
Global Crisis and Adam Smith

Ratan Lal Basu

Copyright

© Ratan Lal Basu, 2023


Table of Contents

Title Page

Copyright Page

Global Crisis and Adam Smith

Chapte-1 Globalization and Crisis

Chapter-2 Explanations of the Crises

Chapter-3 The Way Out

Chapter-4 Relevance of Adam Smith

Chapter-5 The Smithian Way Out

References

All rights Reserved.

Without written permission from the author/publisher no segment of the book may be reproduced or transmitted in any form or by any device

Contents

Chapter-1 Globalization and Crisis

Chapter-2 Explanations of the Crises

Chapter-3 The Way Out

Chapter-4 Relevance of Adam Smith

Chapter-5 The Smithian Way Out

References

	[image: ]
	 	[image: ]


[image: ]

Chapte-1 Globalization and Crisis


[image: ]


The major crises that overwhelmed the global economy since the last four decades are as follows

1. Financial Crises

a) Black Monday 1987

b) Finnish Banking Crisis

c) Swedish Banking Crisis

d) Mexican Economic Crisis

e) Asian Financial Crisis1997

f) Russian Financial Crisis 1998

g) Argentine Crisis: 1999-2002

h) Great Global Recessions: 2007-2012

i) European Sovereign Debt Crisis

2. Collapse of MNCs

Emergence of giant multinational corporations is a common feature of the capitalistic development in the post Second World War era.

A. Collapse of Giant Banks and Financial Corporations

a)  Collapse of Lehman Brothers  

b) Collapse of Merrill Lynch 

a) Collapse of MF Global 

b) Collapse of International Lease Finance Corporation

c) Collapse of WorldCom Bankruptcy

B. Collapse of Non-Financial Companies 

a) Enron Bankruptcy

b) WorldCom Bankruptcy

c) Bankruptcies and mergers of some other large MNCs: Cadbury, McDonnell Douglas, Canadair; Pan American World Airways, Trans World Airlines etc.
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3a. Explanations of by the Mainstream Economists

Modern mainstream economists have ascribed various causes to the predicaments of free market global economy experienced in recent decades. Mention-worthy among them are:

A. Corporate Crime and White-Collar Crime

These are dishonest activities carried on by the top executives of firms for the market expansion and growth of the firms. Sometimes the methods may be resorted simply because of myopic vision, lack of foresight and inefficiency and may not fall under the category of criminal activity. But in many cases the risky methods are resorted to with full knowledge of the risk and long term devastating consequences for the company. However, corporate crimes are committed for the benefit of the company and may not always have adverse consequences for the company, but it may have adverse impacts for the society, government and the common people. However, in many cases, fraudulent activities are resorted to by top level officials not for the benefit of the company but for the personal gains of the officials themselves. These are generally called ‘white-collar crime.’ (Clinard, Marshall B. & Yeager, Peter Cleary, 2005; Geis, G., Meier, R. & Salinger, L. (eds.), 1995)

In most of the cases, white-collar crimes lead to disaster for the company and its shareholders.

B. Fraudulent Accounting Practices

Auditing is considered as a safeguard for the shareholders of public limited companies. But in the globalized world today, the major audit firms are found to be associated with corruption of the executives of the limited companies deceiving the shareholders and at times bringing about collapse of the companies. One of the common deceitful practices of the accounting firms is to show in the balance sheet only the turnover and assets omitting the debts. However, the companies at times incur heavy debts to expand their market power or take over other companies. So, even if the real worth of a company may be very low, audited balance sheet certified by the appointed accounting firm may show sound position of the company.

A recent example is the involvement of the accounting firm Anderson House in the Enron scandal and bankruptcy later on leading to closedown of the auditing firm itself. Another striking example of involvement of auditing firms in fraudulent practices in recent years is the role of the world’s largest accounting firm PricewaterhouseCoopers. (Fox, Loren, 2003, Website1, Website 2).

3 b. Explanations by Keynesians and Marxists

The Keynesians have ascribed the causes of the crisis to the concept of free market led economic development with least conceivable government control.

On the other hand, Marxists ascribe the causes to the capitalistic system as such as Karl Marx predicted long ago.
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4a. Marxian Solution

The Marxian explanation hardly applies to our case and the solution leads to doing away with capitalism altogether. The Marxian ultimate goal is Communism – a society without Private Property, without State, without Family, without Division of Labor and Exchange, and without Competition. This is neither practicable, nor desirable (Marx, Karl & Engels Frederick, 1948)

4b. Keynesian Way Out

The Keynesian way out of increasing interference by the government to resolve crisis has got wide acceptance in recent years (Davidson 2009, Skidelsky 2009, Bateman, Toshiaki & Marcuzzo 2010).

Return to Government Interference

The continuing crisis of free market ever since its world wide acceptance, rejecting all socialistic and Keynesian paradigms, has once again made it necessary to revert to the regime of government interference to avert major global economic crises. It has been opined that Economic crisis as a consequence of collapse of large business enterprises is inherent in the free market economy itself. Rethinking about sustainability of economic development based on unrestricted liberalization and privatization began since the great global economic crisis of 2007-2012 brought about by the collapse of giant financial institution like Lehman Brothers and Merrill Lynch. To avert further crisis the US government came forward to bail out American International Group from bankruptcy and huge amount had to be spent from US exchequer to this end. But the consequence of such role of savior by the US Government has resulted in Moral Hazards on the large companies who would now resort to more desperate misadventures knowing that they would be salvaged by the government or global institutions like the IMF or the World bank to avert global economic crisis in case the indiscretion and/or fraudulent practices of large companies lead to their bankruptcy.  The concept of such salvage by the government is now commonly known as ‘too big to fail.

Too Big to Fail Concept (Stern, Gary H.; Feldman, Ron J., 2004)

Every giant financial company is now confident that its size alone is an assurance of bailing out by the government and so they would never collapse. This is colloquially known as "Too big to fail" implying that certain financial institutions are so large and so interconnected that their failure is  disastrous for the specific economy and is very likely to bring about global economic crisis and so these institutions must be supported by the government when they encounter crisis.

The term "too big to fail" had been in use by news media for a long time. But it was popularized first by the U.S. Congressman Stewart McKinney in a 1984 Congressional hearing, while discussing the Federal Deposit Insurance Corporation's intervention with Continental Illinois. The policy to bail out the crisis ridden giant financial MNCs by the government found its widespread application since the global financial crisis that engulfed almost the entire world since 2007.

The moral hazards of the giant corporations, associated with this policy are stupendous and have serious adverse consequences for the sustainability of the growth based on free market economy. This is likely to make the giant banks more irresponsible in their risk management. Economists like Alan Greenspan opine that to avoid the problem, very large banks with dubious asset management should be broken up into smaller units so that the question of crisis out of failure of large banks does not arise at all.

In the same vein Mervyn King, the governor of the Bank of England, opined strongly that the banks which  are "too big to fail" to be cut down to size, as a solution to the problem of banks having taxpayer-funded guarantees for their speculative investment banking activities.

Thirty three banks which are in the ‘too big to fail’ category was listed by the Financial Stability Board of USA On November 4, 2011.
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