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MWhence this creation has
come

He who is its surveyor in
heaven

he alone knoweth

And yet doth he know?

- Rig Oed

0) he gods did not reveal, from the beginning
Al things to us; but in the course of time,

DL hrough seeking we may learn, and know
things better.

PBut as for certain truth, no man has known it,
Nor will he know it; neither of the gods,

Nor yet of all the things of which I speak.

And even if by chance he were to utter

o) he perfect truth, he would ﬁimse[f not know it,
for all is but a woven web of guesses.

-(Xenophanes
A Greek bard, 570-4375 PB.C.

‘ Wiy - dol As Ald=2d viley



RivieSs

oY Hedl

vIES Hsn
Al W

wHa u2d
A% (B

yiuel 2fila
RIECRETRD)
el ued
Hews Alelaul
Yedlrd U
(3302 ut-endl
2uell 545
RIERIREIEL]
IR
Y0, Basall

VHIQVol-ANMdS

%3 %l

ey I12] - Afd oc

AYlesl
sl
adel .. ..

- QLR luatsely ofl el
- [ue AL HABAL HRAL

- Alasdirl AMSL, L5 ARR...
e+l gloy dAdl xARsIRL
- Haol sl Rvildl...

- Mgeuadl ud

- s salsdl
- L bl 2dR AAHAL dldlay

- The Present Economic Crisis

- adlel, ueL 99 dedl ol |

- adlexld wsadl e

- @HdL FMladR

- Bl YBL USRI U GIRL B, Bl

- dlsAGUAL BHEARL-
- 2jeell 2l
- 9Ll ARAUAL : MR %R

Al
Wlls 3L 140/

s 31 U0

w4 31, €Yo/

Aol AL AS [ 4.4,

ssud RaAd S s1yMEl deu ey
Jqausresdl Ald Hisdadl [addl .
GLSIRAUHAL ASL UR 65 s ¥o 3L
GHRAL UAMASIR/AAlsH Hisddl david
Ulclletl ARUHL AL SUet oA HHYs vl

MeAHIZ]-5Y A1) 00¢
y1f-2Ud 200¢

ay 3, ¥is a-2

¥
A% B &
anl 21430 93
23, 513020 Y
Yl el Y
Sa9d, okl 19
A% B ¢
ORI Hedl 21
Ylex A=A 319
Mukesh Adenwala ¥O
Sal 2. e YR
RI10L $1u9 49
dlM wm ¢
dlA wln €0
Al /d MR €9q
S ERITELE] gy

g€

211{52 :

22, §-903, UKD S8,
50l URe AUEFA WA, sddly,
Qe - 3CO0OR, A%RUd.

Slvl : OREY 9CAOU3

S-5q, m_ambrish@hotmail.com
truptiparekh 1 @hotmail.com

oMl URLG Adl Hddl AlA Aules
Heo AeHd Sld 2 %33 Al



1

AuIES|A

2ARsIell allelisla sASARN @iell 2eldrel dl vl HeEPHi asd o €g ©, u3g A1 A1 vl
[A=Hi gel Hel YlEld) ISyl 8. Alys 2d AHeld Helell ussHi AId] v ARd) vid) Vel s3)
€lel 8. Ocai Sedid aufell xsuell A1fs (AsiRi uiHl 2&dl Aell A4 Al Ydi Blei=dl EQNHi
yel A0 AIls [AsiRicll Ulsaial el uis) €lel 8.

2 52521A il [c121He1Hi ‘ol el ‘i) ’ell ¢ffASIel 2Adid s3Il 2fell Segui d@id)
€lEl 8. M2ldPlell Al I s2sélal ‘Ysd vi’ell [dlRell el [ensnidiell BelgRel dilS
YA 8. acco Ugl gloraIeiAHi Y5 vivz’ell F didR AIRN AHi A dl déd HIg die] ¥ &g A
Hiol 8. ofly CiY Sedis Adl dIS) Ul © & Aid SUS AR S dRd ¥ A HIR ‘ARSIR’A ¥
wdioiglR &2dl & 8. AHal AN vig wsu2ll ‘AHYSIAIYsA’ ¢ o H H Hi 2642 uS B. A o 21 d
Hi2 33| 8 S uviRuiR gf A, SAI sIReRIR A, Aell eslsdletl AHiER [ddddiz &Y usdid

S2dIHi AH1d.

avelldl ef211ll wElel 2a2 AUy e oflevt Sedlls el Hid] o [daidalz &y usdid
s3] ® Vol A s252) SH Vel A, SH BHi2dl divll A4 el Ald] el U] S BHied] 832 ol
dell RidRiaiviel eslsdl 29 s3] 8 el Aell id A diR@l Uz YelRal © S I %A clividiHi
A2512] [o1ef) Vel sl gell Hewell offfis| eivd] 8. ‘HIfdfs s21sE] - olevizef Blcs S
A2512) AcRs 77 Quini AHati el dizel Hal Aol AHelerHi RHQ § RiaRidioie eslsd) 29
s3] © doll A2 Adlsl] sI8121 s3] 8. 21 Buid, 1 S2SE]l AHal dall BUIA I vela a2
gd» geélexeell Uler Roileielel & MRS diofl gozr HNd) dell idisidIe YRl A1) 8. 2419
A12 YSACGIY Aseldidiel I S2ASE] Fidlell AS HAY AU yel HAURA €A, 241 dui dHA gell
A4 uBdi Msdl 21 &) Aol AHi AHQA Al selsEla vel ulRUgRiel auiRll § el Sedls 2iga

a1uid) 249 gell Buaail Hifeéd) ver =24 .

211 BURid, ¥. gdIdiel Gigell Yds ‘dIdlo, yel 8 Seai viai’Hiall SR2ARA AviEl aut yer 441d1RA
€l . A&3] [ASIcll oY USUA2Id UHHR) Aol S[RAIRHE s2lddiel RaRKd & aufell Aidd)
ARl © ol AV dl yori Aldl 2@ © d Sed)l iRl el AicHeld] © el dell vled
UiRuiR gf s2dlell w32 © defl Al vlId AHYRIel il 1A ©.

- AuIES

‘ Wy - gdol RS AERd vy 3 eyAIZ] - AMd oc



usll / vlciciia

a1diciR-[BAsci2 200¢
o2 s g

u{[%

@q4 A5 2[dd WY

2L WL | Wldeudl siasid 9.
Yol AAglReAl AL ¢

212, $-903, AHIFU SAH,
sl UlRe EA W, s,
QdlER - 3O 00, AU,
Sl : OREY YCOU3

S-15¢ : m_ambrish@hotmail.com

21, Y, Ul HiLIRl,

dl. wvluon, (. ¥l
AU, Yl 3¢3 1o
sld : OREYO-AUOLYO

ey I12] - Afd oc

“Ulog” (MU 1oL o 69, Ad (3R 2Asul
Al sladioid ssedl U Yy . )
QoL Qv g9l d U 1A Ay, ol
A5 Repeat 53 ddl 2ua 53
do{latin [Addl 530 9.

ARl MoLlael viivie % wiirie 9.
- ylldcuss e, Asedl

v’ -3 200¢L isHL UL (L)
HeooL tALSHAL AUt “OeM Dt (M)
il av aial > dvidl UyAAL €.
U vl 519 aulds Gl -l
[ AL saAL il Yidadl eRal
HIE duildl dul Fdl, Sl dlg als
sl avt el “vilog’d Aules Hsn sy,
dgd silud salL 1ol 97 wad vis
A VY B Yol 2lsdl dARs
AMRASHL 2L 58Ul Auil AR5
aptaritd flal Gl © 2 olgHdl
[Sexiiul otilgst, 2-ulerel, WnddEl»il
W ASYARU UL 2Rl dlddl
QI3 B 51381 5 GU dudl ddlHl
HIRIRAL 518 eLRlel 5 Slel Ll »Hadl
Bellol-4Hl 4tadl 3Rax Aueld-dl
HIRIRA HOL 5 cel He9lalel saL HiS 9.
uel Md d d-il addy A s
(Buisisnl % 2Ral qladl €l d
ool HIvL HALLL Sl 52 6 e Bl
519 [Eeg dla 2d wB{s A 3
[Bausisnl 2 2gl €l dl d Gl
Ul 9. ‘vl i sl Heopol eALSHL dv
asil Al 8. o udl ¥ 519 du
Aldl & Gulne 5 [Blaiuslld 2uaR o
AMelAl A2 quall €l dl d-
Ol 5 [Mlas Al [QuRUslL e A
% UL Vi UL UBL L BASH. U8l
LAl 519 Yu-AUelddl dlgdle e

y

540 ugAL sl qvisl s5d (g el
ved o [AARWAUHL 9l d oloeld
Baga 24108 . 2l ool euld
SASIAAL WAUS 24l 2L 69, AL
ol b~ el 530 QRS Avil quial
AVl (VL YA 2l HIRL Ud B).

SRAMHL AHIAAL A olHdl § d AR ©
ugel dul il i Yyau a2l e cleend
£ di 97 asil dpensl ua uLL Hiddl
2l % 9. Yol usddl Yol i
el 9 seUml >uad? 2ual oflea
gl Ul Geatd dl d-il [Agl 53 419
YRAHL 221 3 Aae <l dlsadl? sl
[Bg 3 [dl wsiaiall olowd [ae-2idie
adl % ¢ 8. dl SUlHs suedimi
10 GaAAAL 516 ofla dadl dlst dl
el % viddlnl UBL SRAUUHL F A0l
Uil sealdl BERUAUELL % AlRdaMl
22 wBls % © dvil 34 Udcdl el
52l ? 5122 3 il aBis Yl 214
Agldl WA Axiidl olllgsl, Asyaz,
HiAddlalglail, 2a-ildel v ‘F3as’
A Wl gl [@ARYAL YRl dHHl
SIETEREERIN

e L % WLl e 9 e SAEYAS
5L 2] oL 8. HIRAHL e
o, Aol 2B, ApAM ]
[rlRuR, Relugdiz Fal aelldl i
olllgsl-Asqal adll edlsRal oL o
YRaul wididl wBls wi-adinl
Yadraael@l (sau-edle) 8. UL
olgsaldl dl 518 Hidaubsz dl
ARAML Sl UHuuE (B !

9 2Bl Ml seudl 53 Al 3 Ui
Helatey, udlel datlul gal s

Wiy - Ydol As AHldad iy ‘



Yildradlelatl HidaBsi2 Fdl Aeul
uyuL Ay ?

HIRL 2L YoMl AlHledn A sl
2l A1l #3RUdA dlf ot
Al @Vl 9, d 2AWs 9 oSl vid1d
Ad 519 (AN 5 gu Al o 2 21
[GQauRadie] Ald 214 ofle 515 2010
QHIR dl % @t 25 AR Vo AleS
ULy,

(ol 24 [QARAA 2 @Rl 3 By
HelR1y 5 Ul dloZaL A8 241 disi-l
AeiHell A s, dl (AR A &
Aol uel 2ad qfls A 2ad Buisid
& 2 i, QAL 2T BlERAL WleH,
GuR 2 dell Sl awil ux st
q1d €9, vied o s1d GlélA 24 disisl
Atll €l dl Azl dHel A it dusdl
AL UMEL % dde 529, led Y
ot Ml 4ladl a2l el eldal
ufMkBAl 34 o dud adq 8 d
Ul . Aol dul 4HiElml audl
ol % otiotdl dsllfs 8 A s
ollotdl guildl d o WA didl i
adl eileidid ML M 4Rl abid
530 i laellUs ¢slsdid uel
Glaatdl vt 8; ¥H 5 [grgauelzil 58
9 % wusl Al Adlmal sdl o Al
23S HUALEL 2l oirldl A iUt
UL Bl uisal U ot Slasiuul
dulg A AR UAHLEA AL F AL
2%l seledl gdt! ddl Ad 232360
U U % YAHl sul 2 A% Y5l
d dld $dld olgd s UYL
aglaesdl dily 23960 sedl wHIRLS
A FrRad el ddl aldl {Rauglil
520 Hod Hel 2L 6 5 3l Hdoiol e,

‘ Wiy - Ydal As AHldad Ay

oAl AU 5 ¥ 2.
olgsaldl AR SlOURL gl YR
dAMAl Uldledl axMl % 2 €9 d M2
dail ksl & o, url AsyaR,
url[ERel 2 HiAARABSIR AR AsllHl
Al e Sed, Aoy 97 HA Hd dl
[Bletget 214104 o 9. VR, 1010 %l il
[manl feudl [aulFadl el
Aol Had 53 dl L AHUL
o3(Ruld Adisud uel vwIl! Ssolal

25 el ¢ W ad y sdla,

VIR [EHd & dl 20Ul vieor] ve el
52, Ml &9 i A dl el sl 20t
VAL 8.

dl. 5.
Uiy’ AL 9el 592 UR ellmelad sl
e1UL 691 ol slerll Ulctsie wd o sld
allarorRAL 8l Aladld edatl quid, %
Free press Journali ¢4l 21012 1¢¥3
(¢ l 2hre 1y 3 ‘MRd 918
Addrll MaH [ odl.) L deelyl
ouag, (gl ougel olla), d-l Bk
w5 [(Mgd [asl »ioid slaluidl
Hodld Hisg 9. ‘vl |l ool %9
9, vl U UBL AAL O % A
A wsl. Al soud Bidel we
[BlaRi dsoudal sld ¢3 avi-l sl
ALASALS i WYl 21 Hadg ©.
- Jodiell S51M. A, GId11R
(Hl. : ccrRyey9goe)

[5ll 1M For1UeIBL 2L UAHL 24014l
Yel Glodl 54l ©, uid ¥ sdl avid
‘RS €l 2 Uil €id - 2 6
QAL Gle s2ale Y8l a9, wReuA,
sl 2lst ot wvielHl [Ads ys

§

The prayer of youth

Where mind is suppressed into

silence by the arrogant might;

Where the soul shrinks back
while the body obeys orders;

Where the conscience is afraid

of the clang of fearful fetters;

Where power raises the
insolent whirlwind of lies to

defeat the truth;

Where frown crushes the

flower of healthy doubt;

Where empty authority treads

like spectre inspiring terror;

Where the dull routine
dreadens the living heart in the

name of discipline;

Where beauty shivers under

the cold glare of compulsion;

Against that Hell of Slavery,
O Father!
Give me strength to revolt
- Nathalal Dave, Bhavnagar
(1942)
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The Present Economic Crisis[1]

- Mukesh Adenwala

That the world economy is in perils is known.
Measurements of dimensions of the crisis or crises are no
longer of much importance. Nearly everyone agrees that
the present crisis is the biggest in last 75 years, and may
well prove to be the biggest in the entire history of mankind.
Global recession is already an established fact and deep
depression of the proportion leading to Nuclear Winter is
eminently feared. Extent and proportion of the present
crisis can be gauged by the response it has evoked. For
the first time in history, Governments of all major nations
and the central bankers are concertedly in a fire-fighting
mode and are taking increasingly unconventional steps to
tone down the effects of the crises. And yet, so far as
the economics is concerned, till only yesterday - or so it
seems, the world was one happy place smoothly sailing
to uncharted Arabia of opulence.

Though the technical details about the factors causing crisis
are known, presently, only the contours of the causal
factors leading to crisis can be reflected upon. There is
no consensus amongst experts regarding the extent of the
problem (or problems) and its likely fallout. Hence, what
will be the effect of present events on economic activity
and resultantly on the social fabric, for how long is it likely
to continue, and how it will affect the welfare of most of
people can only be guessed. The momentous events
unfolding as of now have challenged established ideologies
and philosophies that have guided affairs of mankind for
nearly 400 years. Such momentous event cannot have
been caused by any simplistic set of responsible factors.
This article would make an attempt to explain the factors
and processes involved in making of the crisis. The first
section of the article would describe the run up to and
nature and extent of crisis as it is perceived today. The
second section would briefly describe some historical
developments in the area of economic thought and
conduct. The third section would describe developments
in the financial sector. Concluding section would reflect
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on the changes in world order the crisis is likely to lead to
and raise some questions.

Section I
Run up to crisis

Till summer of 2007, the world economy was shining. In
December 2005, Nobel Prize winning economist Milton
Friedman stood solidly behind the growth story of the US
in an hour long TV interview[2] (Charlie Rose show). He
justified prosperity for US economy on account of gains
in productivity due to technical and technological advances
and the increase in free trade. This worldview continued
to be widely shared till at least spring of 2007 by expert
academicians, eminent experts, leading politicians and
businessmen, and common man on the street. US
economy had grown at more than 4% during 2005 and
2006; China and India, two most populous nations on earth
had significantly contributed to growth of world GDP by
posting high growth rates for their respective economies.
Total world trade had increased more than threefold since
mid-1990s.

All these developments had highly positive implications for

fight against poverty and Human Development Indices
enshrined in MDGs at the turn of millennium. It was
believed till spring of 2007 that the first MDG - halving
the world poverty by 2015 - would be achieved and that
the world had sufficient wherewithal to achieve significant
portions of other MDGs like reductions in infant and
maternal mortality rates, attaining educational goals, etc.
The world was confident to resolve for meeting headlong
the challenge of global warming that had only recently
appeared on the horizon. In short, the world worried about
things other than economics, which more than indicates
health on economic front.

Undoubtedly there were worrisome developments and
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close calls along the way: Savings & Loans crisis in US,
Crisis in Japan and Mexico, meltdown in SE Asian
economies, LTCM debacle, and crises in Russia, Brazil,
Argentina, etc. and in US, the bursting of dotcom bubble
resulting in mild recession in 2001. It was also recognised
that there were worrisome imbalances in the world
economy. Debates raged about whether the current levels
of asset prices were bubbles ready to burst or not; US
Trade and fiscal deficits were admittedly unsustainable and
hence worrying for the world; US dollar was overvalued,;
in US, rising government expenses owing to Iraq issue and
resultant fallout of such events on already worrisome fiscal
situation was worriedly commented upon, and so on.
Learned eyebrows were raised and doubts were
whispered. However, despite all this, the world continued
its unabated march to affluence. Voicing of mentioned and
similar negative features were dubbed academic in nature
and were mostly ignored. Most of the eminent practitioners
allowed such concerns to take back seat while allowing
the general public to chase rainbows. Many a wise men
preferred not to argue against success.

And who could argue with success? The world appeared
to be confident and competent enough to solve its
problems; happy faces in plenty increasingly appeared on
multitudes of advertisement hoardings and soap operas,
made headlines in newspapers; the dreams appeared to
be highly realisable. World appeared ready to take one big
leap and reach opulent utopia, or so it seemed. Resultantly,
financial markets reflected the confidence of the world
community in its brighter future and were shining till the
spring of 2007. S&P 500 jumped 9% between March and
May 2007; the stock markets across the globe echoed.
Even Japan, which had languished for nearly two decades,
started showing flickering signs of revival. The world was
one happy and confident place; minor aberrations in the
sunny picture appeared to be highly manageable.

The Present

Last quarter of 2007 saw firming up of interest rates in
various economies; failure of Bear Stearns in March 2008
marked the beginning of avalanche. Since September 2008,
the unfolding of events, to say the least, have been deeply
worrying. No amount of figures or charts could adequately
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narrate the evolving circumstances; even before the ink
is dry on any given article on the subject, the figures
change, often substantially.

As we read this, people are not just losing their jobs but,
for the first time in history of mankind, also their homes,
something that used to happen only during wars or
devastating natural calamities. Property prices have
plummeted by more than 25% in US and is expected to
decline further; other countries are following suit; stock
markets across the world have lost value, in several places
by more than 60%; central banks across the world are
hitting panic buttons regularly and almost continuously, and
governments across the world remain in fire-fighting mode.
In a world where free markets were revered till yesterday,
wholesale nationalisation of very large institutions is taking
place across Europe and US. Major firms in US having
about 70% market share in mortgage finance (Fannie Mae
& Freddie Mac[3]) have been nationalised and so are
several banks and the biggest insurance company of the
world (AIG); Investment Banking is virtually extinct;
deposit insurance is being extended to all and sundry,
Central Banks are taking toxic debts and even commercial
papers on their balance sheets; ever increasing fiscal
stimulus are being offered across countries, the list is
endless. The governments and the central bankers have
taken and are taking unconventional steps by the day,
which, only a little over a year ago would have brought a
smirk on the face of even an average college student. Not
only is the growth of the world compromised, but the very
bastion of growth - the ideology of free market economy
- is being questioned and jettisoned, at least for the time
being.

As of date, the worries about the future are darker than
ever. Developments in real sector had led to higher inflation
on a global scale. It is known that developments in financial
sector would have real sector implications of very serious
nature but as yet no one is willing or able to put numbers
to the worries and problems. Forgotten are the days of
shining enthusiasm and the world is resigned to a darker
future, at least in medium term.

Though brave face-masks are worn, the crisis that is
unfolding is of stupendous proportions. To take one learned
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view: “When LTCM failed, it had total positions in excess
of $100 bn on an equity base of $1 bn and net loss was to
be no more than $10 bn. Possible global meltdown was
averted by a rescue operation designed by a group of
bankers costing $3.6 bn. The losses in the present
imploding of asset bubble are likely to be 100 times higher,
even with very reasonable assumptions and assuming
orderly unwinding of the markets, which generally does
not happen'[4]. Actually some of the experts put the losses
only to financial sector at $ 1 trillion even under
conservative set of assumptions[5]. It is inevitable that
such huge losses would affect the economic activity in the
real sector.

How did the world reach here? Why the present
developments were not foreseen by various eminent
experts? If they were seen earlier, why the warnings went
unheeded? Such obvious and valid questions have no easy
answers. All major problems have complex set of causal
factors. Several factors are considered responsible for the
present meltdown. It would be interesting to start narrating
known causal factors in history.

Section II
Brief History

That the rules governing conduct of economic policy
changed irrevocably in 1970s is an understatement. At
broader level of human existence monumental changes
were taking place. Ideas of religion, caste, creed, Nation
State, Truth, Knowledge, and so on, that had underpinned
human behaviour and had guided affairs of mankind since
last 400 years and more lost much of their relevance. The
“Age of Discontinuity' had arrived by mid-1970s; the past
was not fully dead and buried, but a new future had
definitely emerged, though not fully. Since 1970s the
materialist "Brave New World', “who knew price of
everything and resolutely denied to know value of anything'
had started increasingly replacing the idealistic “Drinkers
of Infinity', "'who made mess of their public and private
lives'. By 1990s the new generation was firmly in saddle.
As has happened in liveliest parts of human history,
established wisdoms were increasingly questioned en
masse and new ideas came to rule human affairs. Riding
on the back of existentialism, Post-Modernism appeared
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on the horizon in late 1970s. Perhaps the single most
important factor that changed "Human Condition' was
renunciation of other-worldliness. Perhaps for the first time
in human history, people wanted to “live up' their lives on
an ongoing basis at ever younger age and expressed their
desire openly in so many ways. Policies, Institutions and
Governments, instead of fate and God, had become
responsible for failures and frustrations. In other words,
the fate and the God were no longer protected by beliefs,
traditions and mores of the society. This caused
monumental changes in set of human beliefs, which had
hitherto underpinned human behaviour. The changes
manifested in changing structure of society and family.
Families became increasingly nuclear and the individual
person became estranged from his and her linkages with
the social world and the cosmos. Galileo and Kepler had
dethroned the earth from its place at the centre of the
universe and set the globe floating in space around the
world. Changes that had taken place since 1970s uprooted
the links of Man with his traditions, society and religion
and placed him gradually but firmly in the orbit of
materialism.

These tectonic shifts in ideologies had brought about
changes in aims of economic behaviour and had
necessitated changes in conduct of economic policy.
Economic behaviour became increasingly more materialistic
freed from the reins of traditions, social mores, morality,
and religious sanctions. Success was of prime importance;
venality as a means to achieve success received tacit social
approval. Economic Policy had to change. The Golden Age
of Classical Capitalism was over as it failed to prevent or
resolve Great Depression. Keynesian macroeconomic
management strategies resolved depression, which in turn
produced space programs that had placed man on the
moon. By 1960s it was acknowledged that prescriptions
of Smithian economics as means of achieving prosperity
had failed. Keynesianism had resulted in stagflation and
corruption. Socialism and Communism also failed as viable
alternatives to the goal of prosperity. The warring
Capitalist and Marxist ideologists had produced Wars,
including Cold War, which in turn produced increasing
sophistication of weapons and war strategies. Various
political and economic systems based on widely different
- even contradicting - ideologies were tried and failed to
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generate sufficient prosperity that would allow the mankind
to “live happily ever after'. The hungry and the deprived
were increasingly vociferous in expressing their
discontents; the opulent joined the cacophony of their
frustrations even as they became richer. Removal of
poverty was pursued not solely because of humanistic
concerns but increasingly as expansion of markets for
goods that were being produced in ever increasing bulks.
In its fervent attempts to solve its problems and attain its
aspirations the humanity ended up taking big strides. One
of the relevant sidekicks of such writhing, inter alia, was
developments in telecommunications and transportation.
Accompanying demographic changes caused further
disruptive changes and necessitated urgent changes in
economic management and policy. By late 1960s children
of Baby Boomers had entered US work force, which was
mainly untrained and unskilled. In 1960s people in 18-24
year age group were 7.6 million, by 1970s the number had
reached 11.4 million[6]; real wages declined by about 17%
between 1975 and 1997[7]. Substantial addition of new
people to work force led to fall in real wages, which fell
further on account of lower productivity of additional
workforce. Share of labour in GDP fell. Dream of attaining
prosperity for all had become that much difficult to attain.
In retrospect it appears rather obvious that such
monumental changes would affect and change the laws
governing conduct of economic policy and economic
behaviour.

Mentioned shifts in ideologies and circumstances caused
huge changes in the structure of financial sector and
conduct of financial transactions, which is precisely the
area where the present crisis started and gathered
momentum, which has presently exploded. In the next
section we will see the changes in financial sector in more
detail to understand the factors that caused the crisis.
Before we move to next section the following should give
an idea about the events that caused changes in the
ideologies.

Owing to double digit inflation and fall in labour productivity,
by 1968, Gold parity of US Dollars at $35 per one troy
ounce of pure gold was becoming increasingly difficult to
defend. Devaluation was avoided only through consensus
amongst central bankers to trade gold between them only
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at official parity, irrespective of market price of gold. By
1972 first devaluation of US$ had occurred when price
of one ounce of gold was officially pegged at $38. Since
under Breton Woods all other currencies were linked to
USS, this devaluation of dollar failed to resolve basic
problems of US economy. In 1975 dollar became fiat
currency and de-linked from Gold Standard; Breton
Woods had officially become redundant. More importantly,
the strongest and biggest economy of the world (US) was
termed as banana republic, having to resort to devaluations
back to back in a few years.

We now move to developments in the financial sector.

Section III
Developments in Financial Sector

The first development in the financial sector was increased
liberalism. This was the result of two factors: First, ever
increasing numbers of governments, owing to their
newfound commitment to balance their budgets and to
purposefully avoid intervening in functioning of markets,
withdrew from allocation of capital within the country and
across the borders. International Aid as percentage of
GDP and transfer of funds by the governments to various
programs (like space exploration, anthropological research,
etc.) and to third world countries declined. Monetary Policy
became the sole instrument for economic management. As
overseers of functionality of markets, the governments first
became and then remained committed to providing liquidity
so long as inflation remained under control. Second, as
governments increasingly withdrew from direct production
of goods and services, production facilities moved
increasingly across borders, aided by technical and
technological developments as well as by developments in
telecommunications and transportation. Capital started
chasing cheap labour and business friendly governments
across the globe. East Asia, Mexico and Americas became
new destinations for production bases; China was added
to the list at a later date. Private flow of funds, both debt
and equity, freed from restrictions took up the slack left
by the governments. With passage of time this process
gathered momentum and became tsunami of globalisation
by late 1980s. The World became Flat. The first outcome
of such a development was substantial increase in cross
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border capital flows. The capital flows have to be
intermediated - transacted through intermediaries; this was,
as we shall see, done with increasing amount of
sophistication.

The business of financial intermediation has been
traditionally carried out by banks. Typically banks accept
uncollateralized deposits from public and pay interest on
such deposits. Banks also lend the funds for productive
purposes to earn interest. Major items on liability and asset
side of traditional business of banking are deposits and
loans. Banks do borrow (or lend) for short terms to smooth
If the
banks fail to recover the funds lent, they bear the losses.

out the mismatch between assets and liabilities.

Since the banks have to bear losses they screen their
clients as thoroughly as possible to ensure that the money
lent has more than a fair chance of its return with interest.
Since the banks are allowed to accept uncollateralized
deposits from public, in order to ensure safety of such
deposits they are required by their regulators to maintain
at all times prescribed amount of capital for expected and
unexpected losses. This arrangement to ensure solvency
of banks is hawkishly looked after by the regulatory
authorities. Ensuring health of banking sector is vital for
the economy as they form the backbone of Payment
System in the economy. Functional Payment System is
central hub through which all economic transactions are
routed.

As the volumes of funds to be intermediated increased,
so did the competition. Competition engenders inventions
and innovations. In financial arena mathematics came to
be increasingly used for the purpose. Increasing number
of PhD in mathematics moved to Wall Street. Theories,
strategies and instruments were developed in Ivy League
universities of US and Europe and were followed by all
sophisticated practitioners of finance. As the trade and
resultant competition for financial intermediation increased,
so did the sophistication of financial transactions.
Increasing amount of money made available through ample
provision of liquidity started chasing yields across the
globe. Securitisation and derivatives, which were named
Weapons of Mass Destruction by legendary investor
Warren Buffet, were major inventions during the period
that came to be widely practiced in the financial world.

Wiy - Ydal As AHldad Ay

TY

We will see both in detail.

Before we move to actual nitty-gritty of finance, however,
we should not forget concomitant developments already
mentioned. As the governments withdrew from production
processes and welfare and development programs, their
need to borrow declined, which softened the interest rates.
As facilitator of functionality of markets, they had taken
upon themselves to supply as much liquidity as possible
provided the inflation remained under control.

For the last 15 years to 2004, the inflation remained under
control, especially in advanced and emerging economies
on account of various factors: First, production bases
shifted to areas where cheap labour was available in
plenty. This was one of the contributory factors for fall
of labour's share in output. Second, due to ample
availability of liquidity, the interest cost of businesses
declined. Third, production processes became more
streamlined. The space program ended in late 1960s and
the cold war ended in late 1980s. Industries became
profitable users of technological developments made for
Space Program and Cold War, both of which had ended.
Because the cost of funds was low, interest payments by
the governments on borrowed funds also declined;
improvements in production brought in extra revenues.
Both these factors kept the budgetary deficits under
control, which in turn helped keep the inflation under
control even under conditions of ample liquidity. It seemed
that the world had found a recipe for endless opulence.

Low interest rates affect everyone: it reduces rate of return
on investment and savings; lessens cost of borrowings; and
raises the prices of assets. Because of low interest rates
on government securities, major financial investors like
Pension Funds, Insurance Companies, endowment funds,
hedge funds catering to investment needs of very rich
people, mutual funds etc. were at a loss to generate higher
returns as interest on risk free government securities
remained subdued under the described scenario.
Sophisticated financial products developed on account of
need of the hour had found an eager customer base with
deep pockets. Low interest rates also reduce return on
savings of common man. The common man started
investing in assets whose prices were increasing, in part
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because many were buying them. All these effects came
to produce crisis. Before we move on to how this happened,
we take closer look at securitisation and derivatives.

Securitisation:

High level of sophistication found in financial products
started humbly with securitisation. Freddie Mac and Fannie
Mae were regularly purchasing eligible mortgage loans from
sellers of mortgage. Conditions of eligibility were strict in
the beginning but with default rates remaining low over
years, the conditions were relaxed. Mortgage sellers that
had depended on community savings for lending funds had
found a new source of funds to expand their business.
Freddie Mac earned handsomely as default rates continued
to remain low. Historically defaults in residential mortgages
were very low because, in time of distress, people normally
would forgo other consumption to ensure payment of
mortgage instalments; so far as possible, no one would like
to lose their home. Soon the agencies found that they could
sell the purchased loans to yield hungry investors like
pension funds et al. by issuing securities that were to be
serviced from the cash flows generated out of mortgage
payments by people. For the purpose, the mortgages
purchased by these agencies were passed on to a Trust,
which in turn, sold the portfolios to wholesale investors.
The success story reached investment bankers of Wall
Street that were catering to investment needs of major
investors.

However, initially, securitisation did not much help
mortgage markets. Bonds created out of mortgage based
securities typically offered middle of the road returns that
varied with fluctuating maturity of the portfolio. Portfolio
investors typically invest majority of funds in AAA rated
investments and a small portion in highly risky instruments
offering mouth-watering yields. The mix enhances yields
at a given level of risk. Fund Managers try to extract extra
yields (in basis points) by changing the mix of these two
yields at the extremes of risk spectrum. In order to cater
to the appetites of investors, credit instruments like
Collateralised Mortgage Obligations (CMO) were first off
the shelf in 1983, invented by Larry Fink for Freddie Mac.
Mortgages were passed on to a Trust and sliced off
horizontally. Initially, the mortgage-based bonds were
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spliced into three tranches: The first tranche would
typically be 70% of securities issued and would have first
claim on all returns available on a mortgage pool. This
tranche would be rated by the rating agencies as AAA
rated securities and carried lowest yields since default rate
can never be 30%. The second tranche would typically
involve 20% of securities issued and would carry medium
level yields and would have second claim on the
mortgaged securities. The last 10% of the securities would
be the riskiest and offer junk-bond type of yields as they
would be the first to lose returns in case of defaults; this
came to be known as toxic waste.

Such an arrangement would limit the sale of securities to
the demand for toxic waste. There would always be buyers
for first two tranche of the securities but if the third tranche
of toxic waste cannot be sold, the entire exercise would
become fruitless. The intermediary issuing securities would
be taking all the risks and bear all the losses if it was to
keep all the toxic waste to itself.

During the upturn of economy, the defaults are typically
absent or marginal. Since the last tranche (toxic waste)
gets paid exorbitant returns during the periods of low
defaults, such bonds were increasingly lapped up by yield-
hungry investors.

Most of these bonds were rated by rating agencies and
purchased by sophisticated investors after vetting by highly
qualified fund managers certified by Ivy League
universities of Europe and US. What looks simple at first
sight, involved highly intricate mathematics. In 1983, a
typical three-tranched issue of bonds would need services
of IBM Mainframe for weekend to solve pay-out
scenarios. By mid 1990s, markets were regularly offering
125 tranche instruments that no one could possibly
understand|[8].

To summarise, the banks that traditionally lend money for
various purposes could increase their business by selling
their loan assets to other interested investors as it freed
the regulatory capital required to hold the assets on the
bank's books. Investors buying such assets would get extra
yield over the returns available in government securities
by investing in assets initially financed by the banks.
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Moreover, investors need not have loan appraisal
mechanisms and marketing divisions. By investing in loans
initiated by banks the investors saved on costs of instituting
such mechanisms. Since such transactions profited both
the counterparties, the trade exploded. However, banks
ended up originating loans with increasingly lax oversight.
Since they were to sell the assets for which a ready market
existed, they screened their customers with less diligence.
Ninja Loans - loans granted to people with No Income,
No Jobs, No Assets - came into being, the sub-prime loans
market was born. Total amount involved in such loans
today is estimated at $ 2.5 trillion.

One of the toxic side effects of such a development was
that the business of banking moved to unregulated markets.
Because of low interest on bank deposits, instead of
placing deposits with banks, the common man turned to
Mutual Funds and bought stocks. The banks, instead of
holding loans on their books sold them as it freed regulatory
capital and increased their return on capital. Mutual Funds
- together with other wholesale investors - which remained
outside the regulatory and supervisory oversight - invested
in bank loans. Everyone was happy.

If the banks continue to hold till maturity the assets created
by them, they need to have sufficiently robust and
functional loan appraisal mechanism and Boards of the
banks would have incentive to ensure that this mechanism
worked reasonably efficiently. If the banks no longer held
the assets till maturity, such a vital incentive gets
compromised as it did. Hedge Funds, Mutual Funds,
Pension and Endowment Funds were such entities that
invested in loans initiated by banks. As we will see, this
process gathered tremendous momentum with use of
derivatives, which further vitiated the financial markets and
caused the present meltdown. The business of
securitisation surged in mid 1990s when banks also started
replicating the success story of CMO. They securitised
all kinds of loans: personal loans, auto loans, residential
mortgage loans, commercial mortgage loans, and industrial
loans. Before we move on to intricacies of derivates, a
brief word on mortgages:

Purchase of house is the biggest investment that the
common man normally makes. He puts up a small amount,
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borrows the remaining sum, pays instalments during his
working life and after 20 odd years of repayment he
becomes owner of the house. Because purchase of house
constitutes single most important investment for a common
man, and because he has put up initial (typically 20% in
US) down payment, he remains highly diligent in repayment
of mortgage. One of the significant contributory factors
for historical low rate of defaults on housing loans is such
an incentive pattern guiding economic behaviour of the
buyer of a house.

As the interest rates decline - which in fact did, as we
have seen, the value of house (as of all assets)
increases[9]. Mortgage companies re-write the original
mortgage, lending extra money to the house owner at even
lower rates. The instalments are adjusted in such a way
that the owner continues to pay the original instalment for
longer maturity. This is windfall profit for the house owner.
The house owner can use the funds to meet his
consumption needs or can invest it for earning extra
interest on the funds. In US nearly 40% of the mortgages
written between 2000 and 2006 were of this nature.

One more variation of this theme is this: After the year
2000, people started purchasing house for the sake of
making money through capital gains. The house prices
were rising since mid 1990s. Mortgage companies and
banks chased buyers that had hitherto not been found
suitable for grant of credit limits. They offered the typical
customers with highly limited, uncertain (or even absent)
repaying capacity at teaser (low) rates for initial period
of say 6-12 months. Since by that time the prices of house
were expected to increase, the person may decide to sell
the house and pocket the capital gains earned. The bank
has earned interest and processing fees, and the borrower
earned money in the transaction. Moreover, the banks had
ready market for such loans, as we have already seen.
These were typical Ninja loans and constitutes by now
famous sub-prime market in which huge amount of $ 2.5
trillion is involved.

Total size of the mortgage market in US was nearly $8
trn in 2006. Of this, 15-20% mortgage loans were sub-
prime (present figure of sub-prime loans, as mentioned is
around $2.5 trillion) or "Ninja" Loans. $350 billion worth
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of sub-prime and near sub-prime loans were foreclosed
in 2005 and 2006. If the value of mortgaged assets falls
by around 20%, the total loss on account of sub-prime crisis
would be around $60 billion, which should be highly
manageable for a $13.8 trillion economy. That is certainly
not the case. We have to understand developments in
financial sector in more detail in order to appreciate why
the reality evolved in counter-intuitive way. Increasing use
of derivatives also contributed, to hyper-growth of credit
markets, which we will now see in detail.

Derivatives:

Other major set of instruments comprised of derivatives,
the instruments that derive their value from other assets.
Options and Futures are simple cases of derivatives.
Option gives a right, but not obligation to buy, or sell assets
at specified price within a specified time. For example, if
share of Tata Steel is presently ruling at Rs. 1,000 today,
one can buy a Call option (option to purchase) Tata Steel
share at 1,050 in March 2009 by paying a fee of say Rs.
50. If the price of Tata Steel reaches Rs. 1300 in March
2009, one may exercise the option of purchase and make
a profit of Rs. 200. Put options are available if one is
bearish on Tata Steel today.

Futures embody a firm contract to buy or sell an asset at
pre-determined price at a future date. The difference
between the contracted price (strike price) and the actual
price is settled in cash on a daily basis by cash paid as
margin money. For example, if one sells a thirty day future
on government security with face value of Rs. 100 at
delivery price of Rs. 95, the ruling price on the date of
contract, if the price falls to 92, the purchaser has to post
a margin of Rs. 3. If the price rises to Rs. 96, the
purchaser gets his margin back and seller has to pay the
margin of Rs. 1. On the day of maturity of the contract,
total losses profits from the contract would exactly match.
With advent of Black-Scholes Formula, the most famous
equation in history of finance, the futures and options
market exploded. If you feed currently known values of
involved variables like rate of risk-free return, current
prices, etc., the formula would return the price of option.
Since any financial transaction can be converted to an
option contract, Black-Scholes provided a universal pricing
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tool, a tool that provided the portfolio managers to
transform any set of asset into any other set of assets.
This malleability of assets increased the market size as
ever increasing number of players entered multifarious
transactions, each according to his needs and his personal
view of the evolving economic circumstances.

One of the important off-shoots of this development was
portfolio insurance in the form of credit default swaps,
which, as of date has market size of whooping $ 63 trillion,
nearly five times the GDP of USA and 115% of global
GDP. Portfolio insurance is a mechanism that allows the
insurer to insure portfolio of assets for a fee. Insurance
business works on calculation of probabilities. A company
offering life insurance charges a premium and insures the
life of large number of people. From available data they
calculate present and future expectancy (involving
government spending on health, improved nutrition due to
rising incomes, etc.) of life and decide the premiums after
loading their margins. In other words, insurance companies
take bets on future events under a set of assumptions. If
the assumptions turn out to be true, they earn profits; else
they incur losses.

Typically a portfolio insurer would try to calculate default
rates based on the historical data and evolving future
circumstances. For example, if there is 6% probability of
a loan of Rs. 1000 incurring a loss of Rs. 400, the insurer
would typically charge a premium of Rs. 30 for
underwriting such a loss. 6% of Rs. 400 (expected loss)
is Rs. 24 and Rs. 6 would be profit (including costs).
Typically the insurer would set aside Re. 1 as Reserve
for possible future losses and would distribute Rs. 5 as
bonus to employees and return to shareholders (assuming
no other costs). If the losses are less, the insurer makes
extra future profits (over and above Rs. 5 earned now);
if losses are more the insurer would incur future losses.
If the assumptions change slightly, the profits increase
exponentially. In our hypothetical example, if it is calculated
through use of slightly relaxed assumptions that there is
5% chance of incurring a loss of Rs. 300, the present
distributable profits jump by 250% to Rs. 15.

Whether our hypothetical loan would lose only Rs. 400 at
6% probability or Rs. 300 at 5% probability is based on a
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set of assumptions involving highly intricate and exotic
mathematics. Mathematics of big portfolios analogises
price movements to models of heat diffusion and the motion
of gas molecules. In such models innumerable randomised
micro-interactions between players (as gas molecules) lead
to highly predictable macro outcomes. Involved
assumptions are made by eminently certified and highly
qualified experts time-tested for their integrity. However,
use of mathematics involves certain underlying
assumptions, which are away from reality. For example,
while working out default rate on any given set of loans,
theory assumes that the default probabilities of each of the
loans are not related to each other; the probability of failure
of firm A is not dependant on failure of firms B, C, M, N,
separately calculate the default probabilities of any given

etc. The rating agencies as well as fund managers

business or set of securities under the mentioned theoretical
assumption and arrive at results that have validity only
during “normal' times. Though such an assumption is
embedded in all calculations, it is not true. Economic
upturns and downturns affect all firms in all industries.
Imperfections of mathematical theory contributed to slight
inaccuracy in basic assumptions used for valuation of
instruments involved. This slight inaccuracy, which remains
embedded in mathematics, was multiplied billions and
trillions of time in transactions, which caused unaffordable
losses.

The derivatives provide hedging mechanism to investors
and a mechanism of transferring risks involved in financial
transactions. They also provide opportunities to make profits
when the prices of underlying assets remain range bound,
i.e., move- whether upwards or downwards - within a
short band of expectations or projections. Strategies of
earning profits from price movements of assets are too
numerous and technical to find a place here. Suffice it to
say that they were adopted on a large scale by hedge funds
and showed in their consistently spectacular results, which
remained much above those posted by traditional investors,
over long stretches of time.

It is important to note that Futures, Options and Swaps,
have similar characteristics: A small initial exposure would
lead to small but certain profits so far as the prices of
underlying assets remain range-bound, but would lead to
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stupendous (technically, infinite) losses if the prices move
beyond the range of expectations. Under “normal’
circumstances, all prices remain range bound. When they
move out of expected range, most sophisticated funds like
LTCM, having capital base (at one time) of $ 7.6 billion,
and run by best of technical experts, two of whom later
won Noble Prize, folded up within a matter of days. Such
a set of characteristics make it hard for regulators to
prescribe suitable boundaries and institute and monitor
effective controls on various transactions an ongoing basis.
It should be noted that the traders in derivatives earn their
incomes upfront and book the profits at the time of booking
the contracts. Losses, if any, would be made at some
future date. It also should not go unnoticed that the
employees of traders in derivatives (like portfolio insurers)
have an incentive to make relaxed or favourable
assumptions that would tone down possible losses because
such a strategy would increase the present profits of their
employers and would earn them fat bonuses. This
tendency to underestimate future losses would gain
credibility and currency, if the historical rates of default
are low. We have already seen that during upturn of
economy the default rates are typically absent or marginal.
Historical low default rates, thus, permitted the analysts
to make slightly relaxed assumptions. The analysts, who
had not only survived but also prospered on account of
such relaxed assumption, and their transactions multiplied.
As of date no one knows what would be the possible
losses on $ 63 trillion worth of outstanding credit default
swaps. AIG, the largest insurer in the world having assets
of $ 1 trillion was nationalised precisely because of the
uncertainties of its losses. As the credit portfolios of the
banks were underwritten, the business of securitisation
received a further big boost as purchasers of bank loans
found additional comfort in insurance available against
defaults. It is now known that insurers don't have enough
funds to honour their commitments.

A concomitant change that had taken place was
transformation of the balance sheets of the banks, which
increasingly had started replicating balance sheets of
investment funds. Instead of deposits as traditionally held
liabilities, the banks had raised money through issue of
bonds and securities. Instead of holding loan assets on the
appraised by their in-house machinery on their balance
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sheets, they were holding claims on various insurers that
the banks can no longer realise. As was famously quipped
at the time of liquidation of Lehman Brothers, there was
nothing right on the left hand side of the balance sheet
(Liabilities), and on the right hand side (Assets) there was
nothing left. Size of the balance sheets of financial
institutions had exponentially increased on account of high
amount of leverage. Normally the sum of all financial
assets - stocks, bonds, loans, mortgages, and the like, which
are claims on real things - generally equals global GDP.
In September 2008, they were four times the global GDP.
An inverted pyramid was created through increased
leverage, which came to be known as credit bubble. It is
this bubble that has now burst causing severe devastation
in the economy. Though the troubles started in financial
sector, it is certain that its toxic effects will spill over to
real sector, which is likely to be devastated.

Section IV
Concluding Remarks:

The financial system was merely evolving in response to
changing circumstances, perhaps more enthusiastically and
complacently than was warranted. Production bases aided
by improvements in technology dispersed across the globe,
giving rise to prosperity in different parts of the world,
which, in turn, were increasingly being integrated through
sharp increase in cross-border trade. Since South-East
Asian crisis in 1997, the emerging economies getting
increasingly richer because of rising trade had built up
large Reserves of US dollars. These Reserves were
invested in US Treasuries instead of spending them on the
welfare of domestic population.

US economy was marked with low productivity and
declining savings rates. In order to pump-prime growth, it
was considered necessary to expand money supply, in
accordance with what had become established as
traditional wisdom. As the growth initially picked up on
account of implementation of expansionary fiscal and
monetary policies, the authorities became reluctant to put
the brakes on. As and when the shocks to growth
developed, further expansion of money supply was
increasingly resorted to. As Marc Faber put it: money
supply was increased to promote growth; and was further
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increased during downturns when limits to growth appeared
to have reached.

US economy had high level of deficits in its Current
Account and in its Budgets. Normally this should have
resulted contraction of consumption and rising prices and
interest rates resulting in recession in US. What normally
and automatically should have happened, failed to happen
because the emerging economies continued supplying the
US with their own savings. This enabled US to expand
its money supply almost indefinitely, which went into
support of rising consumption (through increased credit)
amidst falling productivity, real wages and savings of its
population; and in increasing asset prices for long periods
giving rise to high level of capital gains for all investors.
Capital gains became a further supplementing factor for
rising consumption in US. So far as US, and increasingly
Europe too, could continue their growth, the world could
continue its increasingly assertive march to uncharted
Arabia of opulence. The fact that with such developments
the risks were exponentially rising went unnoticed, and
when pointed out, remained unheeded. Don't we all want
to keep on chasing our dreams till the circumstances
permit? Don't we all want to and continue to disregard
inevitable limits to the extent possible? Does this not
constitute what is embedded in human psyche in general,
and the US Constitution in particular, [to the extent possible,
endless] the "Pursuit of Happiness"?

The present state of affairs started with almost expected
rise in inflation. Following Iraq war, coupled with high
growth rates in China and India, prices of energy (Crude
Oil) was expectedly rising. Prices of cement and steel also
increased because of high demand emanating out of
growth in global GDP. This raised the prices of capital
goods and energy - two major means of production. On
the other hand, US and Europe had planned and committed
resources for development of alternative sources of energy,
aiming for ethanol to constitute 20% of its fuel consumption
by 2020. In view of this, US, one of the important
producers and exporters of food grains, had committed wide
tracts of agricultural land exclusively for production of
crops, ultimately yielding bio-fuels, which, in turn, limited
available market surplus of food-grains. Moreover,
sustained growth in China and to some extent in India, two
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most populous countries, contributed to increased demand
for food articles, raising the food prices. All the factors
for higher inflation were in place. As the Central Bankers
started tightening the monetary policy for containing the
inflation (raising short-term interest rates), fragility of
financial system started emerging.

As mentioned earlier, there is no consensus on how the
crisis came into being. Different causal reasons are given
by different experts like Paul Krugman, Joseph Stiglitz,
Marc Faber, N. Roubini, etc. Ben Bernanke the present
Chairman of Federal Reserve viewed the crisis that
resulted from glut of savings in the world economy, which
in part were reflected in burgeoning balances of various
funds, and the official reserves of emerging economies.
Media reports claim that it was the Third Deadly Sin
(avarice) committed by the high rollers and experienced
bankers who should have known better. Some argue that
slothful and inefficient regulatory system is to be blamed.
Many blame policies of Alan Greenspan who as Fed
Chairman had kept interest rates very low for much too
long. Some hold responsible increasing use of exotic maths
in the conduct of financial transactions, others think that
Agency Problem contributed significantly to it. Perhaps
all these claims are right to some extent.

This article has argued that historical events like changes
in political ideologies, technical and technological
developments, etc. changed the incentive patterns of
economic agents evolved in response to changing
circumstances. Very slowly initially, but with increasing
speed, incentive patterns governing economic agents, right
from common man to smartest fund managers, Board
Members of banks, wealthiest of investors, shrewd
regulators, and eminent Treasury Secretaries, had evolved
in such a manner that whatever circumstances has evolved
appear to be inevitable with the benefit of hindsight. Each
one acted in their own best interest and chose the best of
options available to attain those interests. So far as their
incomes increased in nominal terms; loans with low interest
rates were made easily available for financing their
consumption; increasingly goods had become available at
lower prices, and the prices of their assets (savings) were
rising, consumers were happy; Fund Managers were
happy as the size of the portfolios increased and they
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attributed their increasing incomes to their certified
mathematical wizardry; Bankers were happy that they
were able to expand their balance sheets and the rate of
return on their capital had increased; Central Bankers were
happy so far as inflation remained in control and the
economies were growing; Treasury people were happy as
their burgeoning debts continued to be financed by
Reserves held by emerging economies. It is amidst such
happy outcomes for everyone that the present crisis
occurred. This was because the risks that were actively
(though unknowingly) amassed, had steadily and surely
gathered critical mass for ultimate explosion.

There are equally divergent views about the possible
remedial actions. The Hayekian conservatives are of the
opinion that Trade Cycles, are an inevitable part of market
economies and that the governments should refrain from
meddling in market developments, where perceptions of
economic agents are shaped on a continuous basis by
alternating bouts of greed and fear, leading to expansion
and contraction of economic activity. They argue that boom
and bust cycles are part of life-cycle of every product; it
had happened in railroads, cars, for example. Market
would punish the inefficiently produced product by driving
it out of business. At the same time, the markets would
reward efficiently produced products. They want erring
players to fail and wait for the markets to recover by
themselves. The liberal view, held by majority of experts
and practitioners, believe that self-correcting mechanisms
of markets don't work in all conditions; that the markets
at all time need strong regulatory oversight, and the
government interventions to correct market failures. They
want the governments to take possible step to change the
perceptions of the economic agents to make markets
functional once again.

The biggest stumbling block in recovery is the choked
financial sector. The banks resort regularly to Call Money
markets for their liquidity needs. Since one no longer
knows the risks embedded in the balance sheets of
counterparty, the banks have stopped lending to each other;
since the bankers who had lend money to businesses have
failed in plenty, they have become extra cautious in lending
any more funds. It is these doubts that heavily stand on
the pipelines of Credit, the supply of which constitutes
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oxygen for all economic activities. Governments through
their treasuries are providing necessary liquidity and are
taking of troubled assets off the books of the banks. The
securities that used to sell as hot cakes have no longer
any market. This is because of the complexity of tranched
instruments noted above.

The extent of the problem is much deeper than is officially

admitted at present. At the same time, the problem is much
more focused than is generally feared. As per Prof.
Roubini, during Great Depression, contraction in real output
was 0.4%, this time the output is expected to contract by
4-5% this time, that is ten times higher than in 1929
Depression. Almost every expert agrees that the after
effects will last at least till end of 2009. Some experts are
hopeful of recovery by the year 2010, some are sceptic
about it.

We, who are merely reading about the crisis to understand
it, are lucky that we do not have to bear the brunt of the
tough economic circumstances as severely as our brethren
would have to inescapably face.

But this should not stop us from reflecting on larger issues
involved. Since Adam Smith, market mechanism has
increasingly been seen as the only available mechanism
to efficiently conduct economic affairs of the society. The
reasoning involved has a parallel in evolutionary logic. Free
markets spawn multifarious developments akin to random
genetic changes. Free markets through its various
processes of price discovery and laws of demand and
supply provide a filtering mechanism akin to Natural
Selection, where only the fittest of developments survive.
Both these factors together promote efficiency and
produces prosperity for the society as evolution ensures
survival of the fittest. The only problem with the parallel
is that despite Ice Ages, evolution of life can continue from
where it had let off. Sharp shocks to economic activities
due to increased amplitude of Trade Cycles engender
devastation akin to Ice Age, which is not affordable to the
humanity as it brings sufferings beyond human tolerance.
Owing to twin perils of rise in terrorism and present
economic crisis as it unfolds, the world is up in arms asking
for strict control of liberalism. We readily forget that liberal
economic policies have also lifted at least a billion people

ey I12] - Afd oc uq

out of poverty. Instead of allowing the pendulum to swing
to stricter control over all thinkable human activities; let
us think together on the issue of containing amplitudes of
Trade Cycles. Let us think on how we can contain
complacency without sacrificing too much of human
freedom. Let us know more about intricacies of human
nature in order to understand and thereby contain its frailties
that end up causing serious mishaps resulting in deep
suffering to so many. =

[1] The purpose of the article is to provide a comprehensive
view of the present crisis that started as financial crisis and
evolved into a major economic crisis, which is still unfolding.
The views expressed in this article are strictly personal. Several
of my colleagues helped with useful suggestions. In particular,
useful suggestions made by Mr. N. Jain, and the editorial help
by Ms. P. Mathur who read several versions of articles as it
evolved, was very useful. Help of all is gratefully acknowledged.
I take the full responsibility for any and every shortcoming
therein.

[2] Charlie Rose Show

[3] Fannie Mae = Federal National Mortgage Association
(FNMA), was created in 1938 as a government refinancing
agency for Mortgage finance (of S&Ls). Its purpose was to
guarantee qualified mortgages and to issue bonds to finance
purchases from qualified lenders. It was privatised in 1968.
Fredie Mac = Federal Home Loan Mortgage Corporation
(FHLMC) was created in 1970 as a clone to Fannie Mae to
provide competition to it. Definitions of "eligible" or "qualified"
mortgages expanded over time, which were quite strict in the
beginning.

[4] Recent Bloomberg Report

[5] "The Trillion Dollar Meltdown", Charles Morris, Public
Affairs Press, 2008

[6] Chares Morris, ibid

[7] "The Credit Crisis: where it came from, what happened and
how it might end" A. Kapadia & A. Jaydev, EPW vol. XLIII
No. 49, December 6-12 2008.

[8] Charles Morris, Ibid. emphasis added.

[9] In US, house prices doubled between 2000 and 2006; various
countries in Europe and Asia also witnessed surge in prices of
various assets, especially the stock markets and realty prices.
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Among the traditions we must count as the most important is what we
may call the ‘moral framework’ (corresponding to the institutional
‘legal framework’) of a society. This incorporates the society’s
traditional sense of justice or fairness, or the degree of moral sensitivity
it has reached. This moral framework serves as the basis which makes
it possible to reach a fair or equitable compromise between conflcting
interests where this is necessary. It is, of course, itself not
unchangeable, but it changes comparatively slowly. Nothing is more
dangerous than the destruction of this traditional framework. (Its
destruction was consciously aimed at by Nazism.) In the end its
destruction will lead to cynicism and nihilism, i.e. to the disregard and
the dissolution of all human values.

Karl Popper (1963)

Freedom of thought, and free discussion, are ultimate Liberal values
which do not really need any further justification. Nevertheless, they
can also be justified pragmatically in terms of the part they play in the
search for truth.
Truth is not manifest; and it is not easy to come by. The search for
truth demands at least
(a) imagination
(b) trial and error
(c) the gradual discovery of our prejudices by way of (a), of (b), and
of critical discussion.

Karl Popper (1963)
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Where the mind is without fear and the
head is held ﬁigﬁ;

Where knowledge is free;

Where the world has not been broken
up into fragments of domestic walls;
Where words come out from the depth

e O_f truth;
?}‘ Where tireless striving stretches its arms
:"r‘@ towards perfection;
:.ﬁ* Where the clear stream o_f reason has
' not lost its way into the dreary desert
sand oj' dead habit;

Where the mind is led forwarc[ By

6T hee into ever-widening thought and

action

,_into that heaven of freedom m}z ﬁathcr
[et my country awake.
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