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1. Introduction 

At the moment the crisis appears to be resulting in a sharp recession. There is a 
debate as to whether it will morph into something more like Japan’s lost decade or the 
Great Depression, but at the moment the jury is still out on this. We have no evidence 
suggesting that recovery is more likely to be L-shaped than V-shaped or U-shaped. 
Hence we have to fall back on theory: I am with those who argue that the advance in 
knowledge since the 1930s means that we are more likely to witness an intensified 
version of the typical post-war recession than a prolonged crisis. (Japan got bogged 
down because the Japanese authorities failed to combat the recession as forcefully as 
they could have done, which is not true of the authorities of most countries in this 
crisis, certainly not the American authorities.) The fact that most forecasts currently 
see an uptick in demand as early as 2010 implies that most forecasters share this 
vision. 

We can say something more than that this is a particularly intense recession. Its other 
distinguishing feature concerns how it started: with the collapse of a bubble in 
housing, which in turn provoked a collapse in the financial sector generally, which has 
spread to the world as a whole. This is in sharp contrast to previous post-war 
recessions, which were provoked either through policy or through the external sector. 
Where a recession is caused by policy, it can be cured by a reversal of that policy. It 
may be tricky to achieve the necessary reversal without recreating the malady (like 
inflation) that caused the problem in the first place, but reigniting demand is in itself 
not particularly difficult. And the great advantage of reversing a crisis caused by 
reactions to external events is that the rest of the world still provides a ready market 
for exports, so that it is possible for any individual country to export its way out of 
trouble. This is clearly not in general going to be possible in the present instance. 

2. The Transmission Process: Current Account 

There are two basic mechanisms through which a recession can be transmitted to a 
country—any country—from abroad. One is through trade or some other form of 
current account receipt. Demand for the products country A is capable of producing 
and selling to country B falls, and so B sells less, and/or at a lower price, and the 
recession is transmitted from B to A through trade. The reduced value of trade may 
involve either or both a reduced volume and a reduction in the price of exports. In 
the case of primary commodities, one expects the changes to be overwhelmingly ones 
in prices rather than quantities; and in the case of manufactures to be primarily 
reductions in quantities. Semi-industrial, resource-based, emerging economies 
generally export a mixture of primary products and manufactures, so that they can 
expect to experience both a deterioration in their terms of trade as primary product 
prices fall, and a reduction in employment as manufactured exports decline. 

The decrease in income will induce a secondary reduction in imports. 
However, if the change was initiated abroad, then the initiating change in exports will 
be greater, at least at constant relative prices, than the induced decrease in imports. 
Employment will therefore decline. And the balance of payments will deteriorate. This 
is, however, a flow reduction, and these repercussions will therefore tend to be 
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prolonged. This proposition has to be qualified: if market participants can foresee the 
ultimate outcome, their reactions to the ultimate price changes will tend to be brought 
forward to the present. 

Other components of the current account of the balance of payments will 
also be affected. Invisible exports (such as tourism, shipping receipts, etc) will behave 
in qualitatively the same way as visible trade. Earnings on foreign investments (foreign 
investments at home or the overseas investments of domestic companies and asset-
holders) will tend to decline, with the changes in the net balance depending mainly 
upon which country had the most severe contraction and whether the country was a 
net creditor or debtor at the outbreak of the crisis. Remittances are likely to be 
severely affected, with the change in the net flow being primarily dependent upon 
whether the country was a net exporter or importer of migrant labour. Aid is unlikely 
to be an important source of income in the type of economy under consideration, but 
where it is important, its change would result from policy decisions and not the 
automatic working of the market. 

3. The Transmission Process: Capital Account 

The second way in which a recession can be transmitted internationally is through the 
financial markets. There are a host of mechanisms that may be important here. One 
major distinction to current-account shocks concerns their differing delay properties: 
financial shocks are not subject to inherent delays as are those to the current account. 
The transmission mechanism does not depend on flows: the standard assumption is 
that asset-holders act on the basis of their best forecast of future events, and therefore 
that if they foresee something happening in the future they will act to achieve a 
financial position which is almost the same as if the event had already occurred. One 
can easily envisage a modification of the standard assumption to recognize that if the 
initial position is more profitable in a flow sense than the final position, then 
enterprises will delay making the switch until they are convinced that others are 
moving. 

 Some of the ways in which country B can be impacted by developments in the 
financial market of country A are: 

a. by an increase in the aversion to holding B’s securities on the part of country 
A’s asset-holders; 

b. by an increase in country A’s interest rates, which then increases all interest 
rates, including those of country B’s securities; 

c. by a credit reduction in country A, as A’s asset-holders seek to reduce their 
leverage; 

d. by the requirements on country A’s financial institutions to mark their books 
to market, which forces fire sales to maintain capital or reduce loan books; 

e. by a fall in the value of some of the assets held on margin by country A’s 
asset-holders, which then requires them to liquidate some of their other assets 
in order to meet margin calls; 

f. by a decision of country A’s credit rating agencies to reduce the risk rating of 
some of the CDOs, which obliges financial institutions to increase their 
holdings of capital; 
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g. by an increase in the risk-aversion of country A’s asset-holders. 

The first possibility is what happened to East Asia in 1997. The rich world’s 
asset-holders decided that they were less desirous of holding the securities of East 
Asian countries (because one of their number had a conventional payments crisis, the 
rest was pure contagion). The crisis may have been a panic for which one can blame 
the West, but it did not spread from the developed countries. 

The second possibility is how the debt crisis started. Because most of the 
credits of developing countries were dollar-denominated and contracted at floating 
interest rates, they became vastly more expensive to service. Trying to maintain debt-
service required improved fiscal and balance-of-payments positions; one way of 
achieving these was to deflate. The alternative of devaluation might have improved 
the balance of payments, but it increased the fiscal pressures because the debt was 
dollar-denominated. Unlike the first possibility, this type of crisis was certainly 
initiated in the West. 

In the present recession different interest rates have diverged conspicuously. 
Short-term government interest rates in most of the developed countries have been 
reduced to almost nothing, as a direct result of policy action by the central banks. In 
contrast, long-term interest rates to most non-government borrowers, especially those 
with dubious credit ratings, have skyrocketed; that is, almost all spreads have 
increased. This includes spreads of interest rates to emerging markets. This happened 
as a result of the sort of factors described in the next three points, not because all 
interest rates in the developed markets increased. 

Possibilities (c) through (g) are the sort of events which one thinks of as 
having propagated the present crisis to third countries. In each case there is a shock 
that appears internal to country A, but it then gets transmitted abroad through the 
operation of an interdependent financial system. This propagation effect may be 
instantaneous or delayed, but once it starts it is likely to feed on itself as financial 
intermediaries compete with one another to get out while the going is good. This 
means: before the withdrawal of credit forces interest rates up and therefore asset 
values down, and before the exchange rate falls too much. 

Financial repercussions are likely to make themselves felt far more rapidly 
than those of trade, since they can impact immediately on stocks rather than the initial 
effects being flow effects. This means that there could be an immediate effect on 
exchange rate levels even in the absence of anticipation (which is in principle capable 
of bringing forward an ultimate effect so that, apart from the effect of discounting, 
the future equilibrium is realized now).  

Economies of the sort being discussed are typically net debtors to the outside 
world. This is not universally true, and there is an important distinction as to whether 
the debts have largely been incurred by the government or private sector, but most 
countries that have not rigidly curtailed financial interdependence will feel the sort of 
shocks described above. Typically this debt is principally denominated in outside 
currencies such as the dollar. This means that any depreciation will tend to increase 
indebtedness as measured in local currency, which will tend to decrease net worth and 
therefore aggregate demand. If the government is itself a significant debtor, this effect 
will worsen the ratio of government debt/GDP, which may impact confidence. 
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4. The Transmission Process: Additional 
Channels 

Other forms of transmission are derivative. For example, the reactions spelt out 
above imply that, unless the central bank pursues a policy of free floating, A’s reserves 
will decline. This may induce the authorities in A to tighten up their monetary policy, 
which would in turn further accentuate its recession. Of course, such a further 
reaction is a function of a policy decision, rather than being automatic. 

5. Concluding Remarks 

It would be possible to extend the foregoing analysis by modelling the policies of 
government. For example, it would be possible to construct one model with a fixed 
exchange rate and another with a freely floating exchange rate; or one model with a 
policy of inflation-targeting, where the inflationary impact of depreciation is included 
in the price index to be stabilized, and another where it is excluded. But such exercises 
are better conducted by those who wish to consider the implications of the policies of 
particular governments. 

 The important implications of what has been argued above are: 

a. that most countries can be expected to suffer a recession by virtue of both 
trade and financial channels; 

b. that the effects of smaller exports can only be expected to play in gradually, 
whereas the effects operating through the financial markets are likely to 
emerge suddenly; 

c. that emerging markets have suffered through the financial markets as an 
indirect consequence of disturbances in developed-country financial markets; 

d. that it will only be possible to look for a contribution to recovery from trade 
if a country is also prepared to accept a depreciation of the exchange rate. 
Other countries will either have to expand internal demand or wait for the 
rising tide to lift them (somewhat after others who are able and willing to do 
their share of expanding internal demand). 

I suspect that all this was well-known to those who commissioned this note. In other 
words, I see no additional factors that need to be taken into account. In particular, the 
travails of the parallel banking system, the insurance industry, the hedge funds, and so 
on, are important, but I cannot see that they have additional spillover implications to 
semi-industrial countries. 


