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Are financial crises inberent to modern economic growth?
An essay examining the necessity of the existence of financial crises with regards to modern

financial system-driven economic growth

Economic growth has defined life following the Industrial Revolution. As a means of achieving
this, modern global financial systems were established in order to supplement a fast-growing
population’s need for resources and order; the extent to which global interconnectedness and any
subsequent consequences would occur was foreseen by few. In this essay, I argue that, while the
modern financial system serves its purpose well, supporting economic growth, in the forms of
assets, loans, and opportunity, its detrimental side-effect, namely, the financial crisis, is not a
necessary component of such growth, instead being due to negligence, frenzy, or unsustainably
changing market conditions. Several examples elucidate my point, including the global crisis, Asian

crisis, and the existence of bubbles.

Firstly, it is essential to define a financial crisis. Claessens and Kose, of the International Monetary
Fund, suggest that ‘financial crises can take various shapes and forms”™, including: currency crises,
wherein a speculative attack on a currency results in a devaluation or sharp depreciation; sudden
stops, where a large fall in international capital inflows often results in a loss of investor faith and
trade deficit; a foreign debt crisis, where a country does not service its foreign debt; domestic public
debt crises, when a country does not honour its domestic fiscal obligations, by defaulting or
devaluing its currency; and systemic banking crises, the most well-known, where potential or actual
bank runs induce governments to support banks, creating moral hazard. Reinhart and Rogoff
distinguish between the former two being quantitative and thus easily measurable, whereas the
latter few lend themselves towards qualitative methodologies of classification.” This is a relatively
important distinction, as it allows for the realisation that financial crises are, inherently,
complicated and multifaceted; they are not restricted to a certain set of occurrences, although some
instances tend to characterise them. The ultimate conclusion is, however, that there exists
conditions which we would ascribe the term ‘financial crisis’ to; Kenton describes it as a situation in
which ‘asset prices see a steep decline in value, businesses and consumers are unable to pay their

debts, and financial institutions experience liquidity shortages’.3

Economic growth, on the other hand, is not so easy to define. If one considers GDP (PPP)(/capita)

to be an accurate indicator of a country’s economic potential, this may seem a concept surprisingly
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simple to quantify; however, Raworth’s argument of this being merely a ‘cuckoo’ goal4, obscuring
the true factors of economic growth, cannot be ignored. For the purposes of this essay, however,
GDP increase is a satisfactory definition of economic growth. Globalisation and economic
liberalisation must also be considered when discussing economic growth, for trade is the largest

contributor to GDP increase, according to Were, ignoring the fringe cases of LDCs.?

Now that both terms have been clarified, the relationship between them can be analysed. Upon
first glance, it would seem that crises are inevitable results of economic growth; as a country
develops, its capital inflows increase, bolstering investor confidence, leading to exaggerated growth,
resulting in a crash. Additionally, the unpredictable nature of external shocks, leading to contagion,
suggests that financial crises cannot be prevented. However, I argue that this is not true - financial
crises arise from irrationality. In the case of bubbles, times of inflated asset value (which are
followed by large crashes, as in the case of the dotcom bubble bursting in 2000, or the housing
bubble, the latter of which crashing causing the global financial crisis of 2007-9, as a result of
subprime mortgages and complicated financial instruments), the crisis arises from investor frenzy
to make profits, whilst ignoring the potential, inflated risks caused by the bubble. The existence of
bubbles, and subsequent crises, is not a result of economic growth or the financial system; it is due
to investor negligence and irrationality. The free flow of capital provided by the financial system
does not cause the bubble; it merely provides some conditions necessary - the real issue comes from
market frenzy. Janeway argues that bubbles are actually beneficial, as they help to generate the scale
of investment required for strong innovation.® He quotes DeLong: “Investors lost their money. We
will now get to use their stuff.”” He gives the examples of the British canals, and, later, railways, and
American railways; investors created large bubbles within each area, thus providing the capital
necessary for large expansions of each, and, while investments later lost their value, the physical
benefits remained. This is a perfect example of the link between a crisis and economic growth,
without suggesting causality: economic growth occurred as a result of the bubble, as well as a

financial crisis. Economic growth did not spark the bubble.

Kindleberger holds a different, more Keynesian view.® He blames bubbles and currency crises for
creating huge crises, citing examples of Japan in the 1900s, the mid-1997 Asian financial crisis,

where most banks in South Korea, Malaysia, and Thailand went into insolvency following a
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contagion caused by the collapse of the Thai Baht, as well as writing of the Mexican and
Scandinavian crises. He sees no economic growth stemming from such occurrences, but, crucially,
does not blame economic growth as leading to financial crises - ‘every mania is associated with a
robust economic expansion, but only a few economic expansions are associated with a mania.” The
economic expansion caused by mania is only fleeting. Eichengreen analyses the Asian crisis,
concluding that international capital flows support make international trade possible, but also
create financial instability.9 Once again, the financial system and subsequent economic growth are

not the culprit, but, rather, human action is the root cause of the financial crisis.

To conclude, the financial system ofters easily-accessible, and controllable, economic growth. The
financial crisis has often been tied to economic growth, but I argue that the latter is not a cause of
the former; while the financial system provides the circumstances in which a crisis can occur, the
crisis itself is caused by the gradual, cumulative actions of investors, which lead towards dangerous
bubbles and defaults. It may even be considered that investor irrationality is the root cause of all
financial complication, for, ultimately, the system was constructed by humans, for humans, and at
no point do I believe the system has, or will, ever grow to a level at which human fallacy is irrelevant

to a crisis.

Sampanna Rant, 2023
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