resources. No
genuine endogenous development is possible without control
of a nation’s wealth. So Africa should learn from the lessons
being given by capitalist countries, including the United States,
which are nationalising their banks and financial institutions.
But more importantly, African countries should learn from
the examples of other southern countries, like those of South
America and Asia, where governments are taking back what
was sold off to multinational corporations.

Africa Must Reclaim Control
of Its Economy
2) Restore the role of the state in the development process.

Reversing privatisation and regaining control of key sec-
tors and natural resources requires a strong and active inter-
vention of the state. Proponents of such intervention have
been vindicated by the conspicuous failure of laissez-faire
policies and the resurgence of state intervention in developed
countries. In Africa, there has been a correlation between state
retrenchment, poverty and social exclusion. In a sense, market
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failure is worse than state failure. The national security of a
country requires a strong and active state. In fragile nations,
state intervention is indispensable to the process of nation-
building. African countries should defend public ownership
and state-owned enterprises without stifling the private sector.
This is one of the key lessons of the failed neoliberal policies
and of the current financial crisis.

3) Reclaim the debate on Africa’s development.

All the above policies have one single objective: Africa and
Africans should reclaim the debate on their development.
They should never accept again that others speak in Africa’s
name. Genuine development is an endogenous process. No
external force can bring development to another country. So,
Africans should restore their self-confidence, trust African ex-
pertise and promote the use of African endogenous knowl-
edge and technology. Since development should be viewed as
a multidimensional and complex process of transformation,
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there can be no genuine development without an active state.
However, the state is no longer the only player. It has to con-
tend with civil society, which has become a key player in the
debate on Africa’s development.

In the search for an alternative paradigm, Africa should
revisit key documents, such as the Lagos Plan of Action (LPA),
the African Alternative Framework to SAPs (AAF-SAPs), the
Arusha Declaration on popular participation, and the Abuja
Treaty, among others. An update of these documents and the
integration of contributions made by the struggles of civil so-
ciety organisations in the areas of gender equality, trade, fi-
nance, food sovereignty, human and social rights should help
Africa come up with its own development paradigm.

Africa and Africans should reclaim the debate on their
development.

Is it necessary to stress again that Africa’s regional and
continental integration is one of the keys to its survival and
long-term development? Because only a collective and con-
certed effort can help Africa overcome the multiple obstacles
that lie on the road to an endogenous, people-centred, demo-
cratic and sustainable development. So Africa should learn
from the experiences of other regions of the global South. The
Chiang Mai Initiative in Asia has been strengthened and a
new step has been taken to make it a full-fledged monetary
fund. In Latin America, the Bolivarian Alternative for the
Americas (ALBA) and the South Bank are strengthening the
solidarity of the region through closer economic, financial and
political ties. These instruments help these countries to resist
in a stronger position. Africa has wasted so much time in the
process of integration. The crisis should once [and] for all
open the eyes of African leaders and citizens that the only way
for Africa to survive is to move toward a genuine integration
of states and peoples.
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Development Funds Must Come
from Africa Itself
4) Financing Africa’s development.

The external debt crisis, the declining trend of ODA and
the low level of FDIs, all this shows that Africa cannot count
on external sources to finance its development. Reclaiming its
sovereign right to design its own policies goes with vigorous
efforts to raise resources internally and shoulder a greater part
of the resources needed to finance its development. . . .

So, the priority should be domestic resource mobilisation.
African countries should adopt new monetary and fiscal poli-
cies aimed at increasing domestic savings. And the potential is
huge indeed, if African countries give themselves the means to
achieve this objective. In a study, Christian Aid indicates that
African countries are losing billions of dollars in tax revenues
for lack of enforcement of agreements with foreign companies
investing in various sectors, especially in the mining industry.
Confronted with weak and ineffective states, these companies
resort to various means to avoid paying taxes or pay lower
taxes. It is estimated that African countries are losing close to
US$160 billion each year, as a result of tax avoidance and tax
exemptions.

African countries are losing billions of dollars in tax rev-
enues for lack of enforcement of agreements with foreign
companies investing in various sectors, especially in the
mining industry.

Therefore, to compel foreign companies to fulfil their
obligations and expand the tax base, African countries need
to reorganise their states and make them genuine instruments
of development. In other words, they need effective states
able to enforce agreements and mobilise resources for develop-
ment. . . .
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Remittances [money sent home by migrants from abroad]
from the African diaspora have become a growing source of
financing. In 2007, they were estimated at US$27.8 billion.
They represent 3.9 percent of GDP for North African coun-
tries and about 2 percent for the rest of the continent. But for
some countries, remittances account for up to nearly a third
(30 percent) of GDP. In many countries, remittances are higher
than ODA and FDIs. In addition, they constitute a more se-
cure source of financing for development, almost cost-free,
while both ODA and FDIs are associated with political, eco-
nomic and financial costs that are much higher than their po-
tential ‘benefits’. So, integrating remittances into a coherent
development strategy would reduce external dependence and
make expatriates contribute more to Africa’s development.

Africa Must Change Its
Foreign Relationships
Another channel through which Africa can find non-
traditional financing is South-South cooperation. With the
rise of new powers sitting on top of huge cash reserves and
willing to build a new type of cooperation with African coun-
tries, it is an opportunity that should be used wisely. Already,
several African countries are turning more and more to these
powers, like China, India, Iran, Venezuela and Gulf countries,
for loans, direct investments and joint ventures. South-South
trade has increased from US$577 billion to US$1,700 billion
between 1995 and 2005 and it keeps rising. In 2008, trade be-
tween Africa and China was estimated at US$107 billion, with
a favourable balance for Africa. By developing its economic
and financial ties with the rest of the South, Africa will
strengthen the policy space it needs to weaken the influence of
‘traditional partners’.

African countries should pursue more forcefully the call
for the unconditional cancellation of the continent’s illegiti-
mate debt. The multilateral ‘debt relief ’ initiative (MDRI) is

The Global Financial Crisis

198



not an adequate response to Africa’s demand. Only a few
countries are included and they have to comply with crippling
conditions dictated by the IFIs. If Western countries and insti-
tutions do not heed the demand for debt cancellation, African
countries should have the right to take unilateral actions to
stop debt payments because they violate the basic human and
social rights of their citizens.

Along with debt cancellation, African leaders and institu-
tions should join civil society organisations in calling for repa-
rations for centuries of slavery, colonialism, domination, ex-
ploitation and plunder of the continent’s resources. This is a
protracted struggle, but one which can be won if Africa is
willing to sustain that struggle for as long as it takes.

African countries should have the right to take unilateral
actions to stop debt payments because they violate the
basic human and social rights of their citizens.

Likewise, Africa should launch another major struggle for
the repatriation of the wealth stolen from the African people
and illegally kept abroad with the complicity of Western states
and financial institutions. Tax evasions, capital flight and
transfer pricing have deprived African countries of billions of
dollars that should be returned to serve the continent’s devel-
opment. Therefore, Africa, through its regional and continen-
tal institutions, should launch a campaign for the repatriation
of that wealth and seek the help of the United Nations institu-
tions, the solidarity of the global South and the support of
progressive public opinion in the North.

The financial crisis has accelerated the discrediting of the
international financial institutions and deepened the crisis of
legitimacy of the neoliberal system. This offers Africa a unique
opportunity to free itself from the influence of the neoliberal
ideology and the control of these institutions. African coun-
tries should have the courage and political will to break with
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failed and discredited policies. Never before did they have
such an opportunity and strong reasons to explore alternative
policies. It is time for Africa to reclaim the debate on its de-
velopment and take responsibility for it. Examples from other
regions of the global South provide important lessons that Af-
rican countries could learn from and use to their benefit.
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U.S. Bailouts Are Corporate
Welfare and Will Not Solve
the Crisis
George Monbiot

George Monbiot is a British journalist, author, and activist. He
is the author of Captive State: The Corporate Takeover of Brit-
ain. In the following viewpoint, Monbiot argues that the U.S.
government’s decision to bail out large banks in the wake of the
financial crisis is not surprising. He points out that the United
States has always funneled large amounts of cash to big business.
Monbiot argues that corporate giveaways result from the fact
that corporations spend huge sums of money on lobbying and
campaign contributions. Such giveaways, Monbiot argues, are
corrupt and should be stopped.

As you read, consider the following questions:

1. According to the Cato Institute, how much money did
the government spend subsidizing business in 2006?

2. According to the U.S. Institute for Policy Studies, how
much does the United States spend every year in subsi-
dizing executive pay?

3. According to Common Cause, how much did big banks
spend on lobbying in the previous fiscal year?

George Monbiot, “The Free Market Preachers Have Long Practised State Welfare for
the Rich,” Guardian, September 30, 2008. Copyright © 2008 Guardian Newspapers
Limited. Reproduced by permission of Guardian News Service, LTD.
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According to Senator Jim Bunning, the proposal to pur-

chase $700bn of dodgy debt by the US government was

“financial socialism; it is un-American”. The economics pro-

fessor Nouriel Roubini called George Bush, Henry Paulson

and Ben Bernanke “a troika of Bolsheviks who turned the

USA into the United Socialist State Republic of America”. Bill

Perkins, the venture capitalist who took out an ad in the New

York Times attacking the plan, called it “trickle-down commu-

nism”.

They are wrong. Any subsidies eventually given to the
monster banks of Wall Street will be as American as apple pie
and obesity. The sums demanded may be unprecedented, but
there is nothing new about the principle: corporate welfare is
a consistent feature of advanced capitalism. Only one thing
has changed: Congress has been forced to confront its contra-
dictions.

One of the best studies of corporate welfare in the US is
published by my old enemies at the Cato Institute. Its report,
by Stephen Slivinski, estimates that in 2006 the federal gov-
ernment spent $92bn subsidising business. Much of it went to
major corporations such as Boeing, IBM and General Electric.
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The biggest money crop—$21bn—is harvested by Big
Farmer. Slivinski shows that the richest 10% of subsidised
farmers took 66% of the payouts. Every few years, Congress or
the administration promises to stop this swindle, then hands
even more state money to agribusiness. The farm bill passed
by Congress in May guarantees farmers a minimum of 90% of
the incomes they’ve received over the past two years, which
happen to be among the most profitable they’ve ever had. The
middlemen do even better, especially the companies spreading
starvation by turning maize into ethanol, which are guzzling
billions of dollars’ worth of tax credits.

Any subsidies eventually given to the monster banks of
Wall Street will be as American as apple pie and obesity.

Slivinski shows how the federal government’s Advanced
Technology Program, which was supposed to support the de-
velopment of technologies that are “pre-competitive” or “high
risk”, has instead been captured by big businesses flogging
proven products. Since 1991, companies such as IBM, General
Electric, Dow Chemical, Caterpillar, Ford, DuPont, General
Motors, Chevron and Monsanto have extracted hundreds of
millions from this programme. Big business is also underwrit-
ten by the Export-Import Bank: in 2006, for example, Boeing
alone received $4.5bn in loan guarantees.

The government runs something called the Foreign Mili-
tary Financing programme, which gives money to other coun-
tries to purchase weaponry from US corporations. It doles out
grants to airports for building runways and to fishing compa-
nies to help them wipe out endangered stocks.

But the Cato Institute’s report has exposed only part of
the corporate welfare scandal. A new paper by the US Institute
for Policy Studies shows that, through a series of cunning tax
and accounting loopholes, the US spends $20bn a year subsid-
ising executive pay. By disguising their professional fees as
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capital gains rather than income for example, the managers of
hedge funds and private equity companies pay lower rates of
tax than the people who clean their offices. A year ago, the
House of Representatives tried to close this loophole, but the
bill was blocked in the Senate after a lobbying campaign by
some of the richest men in America.

Corporate welfare is arguably the core business of some
government departments.

Another report, by a group called Good Jobs First, reveals
that Walmart has received at least $1bn of public money. Over
90% of its distribution centres and many of its retail outlets
have been subsidised by county and local governments. They
give the chain free land, they pay for the roads, water and
sewerage required to make that land usable, and they grant it
property tax breaks and subsidies (called tax increment
financing) originally intended to regenerate depressed com-
munities. Sometimes state governments give the firm straight
cash as well: in Virginia, for example, Walmart’s distribution
centres receive handouts from the Governor’s Opportunity
Fund.

Corporate welfare is arguably the core business of some
government departments. Many of the Pentagon’s programmes
deliver benefits only to its contractors. Ballistic missile de-
fence, for example, which has no obvious strategic purpose
and is unlikely ever to work, has already cost the US between
$120bn and $150bn. The US is unique among major donors
in insisting that the food it offers in aid is produced on its
own soil, rather than in the regions it is meant to be helping.
USAID used to boast on its Web site that “the principal ben-
eficiary of America’s foreign assistance programs has always
been the United States. Close to 80% of the USAID’s contracts
and grants go directly to American firms.” There is not and
has never been a free market in the US.
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Why not? Because the congressmen and women now rail-

ing against financial socialism depend for their re-election on

the companies they subsidise. The legal bribes paid by these

businesses deliver two short-term benefits for them. The first

is that they prevent proper regulation, allowing them to make

spectacular profits and to generate disasters of the kind Con-

gress is now confronting. The second is that public money
that should be used to help the poorest is instead diverted
into the pockets of the rich.

A report published last week by the advocacy group Com-
mon Cause shows how bankers and brokers stopped legisla-
tors banning unsustainable lending. Over the past financial
year, the big banks spent $49m on lobbying and $7m in direct
campaign contributions. Fannie Mae and Freddie Mac spent
$180m in lobbying and campaign finance over the past eight

U.S. Government Farm Subsidies
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years. Much of this was thrown at members of the House fi-
nancial services committee and the Senate banking committee.

You give a million dollars to the right man and reap a
billion dollars’ worth of state protection, tax breaks, and
subsidies. When the same thing happens in Africa, we
call it corruption.

Whenever congressmen tried to rein in the banks and
mortgage lenders they were blocked by the banks’ money.
Dick Durbin’s 2005 amendment seeking to stop predatory
mortgage lending, for example, was defeated in the Senate by
58 to 40. The former representative Jim Leach proposed re-
regulating Fannie Mac and Freddie Mac. Their lobbyists, he
recalls, managed in “less than 48 hours to orchestrate both
parties’ leadership” to crush his amendments.

The money these firms spend buys the socialisation of fi-
nancial risk. The $700bn the government was looking for was
just one of the public costs of its repeated failure to regulate.
Even now the lobbying power of the banks has been making
itself felt: on Saturday the Democrats watered down their de-
mand that the money earned by executives of companies res-
cued by the government be capped. Campaign finance is the
best investment a corporation can make. You give a million
dollars to the right man and reap a billion dollars’ worth of
state protection, tax breaks and subsidies. When the same
thing happens in Africa we call it corruption.

European governments are no better. The free market
economies they proclaim are a con: they intervene repeatedly
on behalf of the rich, while leaving everyone else to fend for
themselves. Just as in the US, the bosses of farm companies,
oil drillers, supermarkets and banks capture the funds ex-
tracted by government from the pockets of people much
poorer than themselves. Taxpayers everywhere should be ask-
ing the same question: why the hell should we be supporting
them?
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Japan’s Experiences
Provide Lessons for
Dealing with the Crisis
Masaaki Shirakawa

Masaaki Shirakawa is governor of the Bank of Japan. In this
viewpoint, he argues that Japan’s financial crisis in the 1990s
was similar to the current global financial crisis. Japan in the
’90s faced bad debts, problematic accounting standards, and an
inability to deal with failed financial institutions—the very
problems governments face today. To solve these problems,
Shirakawa argues the governments must use public funds to buy
or guarantee bad assets and shore up faith in the banking sys-
tem. Even so, Shirakawa says, Japan’s experience suggests that
recovery may take a long time.

As you read, consider the following questions:

1. According to Masaaki Shirakawa, following the Japanese
financial crisis of the 1990s, when did the profitability of
Japanese banks hit bottom and begin to improve?

2. According to Shirakawa, what are two options to remove
uncertainty stemming from financial institutions’ non-
performing assets?

3. According to Shirakawa, what might happen if protec-
tionism spreads?

Masaaki Shirakawa, “Coping with Financial Crisis—Japan’s Experiences and Current
Global Financial Crisis,” Bank for International Settlements, February 25, 2009. Copy-
right © 2009 Bank of Japan. Reproduced by permission of the author.
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Introduction
I am much honored to be invited to address the 4th Deposit
Insurance Corporation of Japan Round Table in Tokyo.

As you are well aware, the global financial system is un-
stable due to the burst of the global credit bubble. In particu-
lar, global financial markets have been under severe strain
since the collapse of Lehman Brothers last autumn. Both the
central bank and the deposit insurance corporation do not
draw much attention under normal circumstances, and their
presence stands out only when depositors and financial mar-
ket participants do not have full confidence in the soundness
of financial institutions and financial system stability. Today,
the activities of the deposit insurance corporation and the
central bank draw much attention from the public, and that is
a testament that we are facing difficult challenges.

From a longer-term perspective, it was in the early 1990s
when the activities of the Deposit Insurance Corporation of
Japan, hereafter DICJ, started to draw attention from the pub-
lic and the media, and the financial assistance by the DICJ
was carried out in 1991 for the first time in its history. At the
time, the Deputy Governor of the Bank of Japan was an ex-
officio Governor of the DICJ, and I, as a staffer at the Finan-
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cial System Department of the Bank of Japan, had an oppor-
tunity to be deeply involved in the process in which the
financial assistance was actually utilized. As events unfolded,
Japan had to handle more severe financial crisis since the lat-
ter half of the 1990s. Through those experiences, it was shown
how critical various functions of the deposit insurance system
were in achieving financial system stability. In my address to-
day, I will express my views on how to cope with a financial
crisis by comparing Japan’s experience and the current global
financial crisis.

1. Financial Crisis in Japan after the
Burst of the Bubble
During Japan’s financial crisis, while real estate prices varied
according to the region and the usage, the representative index
plunged to almost a quarter of its peak. Banks played a pre-
dominant role in financial intermediation, and Japanese banks
incurred cumulative losses of some 110 trillion yen, equivalent
to 20 percent of Japan’s GDP. It was after 2003 that Japanese
banks’ capital strength and profitability bottomed out and the
stability and functioning of the financial system started to im-
prove, when Japan’s economy returned to a full-fledged recov-
ery path supported by the global economic growth. In the
meantime, the average growth of Japan’s economy had been
stagnant, compared with the previous decades. While the
economy of this period is often called “Japan’s lost decade”, in
my view, such a categorization might not be perfectly captur-
ing the nature of the problem and challenges of policy mea-
sures taken to cope with a financial crisis. I will touch on this
issue later, but it is true that it took a prolonged period of
time for Japan to return to a full-fledged recovery path after
the burst of the bubble. Today, I will emphasize three points
focusing on policy responses on the financial system front. . . .

First, there was a delay in recognizing the severity of the
impact of massive nonperforming assets on the economy. It
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was a few years after the burst of the bubble when we recog-
nized how seriously the decline in real estate prices affected fi-
nancial institutions. However, we lagged behind in recognizing
how powerful the macroeconomic significance of the im-
pact—or to borrow the recently much talked-about expres-
sion, “an adverse feedback loop between the financial system
and the real economy”—could be.

The legal framework of resolution, operational procedure,
and, above all, public funds to cover a capital shortage
are vital in ensuring the smooth resolution of troubled
and failed financial institutions.

Second, there were imperfections in accounting and dis-
closure standards. At present, vigorous discussions are going
on about how to cover the expected losses over the credit
cycle in terms of accounting. At the time, there was a lag in
showing the incurred losses of financial institutions on the ac-
counting and disclosure front. Partly because of that, there
was only an insufficient incentive mechanism at play to urge
banks to promptly address the nonperforming asset problem.

Third, partly as a result of the aforementioned two points,
the authorities could not resolve troubled financial institu-
tions in a timely manner, because of the delayed progress in
establishing a framework of resolution to cope with troubled
and failed large financial institutions. Arguably, the legal
framework of resolution, operational procedure, and, above
all, public funds to cover a capital shortage are vital in ensur-
ing the smooth resolution of troubled and failed financial in-
stitutions. And it was in early 1998 after we experienced a se-
ries of failures of large financial institutions that the full-
fledged safety net framework was put in place. It is clear in
my memory that, the DICJ in the meantime had been tackling
the resolution of failed financial institutions by making full
use of what it had in its arsenal. Until the safety net frame-
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work was established, there were some cases that the Bank of
Japan also played an unconventional role as a central bank in
dealing with failed financial institutions by injecting its money
as capital.

2. Current Global Financial Crisis
In light of our experiences during the financial crisis in Japan,
the development of the current global financial crisis gives me
a surprising sense of déjà vu. Until recently, Japan’s financial
crisis has been considered as an isolated event unique to Ja-
pan. It appears that people around the globe are gradually
coming to understand the implications of the massive credit
bubble and its burst through the bitter experience during the
current crisis.

First, in terms of “the recognition of the problem”, for ex-
ample, the estimate by the IMF on the total losses on U.S.
credit-related debts has been increasing as time went. That
typically suggests that the impact of an adverse feedback loop
between the financial system and the real economy has also
been underestimated in the current crisis.

Second, there have been the issues related to accounting
and disclosure standards. While the standards have improved
compared with those of Japan in the 1990s, there are some
new issues. Those include how to evaluate complicated struc-
tured products whose market liquidity is extremely low, and
how to incorporate off-balance sheet vehicles. In addition, the
traditional issues also persist. The nonperforming asset prob-
lem of U.S. and European financial institutions appears to
have been gradually shifting to a traditional problem of loans
on the banking book. The difficulty of evaluating the loan as-
set value, when the adverse feedback loop between the finan-
cial system and the real economy is at play, seems to be an
unflagging issue at any time.

Third, the framework to deal with troubled financial insti-
tutions was not well-equipped. It can hardly be said that the
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process of the disposal of the Northern Rock and Lehman
Brothers, was carried out within the sufficiently robust institu-
tional framework. Even if such framework was in place, public
capital injection into financial institutions is unpopular among
the public in any country. In addition, there is a stigma on the
part of financial institution to apply for injection of public
capital. Furthermore, it is also a daunting task to identify the
amount of losses incurred by financial institutions, which is
the precondition for public capital injection. Those were all
the difficulties that Japan actually confronted.

3. Measures Addressing
the Liquidity Problem
I will now turn to the policy responses when a financial crisis
takes place. As I have just mentioned, there are many similari-
ties between Japan’s financial crisis and the current global fi-
nancial crisis. Nevertheless, we are not likely to find a “one-
size-fits-all” solution. Therefore, let me point out that what I
describe from now will be an attempt to present a conceptual
underpinning.

It is . . . a daunting task to identify the amount of losses
incurred by financial institutions, which is the precondi-
tion for public capital injection.

Both in the cases of Japan after the burst of the bubble
and the current global financial crisis, the crisis always sur-
faced in the form of liquidity shortage. In Japan, the default of
a mid-sized securities firm in the interbank money market,
despite the small amount of default, triggered a steep liquidity
contraction in the money market and led to turmoil in Japan’s
financial system as a whole. In the current financial crisis, af-
ter the severity of the credit-related debt problem surfaced in
August 2007, U.S. and European financial institutions faced a
liquidity shortage, and the collapse of Lehman Brothers fur-
ther exacerbated the conditions in the funding markets.
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As such, while a lack of liquidity was the starting point of
the problem, the root cause of the problem was an issue of
the solvency of financial institutions.

In the early phase of a crisis, it is difficult to recognize
how serious the liquidity problem is and how serious the sol-
vency problem is. In case it is purely a liquidity problem,
which is a relatively idyllic case, the central bank plays a role
as “the lender of last resort” based on classical Bagehot’s prin-
ciple. If it is likely that the problem is not a pure liquidity
problem but a solvency problem from a system-wide perspec-
tive, there would be various challenges in carrying out policy
responses in a timely manner. In such a case, while the central
bank prevents the financial system from further destabilizing
through aggressive liquidity provision, the financial institu-
tions should identify their incurred losses and need to cover
the capital shortages in the market, and the government ought
to carry out public capital injection when the capital raising
turns out to be insufficient.

Put that in the context of the current global financial cri-
sis, concern over counterparty risks intensified to an extraor-
dinary level after the collapse of Lehman Brothers. And not
only the confidence of depositors declined but also interbank
money markets faced malfunctioning, where a high degree of
mutual trust between the participants is a prerequisite. Once
confidence collapses, the restoration of confidence becomes a
top priority. In that regard, several countries expanded the
coverage of deposit insurance and provided a government
guarantee for financial institutions’ funding in the markets.
Those measures were indeed effective. The deposit insurance
system is intended to ensure bank depositors’ confidence
through protecting deposits up to a predetermined amount.
In the current crisis, the expansion of the coverage of deposit
insurance indeed had effects of stabilizing depositors’ behav-
iors to some extent. Moreover, central banks have been trying
to stabilize global financial markets by making extraordinary
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arrangements to provide liquidity to the markets in the U.S.
dollar together with their own currencies.

Through those measures, the funding conditions of U.S.
and European financial institutions have been eased to some
extent, compared with the situation immediately after the col-
lapse of Lehman Brothers. However, as each government de-
cided to introduce a guarantee scheme and the expansion of
deposit insurance coverage, it created some unintended prob-
lems. The international flow of funds has changed, and some
sound financial institutions that were in no need of receiving
government guarantees have faced unfavorable funding condi-
tions. While Japan has not introduced a government guaran-
tee scheme, fund-raising by international financial institutions
that received government guarantees, in off-shore markets or
in the Samurai bond market in Tokyo, has adversely affected
the corporate bond issuance of Japanese firms in the yen-
denominated bond markets. In addition, in Japan’s interbank
money market, it took some time for international financial
institutions to raise funds easily, because the coverage and the
procedure of a government guarantee were not clearly recog-
nized by market participants. In that regard, during the finan-
cial crisis since the late 1990s, Japan adopted a blanket guar-
antee of all liabilities of financial institutions. While that was
an extraordinary measure, it was quite effective in averting the
collapse of the financial system.

4. Restoration of Solvency
Together with policy measures on the liquidity front, measures
to restore solvency are of vital importance in a financial crisis.
In the current global financial crisis, several measures have
been already taken since last autumn to restore the solvency of
financial institutions by using public capital. Those measures
have proved to be effective. Nevertheless, there have been
some cases in which financial institutions that received public
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funds continued to face weak stock prices and widening CDS
premiums, and thus needed to have the second round of pub-
lic capital injections.

In those cases, it could be pointed out that pricing of
structured products has become difficult, due to the decline in

Japan’s Lost Decade

Japan experienced a disastrous decade of economic stagna-
tion and deflation from 1991 to 2001 after bubbles in its
stock market and land market collapsed. While some eco-
nomic pain was unavoidable—given a 60 percent plunge in
equity prices between late 1989 and August 1992, accompa-
nied by the onset of what ultimately became a 70 percent
drop in land values by 2001—the “lost decade” was not an
inevitable outcome. It required a series of persistently wrong
economic policy decisions that ignored the lessons learned
in America’s Great Depression of the 1930s and the subse-
quent research on the causes of that painful period. . . .

Japan’s biggest policy mistake came in 1997 when the
government raised its consumption tax from 3 to 5 percent.
The aim was to help compensate for the large run-up in
Japanese debt that resulted from the series of unproductive
fiscal stimulus packages expended largely on wasteful public
works projects. The combination of higher consumption
taxes, the continued fall in land prices that persisted in pre-
venting Japan’s banks from operating as financial interme-
diaries because of their heavy exposure to real estate losses,
and a rapid return to deflation in 1998 resulted in a virtual
collapse of the Japanese economy.

John H. Makin, “Japan’s Lost Decade:
Lessons for the United States in 2008,” American Enterprise Institute

for Public Policy Research, February 25, 2008. www.aei.org.
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market liquidity, and the quality of loans continues to deterio-
rate because of the adverse feedback loop between the finan-
cial system and the real economy. A “mirage” phenomenon is
taking place in that, despite public capital injection, concern
over additional losses on the assets mounts over time and
such concern in turn will heighten concern for a capital short-
age of financial institutions.

Under those circumstances, it is of vital importance to re-
move uncertainty. There are two options to remove uncer-
tainty stemming from financial institutions’ nonperforming
assets; the government purchases those assets or provides a
loss guarantee to those assets. Nevertheless, even in both cases,
uncertainty might not be removed for the assets not covered
by the purchases or the guarantees, and investors thus would
continue to ask the institutions for high risk premiums. Con-
sequently, the institutions might not be able to fully restore
confidence in the market. In addition, there are also other dif-
ficulties; how to set the selling price of the nonperforming as-
sets in the case of asset purchase scheme and how to set the
fee in the case of guarantee scheme. What Japan faced in the
past and what the U.S. is facing now is arguably those difficul-
ties. However, even with such difficulties, it is an indispensable
process to promptly identify the amount of losses and to carry
out recapitalization to secure financial system stability, if nec-
essary.

Measures to restore solvency are of vital importance in a
financial crisis.

It should be noted that new issues have emerged in the
global financial system as public capital injection prevails. One
of them is a gap between the level of capital recorded on the
balance sheet and market participants’ perception of franchise
value of financial institutions. The level of capital presumably
should reflect market expectations about earning growth po-
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tential of a firm. On one hand, recapitalization by the govern-
ment serves as a buffer for future losses, in the same way with
privately raised capital. On the other hand, it comes from dif-
ferent incentives from private capital, in which investors shoul-
der the risk with an expectation to recoup their investments
by the future growth of the firm.

In addition, if people increasingly tend to judge the sound-
ness of a financial institution simply by looking at the level of
capital on the balance sheet—in other words, looking at the
capacity to absorb future losses rather than the earning growth
potential—, a financial institution could face a paradoxical
situation. A financial institution which does not accept public
capital because of its financial soundness might suffer a com-
petitive disadvantage against another institution which accepts
public capital, because the sound institution has a lower capi-
tal adequacy ratio as a result. Furthermore, if many financial
institutions intend to raise regulatory capital adequacy ratios
at this juncture in order to avoid such disadvantage, the real
economy will be adversely affected. When reviewing financial
regulation and supervision in the future, the role of capital
regulation will definitely be an important issue on the agenda.
Aside from such a general point, it is also necessary to take
into account that, during a financial crisis, the regulatory
framework of capital adequacy ratio should not amplify pro-
cyclicality.

Closing Remarks
I have so far expressed my views on the steps to cope with a
financial crisis. In closing, I will offer two thoughts with re-
spect to financial crisis responses.

First, it is necessary to make an objective assessment of
what can be solved and what cannot be solved by policy re-
sponses to a financial crisis. Both in terms of macroeconomic
policy and financial system measures, to take prompt and
bold measures to address a financial crisis is not easy for any
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country, but is quite important. Without those measures, the
economies will be forced to experience heavy adjustments and
might end up in a perfect storm. At the same time, however,
crisis responses do not eliminate the excesses accumulated in
the periods preceding the crisis. When those excesses are really
massive, it will take long for the economy to return to a sus-
tainable growth path. Japan’s “lost decade” was partly attribut-
able to such an element. If protectionism spreads, triggered by
intensified frustrations under such dire economic conditions,
the economy’s potential growth rate itself might decline. In
that regard, we also need to make a realistic assessment of the
nature of the current crisis and limits of the crisis responses.

Second, in a financial crisis, it is critical to ensure coopera-
tion between the authorities—the deposit insurance corpora-
tion, the central bank, and financial supervisory authorities—
which are responsible for financial system stability.
Cooperation between each country’s authorities has also be-
come increasingly important, reflecting the globalization of fi-
nancial markets and hence the globalization of a financial cri-
sis. Cooperative ties in terms of the nuts and bolts seem to
have been furthered during the current crisis. At present, the
cooperative relationship between jurisdictions appears to be
strengthening at various levels. One element of the coopera-
tive relationship is to share each country’s experience and les-
sons. In closing, I sincerely hope that the 4th Deposit Insur-
ance Corporation of Japan Round Table in Tokyo would offer
such a valuable opportunity to share each other’s recognition
and exchange views between participants.

Thank you very much.
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The United States Should
Follow Sweden’s Example and
Nationalize Its Banks
Matthew Richardson and Nouriel Roubini

Matthew Richardson and Nouriel Roubini are professors at New
York University’s Stern School of Business. They both contributed
to the book Restoring Financial Stability: How to Repair a
Failed System. In the following viewpoint, the authors argue
that the U.S. banking system is insolvent, with billions of dollars
in debt. The only option left, they argue, is to nationalize the
banks by quickly determining which institutions are insolvent,
seizing them, and selling their assets to pay off depositors. Swe-
den, which successfully nationalized, cleaned up, and repriva-
tized many of its banks in 1992, could serve as a blueprint.

As you read, consider the following questions:

1. According to the authors’ latest estimates, total losses on
loans and the fall in value of assets will reach about
what figure?

2. What do the authors suggest might be a more palatable
name for “nationalization”?

3. According to the authors, to whom did the Swedes del-
egate the details of the bank cleanup?

Matthew Richardson and Nouriel Roubini, “Nationalize the Banks! We’re All Swedes
Now,” Washington Post, February 15, 2009, p. B03. Copyright © 2009 The Washington
Post Company. Reproduced by permission of the authors.
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The U.S. banking system is close to being insolvent, and
unless we want to become like Japan in the 1990s [which

suffered a decade-long recession]—or the United States in the
1930s—the only way to save it is to nationalize it.

Takeover Is the Only Way
As free-market economists teaching at a business school in the
heart of the world’s financial capital, we feel downright blas-
phemous proposing an all-out government takeover of the
banking system. But the U.S. financial system has reached
such a dangerous tipping point that little choice remains. And
while Treasury Secretary Timothy Geithner’s recent plan to
save it has many of the right elements, it’s basically too late.

The subprime mortgage mess alone does not force our
hand; the $1.2 trillion it involves is just the beginning of the
problem. Another $7 trillion—including commercial real es-
tate loans, consumer credit-card debt and high-yield bonds
and leveraged loans—is at risk of losing much of its value.
Then there are trillions more in high-grade corporate bonds
and loans and jumbo prime mortgages, whose worth will also
drop precipitously as the recession deepens and more firms
and households default on their loans and mortgages.
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Last year [2008] we predicted that losses by U.S. financial

institutions would hit $1 trillion and possibly go as high as $2

trillion. We were accused of exaggerating. But since then,

write-downs by U.S. banks have passed the $1 trillion mark,

and now institutions such as the International Monetary Fund

and Goldman Sachs [an investment and securities firm] pre-

dict losses of more than $2 trillion.

As free-market economists . . . we feel downright blasphe-

mous proposing an all-out government takeover of the

banking system. But . . . little choice remains.

But if you think that $2 trillion is high, consider our latest

estimates at the financial Web site RGE Monitor: They suggest

that total losses on loans made by U.S. banks and the fall in

the market value of the assets they are holding will reach

about $3.6 trillion. The U.S. banking sector is exposed to half

that figure, or $1.8 trillion. Even with the original federal bail-

out funds from last fall [2008], the capital backing the banks’

assets was only $1.4 trillion, leaving the U.S. banking system

about $400 billion in the hole.

Two important parts of Geithner’s plan are “stress testing”

banks by poring over their books to separate viable institu-

tions from bankrupt ones and establishing an investment fund

with private and public money to purchase bad assets. These

are necessary steps toward a healthy financial sector.

But unfortunately, the plan won’t solve our financial woes,

because it assumes that the system is solvent. If implemented

fairly for current taxpayers (i.e., no more freebies in the form

of underpriced equity, preferred shares, loan guarantees or in-

surance on assets), it will just confirm how bad things really

are.
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Principles for Nationalization
Nationalization is the only option that would permit us to
solve the problem of toxic assets in an orderly fashion and fi-
nally allow lending to resume. Of course, the economy would
still stink, but the death spiral we are in would end.

Nationalization—call it “receivership” if that sounds more
palatable—won’t be easy, but here is a set of principles for the
government to go by:

First—and this is by far the toughest step—determine
which banks are insolvent. Geithner’s stress test would be
helpful here. The government should start with the big banks
that have outside debt, and it should determine which are sol-
vent and which aren’t in one fell swoop, to avoid panic. Oth-
erwise, bringing down one big bank will start an immediate
run on the equity and long-term debt of the others. It will be
a rough ride, but the regulators must stay strong.

Britain Nationalizes Northern Rock
Bank, February 2008

The chancellor [of the exchequer, or finance minister of
Britain] Alistair Darling, moved to end six months of tur-
moil over the fate of Northern Rock yesterday when he ad-
mitted his efforts to find a buyer for the stricken bank had
failed and he was forced into the first nationalisation of a
British company since the 1970s. . . .

Darling . . . defended his handling of the crisis. . . . The
government only stepped in to prevent a domino effect in
the industry, he said.

Phillip Inman, Larry Elliott, and David Hencke,
“Darling Under Fire as Northern Rock Is Nationalised,”

Guardian Online, February 18, 2008. www.guardian.co.uk.
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Second, immediately nationalize insolvent institutions. The
equity [stock] holders will be wiped out, and long-term debt
holders will have claims only after the depositors and other
short-term creditors are paid off.

Third, once an institution is taken over, separate its assets
into good ones and bad ones. The bad assets would be valued
at current (albeit depressed) values. Again, as in Geithner’s
plan, private capital could purchase a fraction of those bad as-
sets. As for the good assets, they would go private again, either
through an IPO [initial public offering; a public sale of stock]
or a sale to a strategic buyer.

The government should start with the big banks that
have outside debt, and it should determine which are sol-
vent and which aren’t in one fell swoop, to avoid panic.

The proceeds from both these bad and good assets would
first go to depositors and then to debt holders, with some
possible sharing with the government to cover administrative
costs. If the depositors are paid off in full, then the govern-
ment actually breaks even.

Fourth, merge all the remaining bad assets into one enter-
prise. The assets could be held to maturity or eventually sold
off with the gains and risks accruing to the taxpayers.

Follow Sweden’s Example
The eventual outcome would be a healthy financial system
with many new banks capitalized by good assets. Insolvent,
too-big-to-fail banks would be broken up into smaller pieces
less likely to threaten the whole financial system. Regulatory
reforms would also be instituted to reduce the chances of
costly future crises.

Nationalizing banks is not without precedent. In 1992, the
Swedish government took over its insolvent banks, cleaned
them up and reprivatized them. Obviously, the Swedish sys-
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tem was much smaller than the U.S. system. Moreover, some
of the current U.S. financial institutions are significantly larger
and more complex, making analysis difficult. And today’s glo-
bal capital markets make gaming the system easier than in
1992. But we believe that, if applied correctly, the Swedish so-
lution will work here.

Sweden’s restructuring agency was not an out-of-control
bureaucracy; it delegated all the details of the cleanup to pri-
vate bankers and managers hired by the government. The pro-
cess was remarkably smooth.

In 1992, the Swedish government took over its insolvent
banks, cleaned them up and reprivatized them.

Basically, we’re all Swedes now. We have used all our bul-
lets, and the boogeyman is still coming. Let’s pull out the ba-
zooka and be done with it.
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Sweden’s Experience
Does Not Provide Support
for Bank Nationalization
Fredrik Erixon

Fredrik Erixon is the chief economist of Timbro, a Swedish think
tank. In this viewpoint, he argues that during the 1990s Sweden
did not in fact nationalize its banks. Instead, he argues, Sweden
took a case-by-case approach, providing loan guarantees to some
banks and bailing out others. Erixon argues, in fact, that the
government went out of its way to avoid full-scale nationaliza-
tion. He suggests that this was part of the reason that Sweden’s
bank recovery plan was successful.

As you read, consider the following questions:

1. According to Fredrik Erixon, what are two major banks
in the United States that many consider to be in need of
nationalization?

2. According to Erixon, why can one not say that the gov-
ernment nationalized Nordbanken?

3. During the banking crisis, the Swedish government
bought the holdings of what small regional bank, as the
author reports?

In the past weeks [February and March 2009] there has been
a lot of talk about nationalization of banks or entire bank-

ing system. Citigroup and Bank of America are two major

Fredrik Erixon, “Nationalization, Swedish Style,” ECIPE (European Centre for Interna-
tional Political Economy), March 3, 2009. Reproduced by permission.
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banks in the US considered to be in need of nationalization.
The proposition has also received much support—also unex-
pected support from people like Alan Greenspan [former
chairman of the Federal Reserve].

Almost every time such a radical measure to solve credit
problems or alleged insolvency in banks (or entire banking
systems) is suggested, there is a reference to Sweden’s success-
ful experience in the early 1990s with nationalization of banks.
The Swedish example is also used as a motivation for nation-
alization: if Sweden, the mother of soft democratic socialism,
nationalized banks without permanently socializing the bank-
ing sector, why can’t we do it?

I don’t think nationalization of the big US financial behe-
moths will work. But one itchy part of the argument I have
particular problems with is the references to the Swedish ex-
perience. They are often put in very sweeping terms: Sweden
nationalized its banks and reprivatized them when they had
been cleaned up. Is this really correct? No. There are many
things to be learned from the Swedish crisis policy in the early
1990s. Nationalization of banks is not on the top of the list. In
fact, it is not on the list at all: Swedish policy in the early
1990s had very little to do with nationalization.
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Sweden Avoided Nationalization
Let me cut a long (and interesting) story short.

The Swedish financial crisis in the early 1990s required ac-
tions by the government that went beyond the typical lender-
of-last-resort liquidity measures performed by central banks.
There was no unified response to banks on the brink of col-
lapse. The government treated banks asking for government
support in different ways. One common thread, however, was
to avoid nationalization. This was not primarily an ideological
call; evidence from other countries hardly suggested govern-
ments to own banks.

There are many things to be learned from the Swedish
crisis policy in the early 1990s. Nationalization of banks
is not on the top of the list. In fact, it is not on the list at
all.

The government set up a council to manage the banking
crisis. This council inherited some measures that already had
been undertaken, such as a government-backed loan guaran-
tee to the foundation which owned Första Sparbanken, one of
the high-street banks. They also had a panoply of measures it
offered to banks which could not raise capital to stay above
the capital adequacy ratio of 8 percent.

The Swedish government bailed out Nordbanken (what is
today Nordea), one of the main banks. However, one cannot
say the government nationalized Nordbanken—the govern-
ment already owned it! Nordbanken was built on the various
government banks that in the early 1970s were put together
into the so-called PK Bank. In the late 1980s, the PK Bank
bought Nordbanken, which was then a conglomerate of former
small, regional banks. To create a positive commercial atmo-
sphere around this bank, they preferred the name Nordban-
ken to keeping the name of the buyer, which sounded socialis-
tic and old-style.
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At an early point in the crisis, Nordbanken issued new
shares which were mostly bought by the government. The
government increased its ownership to 77 percent of the bank,
but a year later stronger measures were called for. The govern-
ment bought out all private share holders (partly to avoid be-
ing sued for misinformation to share holders when new shares
were issued) and split up the bank in two parts (one part be-
came a so-called “bad bank”, Securum; another part, with the
healthy credit stock, remained as Nordbanken). Incidentally,
the Swedish government still is the major share holder in Nor-
dea. It has sold some of its shares, and through mergers with
other Nordic banks its ownership has declined. Yet it still
owns 20 percent of Nordea.

There were several motivations for this move. Nordbanken
was a fairly sizeable bank (one of the Big Five) and a collapse
could have thrown the entire payment system into chaos. An-
other motive was to avoid a malign scenario of falling cred-

Sweden Faces Recession

Sweden is officially in a recession. Not one of those let’s ask
the public recessions but an economically defined recession
of two quarters of negative growth in GDP [gross domestic
product]. The second and third quarters in Sweden saw
GDP fall by 0.1 percent. . . .

Having been through a similar crisis of their own in the
early ’90s, people expected Sweden to be able to weather the
storm, perhaps a bit better than others. These numbers
would suggest that isn’t necessarily the case.

Hairy Swede,
“Sweden Is in a Recession,” A Swedish American in Sweden,
November 28, 2008. http://welcometosweden.blogspot.com.
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ibility if the government let its own bank go bust. Further-
more, Nordbanken was the bank used by many government
authorities, and in case of a bankruptcy they could have lost a
lot of money (at this point Sweden did not have a deposit
insurance).

The Swedish government also bought the holdings of the
bankrupted Gota Bank. Gota Bank was a fairly small regional
bank (it was named after a Swedish region), but together with
Nordbanken it was the bank most exposed to the collapse of
the 1980s credit-housing boom. The healthy part of Gota
Bank was sold cheaply to Nordbanken; the rest was put in Re-
triva, another “bad bank” created by the government.

Banks Can Survive the Crisis
Without Nationalization
But this is as far [as] Sweden’s experience of bank nationaliza-
tion goes. And it is hardly a bed-time story for friends of
bank nationalization today in the US or the UK [United King-
dom].

So—what are the lessons from the Swedish banking crisis
for crisis responses today?

One key element of the response to the banking crisis was
to avoid nationalization.

First, all the big banks had big credit losses, but they sur-
vived without being taken over by the government. Nor did
they become zombie banks [banks which are bust, but which
continue to operate solely because of government guarantees
or support], the profitability of these banks returned to high
levels only a few years after the crisis started. Hence: if you are
looking to Sweden for experiences of how to avoid Japanese-
style zombie banks [which became common in Japan during
that country’s recession in the 1990s] the banks that were not
nationalized should be the first stop.
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Second, one key element of the response to the banking
crisis was to avoid nationalization. The government preferred
to use other tools, and they did walk the extra miles needed to
avoid nationalization of some of the banks.
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For Further Discussion

Chapter 1
1. Robert J. Shiller argues that “boom thinking” is respon-
sible for the financial crisis. Oskari Juurikkala says greed
is responsible. Are “boom thinking” and “greed” just two
names for the same phenomenon? Explain your reasoning.

2. Which of the viewpoints in this chapter state that the cri-
sis was caused by actions of the U.S. government? Which
viewpoints argue that the crisis was caused by the U.S.
government’s inaction?

Chapter 2
1. Andrew Pierce explains that Iceland has suffered badly
from the financial crisis; Jonathan Kay explains that
Canada has not. Why did these countries experience the
financial crisis in such different ways?

2. Based on the viewpoints in this chapter, describe some of
the ways that the financial crisis has hurt everyday indi-
viduals and financial institutions in wealthier nations.

Chapter 3
1. Based on the viewpoints in this chapter, which countries
or institutions in the developing world do you think might
benefit from the global financial crisis, and why?

2. In Antonio A. Esguerra II’s viewpoint in Devpulse, an
official Web site of the Philippine government, he argues
that the Philippines has not been hit terribly hard by the
crisis. Why might the government in the Philippines want
to downplay the economic crisis? In your answer, consider
the effect of the crisis on popular opinion in places such
as Latin America (the viewpoint by the Woodrow Wilson
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International Center for Scholars) and Europe (the view-
points by Edward Hugh and by Thomas Hüetlin et al.).

Chapter 4
1. Based on the viewpoints by Michael Mandel, Demba
Moussa Dembele, and Jaime Daremblum, do you think
that free international trade should be more or less re-
stricted in light of the financial crisis? Explain your rea-
soning.

2. Matthew Richardson and Nouriel Roubini argue that the
United States should nationalize its banks. Bank execu-
tives and managers generally oppose nationalization, be-
cause they do not want to lose control of the banks to the
government. Based on George Monbiot’s viewpoint, why
might the opposition of banks be very effective in pre-
venting nationalization?
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Glossary
AIG (American International Group, Inc.). An American in-

surance corporation that was bailed out by the U.S. govern-

ment when it was unable to meet its financial obligations in

September 2008.

assets. Anything of value owned by a person or a company. A

house, a car, stocks, cash, or equipment can all be assets.

bubble. see “speculative bubble.”

commercial paper. A note issued by a financial institution

promising to pay a given sum at a specified future date.

Commercial paper is backed only by a promise to pay, there-

fore it can only be issued by well-established and reliable

banks or institutions.

credit default swaps (CDS). Essentially, a kind of insurance

for investors. For instance, an investor in a mortgage might

purchase a CDS from a seller. As long as the mortgage is re-

turning money, the investor would make regular payments

to the seller. If the mortgage defaults, however, the seller

has to pay the investor a large sum.

credit crunch. see “liquidity crisis.”

credit rating. An estimate of the ability of a person, a com-

pany, or a country to pay back a loan. Credit ratings are

generally assigned by credit rating agencies. The best credit

rating is usually AAA.

current account balance. A technical measure of trade bal-

ance. Though it includes some other factors, it is based on

exports minus imports of goods and services.

derivatives. Financial contracts whose values are derived from

the value of something else. For example, you might agree

to pay $5,000 now for the right to purchase an $100,000

234



house in one month. The contract is worth $5,000, and its

value derives from the value of the $100,000 house.

Enron. An energy company based in Houston, Texas, which

went bankrupt in 2001 amid revelations that it had engaged

in massive accounting fraud.

Federal Reserve (Fed). The central bank of the United States.

It regulates interest rates, or the cost of borrowing money.

G7. A meeting of the finance ministers of seven industrialized

countries: Canada, France, Germany, Italy, Japan, the United

Kingdom, and the United States.

G8. The group of eight industrialized nations (Canada,

France, Germany, Italy, Japan, Russia, the United Kingdom,

and the United States) whose leaders meet at an annual

summit meeting.

G20. A meeting of 19 of the nations with the world’s largest

economies, plus the European Union.

gross domestic product (GDP). A basic measure of a

country’s economic performance. It includes the market

value of all goods and services made within a nation during

the course of a year.

hedge funds. An investment fund open to a limited range of

investors. Hedge funds have been less regulated than other

kinds of investment funds.

Keynesian economics. The economic theory that govern-

ments should play a role in the economy, particularly by

using stimulus spending to offset recessions. The theory was

most famously formulated, and is named after, British

economist John Maynard Keynes.

Lehman Brothers. A global financial services firm that de-

clared bankruptcy in September 2008. Its failure is widely

thought to have sparked the most serious stage of the glo-

bal financial crisis.
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leverage. The amount of debt relative to its assets that a firm

takes on. A firm with much more debt than assets is said to

be highly leveraged.

liquidity. The ability of an asset to be converted to cash

quickly. A money market account is highly liquid, because

you can generally turn it into cash instantly. A house would

be less liquid, because you would need to sell it to turn it

into cash, or else use it as collateral for a loan.

liquidity crisis. A situation in which businesses and individu-

als cannot get loans or credit from banks, and thus have

difficulty turning assets into cash. For instance, in normal

times, assets like your house and future job earnings could

be used to get a car loan. During a liquidity crisis, the bank

might not lend you money despite those assets. Thus, your

assets have become less liquid; they cannot be turned as

easily into cash.

mark-to-market. A rule that says that financial institutions

have to assign the current fair market price to any financial

instrument they hold and trade.

Sarbanes-Oxley Act. A law enacted in 2002 in response to

the Enron scandal that tightened accounting standards.

securities. Any tradable instrument representing financial

value. Stocks and derivatives are common examples of se-

curities.

securitization. The process of taking an asset that is not liq-

uid and turning it into a security. For example, creating de-

rivatives based on a mortgage or a group of mortgages is an

example of securitization.

speculative bubble. An economic condition in which people

buy and sell assets at prices far above the worth of the as-

sets. Thus, housing prices in the United States rose dramati-
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cally in a speculative bubble, until people realized the houses

were overvalued, and the prices quickly collapsed.

subprime mortgage. A mortgage loan to a borrower who is

at a high risk for defaulting, or not paying the mortgage

back.
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Organizations to Contact

The editors have compiled the following list of organizations
concerned with the issues debated in this book. The descriptions
are derived from materials provided by the organizations. All
have publications or information available for interested readers.
The list was compiled on the date of publication of the present
volume— the information provided here may change. Be aware
that many organizations take several weeks or longer to respond
to inquiries, so allow as much time as possible.

American Enterprise Institute (AEI)
1150 Seventeenth Street NW, Washington, DC 20036
(202) 862-5800 • fax: (202) 862-7177
e-mail: webmaster@aei.org
Web site: www.aei.org

The American Enterprise Institute (AEI) for Public Policy Re-
search is a privately funded organization dedicated to research
and education on issues of government, politics, economics,
and social welfare. Its purposes are to defend the principles
and improve the institutions of American freedom and demo-
cratic capitalism, including limited government and private
enterprise. AEI publishes books such as Privatizing Fannie
Mae, Freddie Mac, and the Federal Home Loan Banks: Why and
How, and its Web site includes numerous articles and policy
papers on economic issues.

Board of Governors of the Federal Reserve System
Twentieth Street and Constitution Avenue NW
Washington, DC 20551
(202) 452-3000
Web site: www.federalreserve.gov

The Federal Reserve System is the central bank of the United
States. It was founded by Congress in 1913 to provide the na-
tion with a safer, more flexible, and more stable monetary and
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financial system. It produces publications for specialists such
as International Journal of Central Banking and consumer-
oriented publications such as Consumer’s Guide to Mortgage
Refinancing.

Bretton Woods Committee (BWC)

1990 M Street NW, Suite 450, Washington, DC 20036

(202) 331-1616 • fax: (202) 785-9423

e-mail: info@brettonwoods.org

Web site: www.brettonwoods.org

Bretton Woods Committee (BWC) is a bipartisan group dedi-
cated to increasing public understanding of international fi-
nancial and development issues and the role of the World
Bank, International Monetary Fund, and the World Trade Or-
ganization. Members include industry and financial leaders,
economists, university leaders and former government offi-
cials. BWC publishes the quarterly BWC Newsletter, numerous
policy papers, and reports on its Web site.

Brookings Institution

1775 Massachusetts Avenue NW, Washington, DC 20036

(202) 797-6000 • fax: (202) 797-6004

e-mail: communications@brookings.edu

Web site: www.brookings.edu

The Brookings Institution is a private nonprofit organization
devoted to conducting independent research and developing
innovative policy solutions. The organization’s goal is to pro-
vide analysis and recommendations for decision makers on
the full range of challenges facing an increasingly interdepen-
dent world. The Brookings Institution publishes books on
economic matters such as Budgeting for Hard Power and nu-
merous policy papers and reports are available through its
Web site.

239

Organizations to Contact



Cato Institute
1000 Massachusetts Avenue NW, Washington, DC 20001
(202) 842-0200 • fax: (202) 842-3490
e-mail: webmaster@cato.org
Web site: www.cato.org

The Cato Institute conducts research on public policy issues
to promote consideration of the principles of limited govern-
ment, individual liberty, free markets, and peace. It publishes
reviews and journals such as Economic Freedom of the World
and Cato Journal, as well as policy papers and opinion pieces
on economics and other issues.

Center for American Progress
1333 H Street NW, 10th Floor, Washington, DC 20005
(202) 682-1611
e-mail: progress@americanprogress.org
Web site: www.americanprogress.org

The Center for American Progress is a progressive think tank
with an interest in values such as diversity, shared and per-
sonal responsibility, and participatory government. It pub-
lishes materials on economic issues, including business/
regulation, credit and debt, the global economy, health care,
immigration, and the environment.

Competitive Enterprise Institute (CEI)
1899 L Street NW, 12th Floor, Washington, DC 20036
(202) 331-1010 • fax: (202) 331-0640
e-mail: info@cei.org
Web site: www.cei.org

Competitive Enterprise Institute (CEI) is a nonprofit public
policy organization dedicated to advancing the principles of
free enterprise and limited government. The organization be-
lieves that individuals are best helped not by government in-
tervention, but by making their own choices in a free market-
place. CEI’s publications include the monthly newsletter CEI
Planet, and articles such as “Stimulate the Economy Through
Deregulation.”
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Economic Policy Institute (EPI)
1333 H Street NW, Suite 300 East Tower
Washington, DC 20005
(202) 775-8810
e-mail: researchdept@epi.org
Web site: www.epi.org

The Economic Policy Institute (EPI) is a nonprofit, nonparti-
san think tank that seeks to broaden the public debate about
strategies to achieve a prosperous and fair economy. The Eco-
nomic Indicators page on EPI’s Web site includes current in-
formation about U.S. gross domestic product, family income,
international trade and investment, and jobs and wages. Issue
Guides are provided on living wage, minimum wage, offshor-
ing, poverty and family budgets, retirement security, social se-
curity, unemployment insurance, and welfare.

European Commission—Economic and Financial
Affairs (ECOFIN)
Unit R 4, Brussels B-1049

Belgium
fax: +32-22980998
Web site: http://ec.europa.eu/economy_finance/

European Commission—Economic and Financial Affairs
(ECOFIN) is entrusted with the regulation of European Union
(EU) economic and monetary policy. Its goal is to ensure the
smooth functioning of economic integration in the EU. Its
Web site includes access to news articles on the European eco-
nomic situation and links to its electronic publications such as
European Economy News, European Economy Research Letter,
economics forecasts, and research papers.

Heritage Foundation
214 Massachusetts Avenue NE, Washington, DC 20002-4999
(202) 546-4400 • fax: (202) 546-8328
e-mail: info@heritage.org
Web site: www.heritage.org
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The Heritage Foundation is a research and educational insti-
tute that promotes conservative public policies based on the
principles of free enterprise, limited government, individual
freedom, traditional American values, and a strong national
defense. Its Web site includes policy briefs on U.S. agriculture,
the economy, health care, the federal budget, spending, labor,
retirement, social security, international trade policy, and eco-
nomic freedom.

International Monetary Fund (IMF)
700 Nineteenth Street NW, Washington, DC 20431
(202) 623-7000 • fax: (202) 623-4661
e-mail: publicaffairs@imf.org
Web site: www.imf.org

The International Monetary Fund (IMF) is an international
organization of 184 countries. It was established to promote
international monetary cooperation, exchange stability, and
orderly exchange arrangements. IMF seeks to foster economic
growth and high levels of employment and provides tempo-
rary financial assistance to countries. It publishes the quarterly
Finance & Development and reports on its activities, including
the quarterly Global Financial Stability Report, recent issues of
which are available on its Web site along with data on IMF fi-
nances and individual country reports.

Nippon Keidanren (Japanese Business Federation)
Keidanren Kaikan, 1-9-4, Otemachi, Chiyoda-ku, Tokyo

100-8188
+81-352041500 • fax: +81-352556255
e-mail: yama@keidanren.or.jp
Web site: www.keidanren.or.jp

Nippon Keidanren is a Japanese organization comprised of
companies, industrial associations, and regional economic
groups. Its goal is to accelerate the growth of the Japanese and
world economies and to encourage innovation. Its Web site
includes articles and papers about economic issues, such as
“Reconstruction of the Global Economic Chain Needed in the
World Economy,” and “Mobilizing All Policy Tools to Revive
the Economy.”
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United Nations Development Programme (UNDP)
1 United Nations Plaza, New York, NY 10017
(212) 906-5315 • fax: (212) 906-5364
Web site: www.undp.org

The United Nations Development Programme (UNDP) funds
six thousand projects in more than one hundred and fifty de-
veloping countries and territories. It works with governments,
UN agencies, and nongovernmental organizations to enhance
self-reliance and promote sustainable human development. Its
priorities include improving living standards, protecting the
environment, and applying technology to meet human needs.
UNDP’s publications include the annual UNDP Human De-
velopment Report. UNDP publishes The Millennium Develop-
ment Goals Report, regional data and analysis, speeches and
statements, and recent issues of its publications on its Web
site.

World Bank
1818 H Street NW, Washington, DC 20433
(202) 473-1000 • fax: (202) 477-6391
Web site: www.worldbank.org

The World Bank seeks to reduce poverty and improve the
standards of living of poor people around the world. It pro-
motes sustainable growth and investments in developing coun-
tries through loans, technical assistance, and policy guidance.
World Bank produces publications on global issues, including
Doing Business 2010, the annual World Development Report,
and the annual World Development Indicators.

World Trade Organization (WTO)
Centre William Rappard, Rue de Lausanne 154
Geneva 21 CH-1211

Switzerland
(41-22) 7395111 • fax: (41-22) 7314206
e-mail: enquiries@wto.org
Web site: www.wto.org
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The World Trade Organization (WTO) is a global interna-
tional organization that establishes rules dealing with trade
between nations. Two WTO agreements have been negotiated
and signed by the bulk of the world’s trading nations and
ratified in their parliaments. The goal of these agreements is
to help producers of goods and services, exporters, and im-
porters conduct business. WTO publishes trade statistics, re-
search and analysis, studies, reports, and the journal World
Trade Review. Recent publications are available on its Web
site.
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