Current Global

Economic Crisis:

Its Effects on the Indian Economy; and the Way Abead

Marker capicalism, especially financial
marker capitalism, as practiced in the developed
countries in this age of globalization is currently
facing its worst crisis since the Great Depression of
the 19305,

There have been several financial crises in the
world in the past originating in one country or the
other and spreading to other countiies or even 1034
rgion.  The last regional linancial crisis had
occurred in Southeast Asia ad Fast Asia during
1997-98 and was also called Asian Financial Crisis.
The current financial and c¢conomic crisis bas,
however. become truly global in nature. It is
affecting both the developed and the developing
countries and is threatening to lead 1o a global
recession of serious proportions. The United States
of America, the European Union and Japan arc
already facing economic recession. The developing
countrics which are at present most scriously
affected by this crisis include among others Ieeland
and Pakistan as they are running out of their
forcign exchange reserves even to serve cheir
external payments obligations, The fast growing
emerging economics including China and India
are facing slowing down of their economic growth.

The present global economic crisis has
originated from the United States of America
(U.S.A). It had started a little over two years ago
with the sub-prime mortgage crisis in the housing
sector. With low interest rate regime and rising
prices in the housing market prevailing for a
relatively long time, the moregage financing
institutions in the U.S.A. started lending more to
credit- unworthy (sub-prime) houschold borrowers
for owning houses. This continuing sub-prime
lending fuclled a bubble in the housing market
which proved 1o be unsusinable. The bubble
burst when the housing prices started falling and
the houschold borrowers started defaulting in a
mujor way for mecting their installment payment
obligations. These defults wene on rising as the
market value of the houses had become lower than
the morgaged values of the houses in a falling
market This led mortgage financing companics
and investment banks in U.S.A to cleverly
sccuritize the property based assets — bundling
some “good” with more“bad”™ asscrs as bundled
packages. Theses packages were then sold using
complicated hedge funds and derivatives were not
properly evaluated even by credit rating agencics.

In the complere absence ol regulation by any
Federal Agency of the United States for such
bundled “assers”. the toxic assers were being
greedily sold with higher profits to investment
banks and commercial banks not only in USA.
but alsa 1o financing insticurions in several other
countries in the global financial market. The roots
of the current crisis lie in unethical corporate
governance.

Thus when this twxic asser bubble burst.
financial institutions holding these toxic assets
started crumbling one after the ather in the United
States. We saw the collapse of the two of the largest
mortgage broking houses, namcly. Freddic Mac
and Fannic Mae. Other financial institutions also
started failing and included Bears Stcarns Holdings
and the American Internagional Group (AIG) - the
largest insurance company in U.S.A.. The uldimare
and most shocking event in this sequence of
seressed financial institutions was the filing of
bankrupicy by the Lehman Brothers in Seprember
2008 which was one ol the oldest investments
banking company operating for more than 150
years on the Wall Serect. The éntire community of
the Wall Street Investment Banking companies
nearly faced dosure of their business. This led to
the worst ever Stock Market crash on the Wall
Street unseen in carlier years excepr the Grear
Crash of the 1930%,  Washingron Murual Bank
also failed in U.S.A. Many other American banks
including the Citigroup with rhe largest worldwide
presence also starred facing the heat. No one knew
which bank ay fail soon..

The Stock Marker Crash and the failure of
investment banks on the Wall Strect soon spread in
this age of globalization w the U.K.: orher
European cconomics: and o Japan. Several
financial institucions in Furope and other parts of
the world had a significant exposure 10 the
property based toxic asseis boughe from US.A,
Taking cues from the Wall Strect Stock Marker
crash. the stock markets in the European Union,
Japan. China and other East Asian and South East
Asian countrics and India registered sharp volatility
in the downwand direction. This was the crisis
simultancously of liquidity. solvency and financial
instability in the global cconomy. It soon starial
impacting the real sector through lack of investor
confidence and lower demand for goods and
servives first in USA and later in all major
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economies of the world. This is how USA. has
exported its current internal cconomic crisis © the
rest of the world.

I'he United States of America has been
mismanaging its economy for nearly two decades
with rising fiscal deficits and current account
deficits financed by external debr including
holding of U.S. Treasury Bills by foreign exchange
surplus countries like China, Japan. Singapor: and
Oil Exporting countries. Worse still, the houschold
sector in ULS.A has near zero or negative savings as
houscholders.  have  been  continuously
overspending through their credit cands beyond
their income. This cannot last forever. American
Business Model  especially  the  American
investment banking model has failed duc 0 the
unregulared greed of s financial sector. We may
recount here the collapse of Enron and the conflict
of interest (“greed” for enlarging corporine
business) reflectad in the case of Arthur Anderson
which raised scrious question marks an the
American Accounting Standards as role model for
the rest of the world. Unlike the Asian financial
crisis of 1997-98. this time around due w its wide
spread effects on the cconomics of the European
Union and Japan and to emerging cconamics,
centeal banks around the workd have coordinated
their efforts to inject more liquidity into the system
and o lower their benchmark interest rates as a
signaling device to persuade commercial banks to
cut interest rates on their lending. Similarly. fiscal
authorities in most affected countries have
launched (or are planning to launch) fiscal
siimulus packages 1o promote demand and 1o
avoid cuts in jobs.

The U.S Treasury had announced a bailout
plan of $ 700 billion in October 2008 wnder che
so-called Troubled Assets Relief Programme
CVARP). The TARP was originally designed for
buying up part of troubled (woxic) assess. Soon
qugstions prose on the final burden on rhe tax
pavers of the TARP and additional Funds for



financing bailows and on the viability of this
approach 1o solve the basic problems of the
financial institutions. The basic problems had dheir
roots in over-leveraging (over-lending to non-
creditworthy borrowers) compared o their
asset/equity base. Hente the need for de-leveruging
by the distressed financial institutions through sale
of their assets preferably w the government for
building confidence and lesser lending: and
recapitalization of these institutions initially by the
government to cnable these institutions 1o perform
their business funcrions by following prudent
regulitory norms. Recognizing this need for shift
in the government seraregy. the LLS, Government
has acquired equity in the distressesd institurions
and plans m recapitalize some of the troubled
banks and other financial instiwions, Despite
international @il and commodity prices coming
down sharply recently and the bailout packages
announced by USA. and other  countrics
affected by the current global cconomic crisis, the
Stock Markees have not been calmed and the fears
of a deeper global recession are rising.

Most leading countries, including the G-20
couinties, seem ro agree on the need for global
coordination and appropriate global regulation of
the global financial institutions  through
multilateral institutions like the International
Monetary Fund (LM.E).However, the U.SA.
appears to be reluctant to subject iselt ro
regulation by a global supervisory agency
including the LM.E In any case, due to holding 16
per cent of the capital of the LM.E US.A hasa
veto power in decision making in the LM.E The
World leaders will have w find ways at the next G-
20 Summit in April 2009 as a follow-up of
Seprember 2008 mecting acceptable o all
countrics for a supra-narional financial regulatory
authority focusing on risk management of pew
complicated financial instruments based on echical
COTPOTILE GOVEMANCE. .

Another major concern in the current
scenario of global economic slowdown relates 10
the tendency of the marional governments
especially in the developed countries 1o take
recourse to protectionism.. The starement made
by the President -clect Barak Obama during his
campaigning for the Presidency of the LLS.A. for
discouraging oumsourcing of jobs (e in the
Information Technology sector) by American
firms is illustrative of this tendency. The current
slowdown in the global economy can be countered
in sustained manner through further liberalization
of trade and investment under the sralled Doha
Development Round under the auspices of the
World Trade Organization (W.T.0).  After
assuming Presidency on January 20, 2009, Barak
Obama should ke the lead in facilitating the
successful conclusion of the pro-development
agenda of the Doha round ar the carliest for
generating more trade and invesrment and growth
and employmenr in the global cconomy.

Indin is relarively betier cquipped than most
developed countries and many developing Fast
Asian and Southcast Asian countrics to handle the
effects of the current global economic meltdown

due w irs leser degree of inegration: with the
global cvonomy. Fowever, compared 1o 1991
when India launched s economic refonns, in is
much more integrated with the global «onomy:
India will theretore not remain unallecied by the
current global slowdown. Tndia’s linkages with the
global economy have increased in three distine
ways. Firstly, the percentige of Indiah trade in
goods and services 4 a proportion of s G.D.E has
increased from abour 100 per cemt inl991 10
around 45.0 per cenc in 2007-08. Thus. the
growth nate of Indias exporss will suffer depending
on the intensity ol global recession and
consequently the growth rate of the cconomy will
be lower due to this ficior Secondly. India has
been attracting significantly larger inflows of both
Foreign Direct Investment (FII). and the Foreign
Insttutional Investment. (K1) m more recent
years. The growth rare of Indian economy will be
adversely atfecrad by the prospects of lower cipial
inflows from abroad especially in the form of FDIL
The Foreign Instirutional Invesrors have already
withdrawn sizeable amounts of their investment
for taking back to cheir home countries where they
needed cash ar their corporare headguartens, This
has led 10 crash in the Indian Srock Market. The
sudden demand for dollars .on this account of
capital outflows has in a thind way impacted
Indian cconomy, This is through [laster
depreciation of the exchange mee of the rupec
against the dollar. It is just the comverse ol the
sharp appreciation of the Indian rupee against the
dollar when the Fil's brought in dollars for
investment in the Indian Stock Marker and
supported the big rally of the Sensex in the Dalal
Strect in Mumbai last year. Last bur nor the least.
Indian stock markers have nor demonstnated any
decoupling from the Wall Strect Stock Market.
The expectations of investars in the Indian siick
markers have been linked w0 the expected
behaviour of the Wall Streer, Taking cves from the
daily trading wrends in the Wall Swreer. the
movements in the Indian Sensex have been highly
correlated with the movement of the Dow Jones
Industrial Average and the NASDAQ in the New
York Stock Exchange.

The Indian hanking secror and the Indian
capital market has been Girdy well regulated. India
has therefore nor faced any thieat of bankrupicy of
its banks, This is notwithstanding the earlier fears
of the depositars in the leading private secror bank
ICICI Bank regarding its viability due 0 s
(relatively small) exposure 1 the 1o the toxic assets
in its international branches. The Finance Minister
Mr. P Chidambaram’s assurance that no Indian
bank will be allowed 1o fail has belped o instill
further confidence in the Indian banking system.
Prime Minister Dr. Manmohan Singh has also
clearly stated that his. government will give
topmast priority o effecrively deal with the
adverse effects of current global melrdown. on
2ix7 bases. He has reirerared his commirment 1o
ensure thar the growth momenmm remains on
track at a fairly high level. Even in this time of
expecred global recesion, the growth e of the

Indian cconomy i expected o develerate from 9.1

per cent in the financial year 2007-08 1o around
~.0 per cent by the most pessimistic projections
currently available, India will sl be secomd
country in the league ol high growth countrics in
the world in this year.

As a resule of the gloomy condirions in the
global economy. Indian banks have also become
much more risk averse for their new lending, The
Indian banks are ficing liquidity shortage botch in
Indian rupees and in toreign exchange tespecially
dollars). Both the fiscal (Union Ministry of
Finance) and the monctary (Resenve Bank of
India} auchorities arc constantly  incrementally
evolving appropriate fiscal and moncmary policics
o ensure a balance berween higher growth and
lower inflation. The varisus appropriate measuns
already announced by the Union Minisiry of
Finance and for fisial sumulus and by the Reserve
Bank of Indids monctary policy for injecting
adequate figuidicy in the financial system and
arcracting  toreign capital  (including  new
investment by the Flls) and deposits from the Non
Resident Indians have been widely reported in the
media, These need nor be recounted  here.
International oil prices and commaodiry prices have
fallen sharply in the last one month. The
Government of India is therefore less worried on
control of inflaion and can afford to pay greater
attention o stimulae cconomic growth. This can
be achieved more through active monerary policy
than through fiscal policy duc wo rhe already hugh
current fiscal deficit ro GDP matio this year. The
Reserve Bank of India (RBI) has already signaled
its shift w pro-growth monetary policy through
eutting interest rates and injecting further doses off
liquidity in the banking systcem  Additional
measures at fiscal stimulus ro the ccopomy ane
being contemplated at present. The RBI is also
prepared 1o take further appropriate measures
ensuse higher growth with price stabilicy,

What more can the Government of India
quickly do w more effectively counteract the
adverse offects of an expecred worsening of the
global recession? [t is very clear thar the
momentum  of the growth rawe of the Indian
ceonomy under these arcumstances can be pushed
up largely by concentrating on raising domestic
sources of growrh. This basic shift in emphasis can
be supplemented by wking further appropriate
policy measures 10 promote Indias exports and
arrract additional foreign invesrment and long
wem  external debr for financing  prierity
investments through public and public-private
partnerships.  These include financing new
activities for boosring effective demand; removing
supply side boulenceks (including infrastrucrural
support services) and increasing outpur and
employment for purting additional purchasing
power in the hands of labour for raising the ratc of
econpmic growth of the Indian economy on
sustainable basis.

The following measures (in additon 10 the
muasures already being taken or contemplated by
the Government) ‘can be recommended for the
serious consideration and quick adoption of 2 pro-
active role primarily by the Governmene of India



in fine with the shifi in the straregy proposed
above:

The Govemment needs w0 immediately
improve the efficiency of its public expenditure by
fast forwarding its already planned public
expenditure on infrastructure development (such
as national highways) and social spending on
schemes (like the National Ruml Employmem
Guarantee Scheme) so as 1o put much higher level
of purchasing power in the hands of both rural and
urban labour..

The Government needs to launch new
employient generating schemes in the productive
sectors (goods and serviees) which are more labour
intensive and les capital cum foreign exchange
intensive to  quickly yield outpur,  The
emplayability of the labour force in bath urban
and rumal India needs 1o be quickly improved
thorough education in vocations and bare foot
management of new tiny and small scale business
units in the informal secron. The following list
illustrates the narure of such business uniss both
in the manufacturing secor and services: Town
and Village Entcrprises  manufacturing
internationally competitive products:  agro-
processing units: repair of all types of fransport
vehicles: provision of maintenance services
requiring clectricians, masons, plumbers and the
like; repairs of television sews: mobiles: computers
and peripherals; and other agency services requined
by office going persons throughout the lengh and

breadth al” India. Since thee  employmem
generating activities would be focal in nature, these
can best be onganized with pro-active support ol
State and local Governments. The more skilled
informal labour should be provided all assistance
to set up their own small busineses imcluding
comet/roadside shops tor trading.  Appropriate
credir lacilities should be provided by the banks
without insisung on high valued collateral assers
on an experimental basis and further capital

should he provided 10 such  new  mimi
entreprencurs based  on their  profitable
performance.  Public-Privace Parmerships

especially through microfinance institutions with
governments in drivers seat would be more
appropriate mode tor implementing this straegy:
Providing adequate invesement i disance
cducation and informal education would be o
prerequisite  for  implementing  vocarional
employment creiting activitics.

Some limited pump priming can be done with
prudence under current circumstances for limited
pump priming the cconomy in quick ourput
generating labour intensive activities which will be
supported by generation of additional cffective
demand. A Few new visibly lange and focused
infrastructure - development projects must be
Jaunched on fast track hasis. These highly selectad
and fully funded and properly implemented
projects mainly through the public private
partnership roure will demonsirate the ffective

political will and governance  capacity  for
providing a “big push” 1o generate new growth
momentum in the Indian economy.

New techniques for risk ascsment of
investment in modern fnancial instruments and
schemes for incentivizing addirional lending by
hanks in a pro-active maoner need w be
developed. New norms must be enforced for
ethical corporate governance. T he
fortheoming elecrions in six Sttes of the Indian
Union and the General Parliamentary Elections
due in the st hall of 2009 make the sasks of
implementing the above recommended  policy
mcastires ¢ difficult task, The rulers ar the level of
both the Central government and the Stace
governments as well as the captting of the industry
in India have a historic national responsibilin: o
act Fast at this challenging time. They must unite
to rise up to the occasion and convert the present
global economic erisis into an opportunin: India
must now show to the world thar the new lndian
economic model can defiver the desired resulis for
responding to the challenges posed by the curmem
global economic crisis. India can become a ke
madel for several other developing counties for
cvolving their own appropriate responses to the
troubled time in global cconomy

(Prof, Charan Wadhva is former President of
the Centre for Policy Rescarch, New  Delhi and
former Professor ar the Indian Institute of

Management, Ahmedabad).
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