WORLD ECONOMIC CRISIS:
IMPLICATIONS FOR SRI LANKA

G. Chris Rodrigo

€ rises are an integral part of the cvolution of market
- economics. All major industrial economies of the world
have gone through periodic financial eriscs which from time
to time turned into more generalized economic crises. Yer
the current erisis is universally recognized as different, on a
scale that 1s comparable only 10 the global hreakdown of
production and trade i the 19305, a ORCE=-T-0-CEIury. e Verl,
While many people in Sri Lanka are concerned about the
effects of the global eredit crunch in depressing prices and

demand for our exports, the greater danger that lies ahead -

appears to be less well appreciated. -

The overriding concern for people in Sri Lanka is the question
of how the unfolding world cconomic crisis will affect the
Sri Lankan cconmnj-'. It is difficult to give a definite answer
since the depth and scope of the world crisis is still not clear.

The conscnsus view among informed observers worldwide

is that the current breakdown has the potential to develop
into a worldwide depression on the scale of the 19305 Great
Depression (GD). That GD was triggered by the Wall Street
crash of 1929, but had other causal drivers besides a collapse
of confidence in the integrity of the financial systom.

The hope is that now since leading cconomic policymakers
know much more about the mechanics of crises and the
various errors of omission and commission made in the 1930s
GD, they would be able to substantially mitigate the adverse
impact and 1ts persistence in time. Towards that end, the
governments of the major industrial countries along with
China and India are working in concert to stave off the worst
effects of the crisis and restore stability in the international
financial system.

It is important to emphasize, however, that no”amount of
coordinated aciion can guarantee that the world will not slide
into a depression, though it seems unlikely that it would last
as long as the first G which ended only with the onset of
the Second World War in 1939, The best case scenario is a
worldwide recession lasting a couple of years. In the likeliest
waorst case, it may extend over a period of about five years.
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The smooth tlow of finance is necessary for the "rcal
cconemy” of production and consumption to function
smoothly. Financial flows are volatile and unstable since these
arc largely determined by price movements of financial assets
(stocks, bonds, etc.) that arc driven by market psychology.
Assct prices can inflate way bevond real rates of growth,
thereby creating asset pricc bubbles. Bubbles inevitably
collapse at some point resulting in runs on banks that are
over-exposcd Lo such assets, which leads fo the freezing up
of credit for all cconomic activity which in turn leads to
curtailment of production, consumption and trade which
results in Job losses and corporate bankrupteies. This winding
down of cconomic activity generates a reccssion or amplitics
a recessionary trend, which spills over into trading pariners
through reduced demand for exports. Many countries are now
caught up in this descending spiral of generalized recession
of production and trade which in turn generates job losses
and corporate bankruplcies. ;

Much of the action taken so far in the US and other indusirial

countrics has been dirccted towards restoring confidence in -

the financial system, 5o as to prevent a winding down of the
real economy in the longer run. Measures taken so far appear
inadequate, since [inancial instability has not cased in the
West or the East. In theory, financial market integrity could
be lixed relatively quickly by taking over the international
tinancial system by a consortium of major industrial country
governments and operating it like a “global public good,” or
more correctly, a global public service. In fact, some small
steps in this dircetion are being taken already. What is holding
back such a measure is of course the prevailing ideology of
the desirability of minimal state interference in the operation
of markets. In the end, it may well lcad to this outcome since
the alternative of descent into a global depression is too awtiul
to accept. To save the real cconomy, it may become necessary
to tightly regulate the international financial system. This
will not eliminate capitalism, but it will constitute a radically
new stage in the historic evolution of the capitalist system.
The first question is how the nature of the present global
crisis is to be apprehended. There is scant empirical material
to guide predictions and there is no universally accepted
theory. Much of theory in cconomics is based on equilibrium
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consequence since they were confined within smaller
geographic regions and these regional economics were not
too tightly bound together, cven in the continental US. By
1929 the world economy was much more closely integrated
following a waye of major technological changes in the US
and Germany, the advance of British and I'rench imperialism
across the world and rapid growth in world trade and cross-
border investment. But integration had come about in a
mostly ad hoc fashion with weak institutional support for
trade, investment and (inancial flows. This structure was rent
apart by the financial crisis in the US following the 1929
crash and rebuill with greater care following the Second
World War.

The present situation and likely outcomes

The world economy is very substantially different today from
what it was in the early 20" century and governments now
have more capability and understanding to deal with major
crises. On the negative side financial flows are relatively
larger, more complex and constitute a greater threat.

» The productive base is enormously stronger and
technologically much more advanced, especially in the
developing or “emerging’ regions of the world. -

*  The world economy is much more spread-out, possibly
even more resilient with a large role played by strong
emergent cconomies like China, India and Brazil. In other
words, the relative role of the US economy in the world
is smaller in quantitative terms. Most importantly, the
s'o-caIIed'-developing world has been growing very
strongly over the last two decades or so and has the
capacity to expand its domcstic markets very
substantially and upgrade production technologies which
could create cxira demand for capital goods from the
advanced countries. Hence demand does not have to
collapse all round as it did in the first GD. But, again,
this is not going to happen automatically, but only in
response to carefully coordinated action by all.

= Economic policymakers know a lot more about how
destabilizing macroeconomic forces work. as a result of
the lessons of the GD of the 1930s, though argnably not
enough. Hence it is likely that they will aveid some of
the crasser mistakes of the previous event such as letting
too many banks fail which severely constricted the
money supply and thercby exacerbated the credit crunch
on the productive economy.

* The GD of the 1930s was totally unexpected by the

- policymakers of that time, who thought that it would
automatically resolve itself faitly quickly like minor

32

criscs. Therefore, governments did nothing for many
years. Today, that situation has changed. Governments
ofall major industrial nations have acted very quickly to
stave off bank failures, guarantee deposits and even take
over failing banks and other failing financial institutions
to limit the damage. Policymakers are awarc of the
likelihood of a catastroplie. Moreover, all governments
have acted in close coordination. with cven the Chinese
recognizing that they have much to loose from a GD-
style breakdown, !

«  On the negative side, financial markets and flows are
relatively larger and more integrated throughout the
world. Given the deregulation of financial markets over
the last two decades in the US and elsewhere, they
constitute a greater source of instability. In fact, the
current crisis began with the collapse of the US housing
bubble which was financed through sub-prime loans that
were securitized and sold throughout the world,

As a result of all of the abovc, it is not likely that the long-

~ drawn out resolution of the 19305 GD will be repeated this

time. In gencral, it is a fair claim that history never repeats
ils events cxactly. Yet there are major weaknesses to address,
not least the collapse of confidence in the financial system
and the capability of the leaders of finance. These weaknesses
will take many years to address, though of course the warld
ceonomy could continug to expand at a reasonable rate well
before all the issues are settled, The likely best scenario is
about two years to return to some form of stability. The worst
case would extend this to perhaps five years. But these arc
guesstimates at best and there are troubling issues which
could overturn such expectations. These problems derive
from underlying imbalances driving the origin and
propagation of economic crises.

Likely effects on Sri Lanka
The present globa! crisis is hitting Sri Lanka — and South

Asia in gencral —at a time when the region is already suttering
{rom adverse movements in the terms-of-trade, i.c. a decline

in the price of exports relative to the price of imports. These

countries have already made major adjustments. but the
adverse impact — rising mflation, worsening trade and f1scal
deficits and slowing growth rates — has been severe. Sri
Lanka’s high fiscal deficit — around 7% in 2007 — has risen
cven [urther in 2008. Inflation is running at 25%, the highest
rate in South Asia, driven mainly by food and fucl prices and
the budget deficit driven by cxlraordinary military
expenditure, '
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crisis. The main underlying problem is the existence of an
anarchic global financial system that is relatively free of
regulation. Called the New Financial Architecture (NFA), it
consists of a globally intcgrated system of giant bank
conglomerates and a *shadow banking svstem® of investment
banks, hedge funds and bank-created Special Tnvestment
Vehicles (S1V). By engaging in high-risk activitics and
dealing in complex sceuritics that werc not well understood.
the NFA has generated a series of erises that have now led to
this global breakdown in financial stability.

The NFA had cvolved partly in response to the cver-rising
size and complexity of the real world cconomy. But it was
also a child of the recent turn to neo-liberal theology of the
ommipotence of 'frec markets.! Many leading coconomists.
such as Tobin and Stiglitz, had argued for the need to closely
regulate financial markets, especially after criscs such as the
Asian crisis of 1997-98. Now the urgent and immediate necd
to restore the tegrity of the financial system will bring about
extensive governmental control well bevond those called for
earlicr by the most ardent regulation advocates.

[n a very general sense the global crisis indicates that the
global system of production, trade and tinance has outerown
its existing institutional structure of relatively light and
autonomous oversight by a system of nation states. There is

an urgent need 1o set up an international system of integrated
regulation over the globalized and integrated financial
system, just as in the past a national state was needed to

- regulate an integrated national economy. Unfortunately, the

policy responses so far all far short of this target, but as half:
hearted measures fail to arrest the decline, the chances are
that the system of industrial nations will be compelled o
move further in that direction. It may even becomc necessary
to take over the entire global financial system under the
control ol a supra-national consortium and run it like a 'global
public service.

Whatever happens internationally, the demands on Sri Lankan
policymakers arc urgent and very serious. Though the country
is relatively immune from dircet [inancial effects, the fall
off in export earnings will continue to grow as the recession
spreads. Growth rates will fall on account of a combination
of reduced exports and fiscal tightening, This is hitting the
country when it alrcady has large fiscal and current account
deficits and has very little room for manocuvre. There is an
urgent need Lo cut government spending and promote srowth.
The government has to look to increased external assistance,
especially to finance more infrastructure investment. The
country has to also urgently develop new external markets
in India, China and other strong emerging economics to
partially compensate for losses in traditional markets i
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