The US-led credit crisis and its aftermath
By Izzud-Din Pal


WHAT will ultimately materialise from the global financial crisis would be of direct interest to many developing economies including Pakistan. These countries may be most at risk from serious current account deficits, heavy debt, inflation, and need for large external assistance. Pakistan is also faced with an additional challenge, from continuing exposure to terrorism.

The situation seems to be quite serious for Pakistan, both from the point of view of its political and economic stability. The governor of the State Bank has announced a suitable course of action in order to stabilise the rupee. Appropriate steps are being considered with reference to a possible interruption in badla financing in the stock exchanges. The success of these measures will depend largely on what takes place in the United States and Western Europe. The IMF is predicting, however, that the GDP of Pakistan may fall to 3.5 per cent in 2009, compared to a more moderate decrease in other South Asian countries.

The external sector, especially the major exports of the country, would be highly susceptible to the global slow-down, and the investors may begin to prefer greenbacks or other key currencies to hold their rupee holdings, putting further pressure on the exchange rate. All this calls for a comprehensive strategy which seems to be conspicuous by its absence.

The IMF is also predicting that no country will be immune from the ripple effects of the credit crunch. There are some countries, notably Canada where the stability of the financial system has not been seriously affected, because the commercial banks operate their business in conformity with well-defined regulations. It is not socialism, as some neocon analysts might suggest, but a necessary prerequisite for a smooth operation of capitalism.

For the US, the path to recovery will probably be slow and therefore the world economy, including the US, may face recession, or a prolonged downturn.

Billions of dollars have been infused in the financial systems in the rich countries to ease the situation. How soon will it restore confidence is not easy to predict. A lot will depend on what happens with the so-called rescue plan in the US, which originally was prepared under the pseudonym of ‘bailout’, because it was criticised for its focus on the ‘wellbeing’ of the CEOs associated with the Wall Street financial giants. The irony is that the changes made in the draft had offered only some minor adjustments in this regard.

In the Main Street which represents the middle class as well as the poor, the income received by the CEOs is considered extremely extravagant, and is regarded as completely out of line with their performance. In fact, these masters of the universe manage to get salaries, bonuses and stock options even for the sinking ship caused by their own misdeeds, while the workers and the economy as a whole take the brunt of their failure. The gap between the compensation paid to the CEOs and the average wage of workers in their respective sectors are quite wide, many times wider than in other advanced countries. Only in March 2007, Mr Paulson, the US treasury secretary, told a packed auditorium in Shanghai that ‘an open competitive and liberalised financial market can effectively allocate scarce resources in a manner that promotes stability and prosperity far better than government intervention.’

Mr Paulson’s brand of capitalism started during the Reagan presidency, giving investment banks an open field for their activities, free from the normal regulatory criteria used by the commercial banking system. They have now faced their major test when they started making loans for housing mortgages to those who would not qualify in the regulated market – hence the sub-prime rate. These loans were then securitised, with an A rating given to them by the analysts, and were picked up abroad as part of the US dollar portfolio. When the housing market started to collapse, the paper dollars from sub-prime loans could not provide enough liquidity to honour the commitments. The rest is history.

As Kevin Carmichael of Toronto Globe and Mail says, the Reaganite type of capitalism does not seem to be able to promote much stability these days. And the Made-in-America financial crisis has undermined the credibility of the US as leader of the financial world. Looking at the historical trend, we notice once again that markets are not ‘naturally’ stable and that governments are part of the solution to stabilise them. And when they spend taxpayers’ money to refinance the banking system, they usually stay until a Max Friedman may come forward to denigrate Keynes and preach the mantra of ‘free’ market.

In the current atmosphere then, the beginning towards a meaningful revival has to be made in the US. This is of great importance for the emerging economies including Pakistan, and for the world as a whole.

There is a slow realisation in the Bush administration that the rescue plan for the toxic debt cannot on its own lead to such a revival, and that taking ownership position in the banks – a code word for nationalisation, a heresy in the free market doctrine – may be necessary. Western Europe, with Britain in the lead, has already moved in this direction. Also, there is some appreciation of the importance of employment programmes to boost income among the middle and poorer classes. And the fiscal policy objectives may have to be revised which under the Republicans have strenuously favoured the super-rich.

During the Bush presidency, for example, the distribution of income has become so skewed that one per cent of Americans take home 20 per cent of national income. The purchasing power of the remaining eighty per cent moves then through a downward sliding scale. And, add to this the fact that in the social sector, ‘privilege’ reigns as compared to other developed countries; about 50 million Americans are not covered by any health insurance.

The US is a land of opportunity but the free marketeers over-emphasise the role of their ideology in making it a dynamic society. The economy is nevertheless highly regulated and the government policies are mainly focused on protecting interest groups in areas such as agriculture as well as corporate and service sectors.

In light of some of these factors, moving out of the slump-recession may turn out to be a gradual process. Of course, the real economy of the US has made great strides since the thirties, and can sustain the shocks of business cycles. On the basis of this fact, it has been argued by some economists to adopt a laissez-fare policy towards the financial sector.

This assumes that the global economy would be willing to wait for the upturn in the US economy. This is highly unlikely. During the pause, the American standing as the undisputed leader of the world economy would suffer and the international finance would be diversified with the emergence of other centres including Shanghai, Singapore and Mumbai.

There is also a strong possibility that through the evolving view against the unfettered free market, the financial sector will become regulated. The people in the main street have the voting power and it will necessarily be reflected at the time of elections. Democracy is incompatible with the ‘ideology’ of free market, as the Western Europeans discovered many decade ago; people value their freedom but they would also demand equity and justice.

In light of the above discussion, there is a serious challenge facing Pakistan, equally as important as that from the threat of terrorism. In fact, the performance of the economy will have a direct bearing on efforts to fight terrorism by controlling social unrest in the country.

The IMF seems to be ready and anxious to respond to this crisis. The Fund has not had any new business for about five years. Fund’s Managing Director, Dominique Strauss-Kahn, said that it could make hundreds of billions of dollars available to rich and developing countries. As reported recently in The Guardian, however, anti-poverty campaigners have warned that the Fund’s position concerning poverty versus growth in its loans policies remains unclear – of special interest from the point of roti-kapra-makaan.

In the circumstances facing Pakistan, half of the battle can be won if there was evidence of effective governance by the ruling party, which is not the case at the present time.
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