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There is a growing perception that the world economy is on its way to a recovery less than a year after a full-blown economic and financial crisis.  This quick revival is not a fortuitous event, but could be ascribed to three positive elements in the evolution of the crisis as well as the policies adopted for its resolution.  These elements deserve comment as they provide also the basis for optimism about the future of the global economy.

First, the chief policy makers (Ben Bernanke, Larry Summers and their counterparts in other countries) diagnosed correctly both the global character of the crisis and its causes in the deficiency of aggregate demand and the collapse of confidence in the financial system.

Secondly and importantly, and decisively.  The G20 agreement is an historically unprecedented event.  Despite their clear disagreements over the basic model of how a modern economy should operate, the governments agreed to deficit spending even when some were already heavily indebted.  They also agreed to coordinated cuts in interest rates and to expand the resources for the IMF for coping with crises in developing countries. 

Although there is little agreement about the shape of the impending recovery (whether it is v, u or w shaped), most observers accept that the G20 decisions, notably concerning Keynesian fiscal stimuli have worked, at least in preventing a financial meltdown.  There are also substantive signs of economic recovery.  The global stimulus package in not without its critics and there are questions regarding the legitimacy of the exclusive G20 (or G8+5) grouping.  Nevertheless this collective action by leading economies appears to be working positively for the rehabilitation of the world economy.

Thirdly and perhaps surprisingly there are some positive outcomes associated with the much flawed financial system which have not received adequate attention.  With assistance from accommodating monetary policies, the real world economy performed very creditably under the pre-crisis, pre-2008 financial system.  According to the IMF data, the global economy expanded at a rate of well over 4 percent a year between 2004 and 2007.  Developing and emerging countries on average grew at almost twice the rate of rich countries.  Among the former, India and China the world’s two most populous countries and hitherto among the poorest, had a stellar performance.  Among rich countries during 2000-2007 the US had one of the best long-term records of GDP and productivity growth.  Significantly the number of people living in absolute poverty in the world fell for the first time to below one billion.

The strength of the real world economy before the crisis is indicated by the fact that it was robust enough to cope reasonably well with the oil and commodity price shocks.  There were indeed global imbalances connected with the persistent and rising US current account deficits, but these had for long been easily financed.  However, the under-regulated and grossly over-leveraged global financial system could not survive the bigger shocks of the credit crunch and the failure of the market for sub-prime mortgages.  Nevertheless it is notable that India and China, among other developing countries, were able to absorb even these shocks without much difficulty and have thus contributed to the current revival of the world economy.

Events have shown that the international consensual approach to economic policy which emerged from the crisis is an economic imperative.  Through such co-operation, the essential rebalancing of the world economy could for instance take place without hard landings (high levels of inflation or unemployment) for the US or for China.  Such co-operation will also be crucial for the micro and macro prudential regulation of the world financial system in order to avert future crises.

Although the growth path for the world economy for the period 2000–2007 was ultimately unsustainable, it certainly took the real economy in many parts of the world a long way forward.  The central message here is that it is crucial to set a new growth pattern in terms of global co-operation in trade and investment matters, environment and energy, and a more equal distribution of income and wealth. This may help foster a more collaborative and ultimately a more humane capitalism, or at least one which provides space for a variety of capitalisms to co-exist.
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