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A number of fault lines were being created in the global economy in 2000s and many of them 

emerged in the US around the year 2007. This led to the collapse of financial sectors across 

economies and resulted in the global economic slowdown. A wide set of factors were 

responsible for the occurrence of the crisis including politicians, governments, economists, 

bankers and general public. Each agent seemingly took their best decisions in line with their 

incentives but the collective or collaborative action didn’t pay – off and led to crisis.  

 

Here, it is crucial to note that often the reason for occurrence of these fault lines is that in a 

globally integrated economy sometimes what is best for the individual or individual 

economies or institutions, might not be good for the global economy. In this Chapter, 

Raghuram Rajan discusses three such fault lines that arise out of global integration – 

(a) A set of fault lines that emerged from the domestic political stresses in US. 

(b) A set of fault lines that emerged from trade imbalances between countries stemming from 

prior patterns of growth. 

(c) A set of fault lines that emerged from different types of financial systems coming into 

contact to finance the trade imbalances.  

 

These fault lines affect the financial sector behaviour and are central to the understanding of 

the recent crisis. They can be explained as follows –  

(A). FAULT LINES EMERGING FROM DOMESTIC POLITICAL PRESSURES – RISE IN INEQUALITY 

AND PUSH FOR THE HOUSING CREDIT  

The income inequality in US was consistently growing in 1990s and early 2000s which created 

a huge political pressure for easy credit. In 1976, top 1% of the households accounted for only 



8.9% of the total income whereas; in 2007 the top 1% of households were getting 23.5% of 

the total income. Also, the wages of the workers at the 90th percentile of the wage distribution 

in the US have grown much faster than the wages of the 50th percentile workers mainly 

because the technological change or the progress in US required the labour force to have ever 

increasing skills to keep themselves employed. However, most of the workers in the US lacked 

such skills because of the deficiency in their primary and secondary schooling, inadequate 

nutrition, etc and consequently, these workers lagged behind in job market. Politicians 

recognised this growing problem but since improvement in education system and general 

nutritional level was a long and painful process so, in order to address the current anxiety 

politicians gave easy credit. Knowing that consumption matters more than income, they 

planned to increase the consumption of the middle – income and lower – middle income 

classes and when credit became cheap the demand for housing investments increased; 

especially the low – income ones. Easy credit was facilitated by a decrease in the interest rates 

by the Federal Reserve which led to huge expansion of the credit in the economy. Therefore, 

the political response to rising inequality was to expand lending to households and fulfilling 

the dream of an average middle – class American citizen of ‘home ownership’.   

 

(B). FAULT LINES EMERGING FROM TRADE IMBALANCES – EXPORT LED GRPWTH AND 

DEPENDENCY  

A debt financed consumption cannot be sustained for long without the requisite changes in 

the income pattern. With expansion of credit and lot of liquidity in US economy, the consumer 

demand for goods and services increased which led to the rises in prices, thereby increasing 

the inflation in the US economy. To curb the effect of inflation, Federal Reserve increased the 

interest rate to slow down the households’ ability to borrow and consume. Now, through the 

late 1990s and the 2000s; a significant portion of this demand was met from the exports of 

other countries like Germany, Japan and China which are the traditional exporter countries – 

i.e. they have low domestic demand and tend to push their excess supplies to countries like 

US, UK, Spain which have increasing consumer demand as well as growing household 

indebtedness. These exporting economies followed a growth path with excessive dependence 

on the foreign consumer – which constituted the second fault line. In fact, over time these 

countries have created very efficient, export – oriented manufacturing sectors but with a 

serious lacking in the domestic oriented production sector. Due to lobbying, producers 



manage to keep domestic competition low and resultantly create inefficient large domestic 

production units. However, eventually the initial advantage (of low wages, etc.) in 

manufacturing or exports disappeared and these economies found difficult to export the 

same quantities or remain export competitive globally as their inefficient domestic – oriented 

sector began to impose serious growth constraints on internally generated growth. This in 

turn, led to decreased supplies to UK, US or Spain etc or the need for settling the claims which 

was difficult for the heavily indebted US consumer in low or middle class segment.  

 

(C). FAULT LINES EMERGING FROM CLASH OF SYSTEMS 

The third and final fault line developed when different types of financial systems come in 

contact to finance trade imbalances. The developing economies were not net exporters since 

the beginning. In 1980s and 1990s, the fast pace of growth of countries like Korea, Malaysia 

implied that they had to import heavy machinery and equipment from economies like 

Germany and Japan which eventually meant that they ran trade deficits and borrowed money 

from world capital markets. So, these fast – growing economies were also a destination for 

excess supplies of the exporting countries. However, these economies faced a series of 

financial crises in 1990s which led them to change the policy from spending to saving. Now, 

these economies instead of absorbing the global supplies started contributing to the global 

volume of goods and services. So, the financial system of these economies and those of their 

financiers came into contact and the incompatibility between the two led to fault lines being 

developed. The financial systems in US or UK are often known as “Arm’s Length or 

Competitive Systems” mainly because they are transparent and contract based. Financiers 

gain confidence because of their ability to obtain publicly available information as well as the 

fact that their claims will be protected and in case of any problem duly enforced by the legal 

system. Whereas, the developing nations have financial systems which are not-so-

transparent, are not contract based, there is paucity publicly available information as well as 

there is difficulty in enforcement of contracts by the legal system. The problem increases 

when the transparent and contractual based financial systems in US or UK finance or are 

financed by the less transparent and less contractual based financial systems in the 

developing countries. Since different financial systems work on different principles and 

involve different forms of the government intervention, they tend to distort each other in 



terms of the functioning when they come in contact. So, when the financers’ economies had 

private investors investing in these systems, they did the following three things –  

a) They minimised risk by offering only short – term loans so that they can pull their 

money at a short notice. 

b) They denominated payments in foreign currency so that their claims cannot be 

reduced by domestic inflation or a currency devaluation. 

c) They lend through domestic banks so that if they pull their money out and banks 

cannot repay it, the government will be drawn into supporting its banks to avoid 

widespread economic damage. 

 

However, it is important to understand here that the problem with the situation is that the 

foreign investors protected with these measures (aforementioned – a, b, and c) had very little 

incentive to screen the quality of borrowers or the credibility of the ventures financed.  

 

After discussing the fault lines, Rajan also discusses the issue of job creation since it is one of 

the essential issues to be tackled after a crisis. In fact, this constitutes yet another kind of fault 

line that stems from the interaction between politics and financial sector – one that varies 

over the business cycle.  

US did provide a stimulus to emerge from the 2001 recession, just as 1991 recession but the 

problem was that jobs were not being created. Given the short duration of unemployment 

benefits in US, this created additional enormous political pressure to continue injecting the 

stimulus into the economy. Jobless recoveries are particularly detrimental because the 

prolonged stimulus aimed at forcing an unwilling private sector to create jobs tends to wrap 

up the incentives specially for the financial sector. The recoveries of the recession of 1991 

and 2001 were very different. Although production recovered within 3 quarters in 1991 and 

just 1 quarter in 2001; it took 23 months from recession to recover the lost jobs in 1991 and 

38 months in 2001 recession to recover lost jobs. The job losses continued well into the 

recovery and that is why the recoveries after these 2 periods were called ‘jobless recoveries’ 

 

Moreover, because the healthcare benefits have historically been tied to jobs, an unemployed 

worker also risks losing the access to affordable health care. However, in politics the economic 

recovery is all about jobs and not so much about the output; that is why politicians are willing 



to add the stimulus both – fiscal (government spending and lower taxes) as well as monetary 

(lower short – term interest rates) to the economy until the jobs starts reappearing. 

Therefore, the public pressure to do something quickly enables the politicians to run over the 

usual checks and balances on the government policy making. 

 

At this juncture Rajan tries to analyse the challenges associated with the crisis 

It is crucial to note that that the devasting crisis of 2007 resulted from the economic agents 

undertaking reasonable actions at least from their own perspective. This implies that the 

economists, politicians, government and the financial systems of the economies across globe 

had to work in sync to possibly avoid any more crisis in future. Also, one needs to understand 

that in structuring reforms one has to recognize that the only truly safe financial system is a 

system that does not take risk, that does not finance innovations or growth that does not help 

people out of poverty and that does not give the consumers a lot of variety or choice. It is 

basically a system that reinforces the incremental and maintains the ‘status quo’. But in the 

long run given the enormous challenges that the world faces settling for the ‘status quo’ might 

be the biggest risk of all because it will make the world unable to adopt or adapt to meet the 

coming challenges. 

 

It should be noted that good politics need to go hand in hand with good economics. The 

mistake economists often make is to believe that once the countries have developed a steel 

frame of institutions, political influences would be tempered i.e. countries would 

permanently graduate to the developed country status from the developing. However, after 

the crisis one needs to recognise that institutions such as regulators have influence only as 

long as politics is reasonably well balanced. Deep imbalances such as inequality of income or 

trade imbalance can create the political upheaval or shake the strong institutions. Hence, the 

economic reforms would require a careful analysis and attention to detail.  

 

In the present times (post crisis) one can rely on two things – one, technological progress i.e. 

solving many of our problems which have had no solution for centuries and two, the economic 

reforms that are bringing enormous number of poor directly from primitive living conditions 

into the modern economy. Therefore, much can be gained in future if economies can draw 

the right lessons from this crisis and stabilize the world economy.   
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The author discusses the basic trade theories and the scenario un the globalised world. Author 

defines globalization as the situation where there is unrestricted flow of commodities and 

ideas across national boundaries. However, unrestricted migration of labour is not an option 

because people do not want to be displaced. 

 

Author begins by comparing Ricardo’s theory with the High Trade Theory. According to 

Ricardo trade allows a country to specialise in what it does best which would mean total 

income would go up when country opens up to trade (the underlying idea is that gainers 

should be able to compensate losers and still be gainers). Whereas; High Trade Theory builds 

on who gains and who loses in trade and if gainers can compensate losers. 

 

Banerjee gives a brief account of historical record of trade. 1870 – 1913: there was rapid 

expansion of trade. While New World (South America – Argentina, US, Canada and Australia) 

was land abundant and labour scarce; the Western and Central Europe was land scarce and 

labour abundant. Price of land in Australia increased and price of land in Denmark, Germany 

and Spain decreased. But not so much convergence was seen with respect to wages early on. 

Over time, 1913 – 1938: there were migrations and wars also. So, migrations implied that 

wages increased in countries from where the labour left and wages decreased in countries 

where the labour reached. 

 

Author presents specific countries’ examples to explain the trade patterns and discusses the 

experiences when specific countries liberalized.  



1. East Asian Tigers like Korea, Taiwan, Singapore – low skilled workers did well 

(wages increased) since they exported labour intensive goods. 

2. Mexico liberalisation (1985 – 1987) and over a decade, blue – collar workers lost 

15% of wages and white – collar workers gained 15% of wages. 

3. Argentina (1990 – 1998) – the college premium almost doubled. College premium 

– ratio of wages of college degree people to wages of unskilled labour. 

4. Colombia – college premium increased by 20% between 1985 – 1992. Similar 

patterns have been found in Chile, Costa Rica, Uruguay. 

5. India and China – different experience after trade liberalisation (1980 – 1998). 

China – income share of the poorest quintile decreased by 8% to 7%. Inequality 

increased after trade liberalisation. The question is why inequality is increasing. 

 

Banerjee notes that the experiences of the countries around the world were not seemingly 

corroborating with the standard trade theories, Factor Price Convergence, Stolper – 

Samuelson etc or their implications i.e. trade wasn’t as helpful to the poor as well as in the 

lower – income and middle – income segments of the developing nations as it was thought to 

be. According to Banerjee, the key missing link here is the reputation.  

 

“Reputation can be used to describe a brand name, trust between the two people who have 

been trading or doing business for a long time, expectation about quality of products”. For 

example, Indian software in early 1990s, was so cheap that it didn’t make sense for any 

foreign buyer to give up their trusted partner and buy from a new supplier, even at half the 

price. In this situation if it was discovered that new buyer has bad quality then the cost of the 

lost time would be huge for the foreign buyer. Therefore, reputation plays a crucial role in 

trade liberalization. 

 

However, there are certain consequences of recognizing the centrality of the reputation. 

Banerjee lists the consequences as follows –  

1. Reputation is like a fixed cost. Once a firm or a nation has established its quality 

and reputation then it does not matter how much you sell or in how many 



products you expand i.e. the advantage of reputation goes beyond the quality sold 

and the product range. 

2. When the firms that have a good brand – name shift the production to a 

developing country they are often reluctant to change the process of production 

even though the local cost structure might favour re – organisation. This is 

primarily because they are worried about whether they will be able to exercise the 

same degree of control over quality when they change their processes. Usually the 

foreign firms are unfamiliar with the processes of developing world and after 

relocation they might find it difficult to find same quality of labour as they were 

using back home. 

3. The urge to capitalise on their brand name is an important part of what drives the 

multinationals to relocate or set up in developing nations. It is interesting to note 

that the brand names count the most in services sector and therefore a lot of 

multinationals are headed towards the services sectors in developing nations. The 

service industries tend to employ a large number of white – collar workers and this 

is the reason only skill premium goes up when multinational come in. 

4. There exists great deal of inertia in the choice of from whom to buy. This combined 

with fact that those who have reputation want to grow and expand. It often takes 

a long time before the cost advantages show up in the pattern of trade. This 

explains why labour abundant countries are seen imposing labour – intensive 

goods from labour scarce countries. This also explains why the domestic firms 

often shrink or shut down when the countries are opened to trade i.e. these firms 

cannot compete with the reputation of the best – established multinational 

suppliers. However, the firms in the sectors where reputation does not matter 

much; will possibly survive and expand. 

5. Perhaps the most important consequence of reputation is that it may take some 

time for people to find the comparable jobs in industries – the ones who have lost 

their livelihood with liberalization. In the long run, one can expect that the 

countries will broadly specialise in the industries where its factor endowments 

give it a natural advantage. However, it should be noted that the success in 

building a reputation is clearly crucial in determining what exactly these countries 



end up exporting to the world. This process can be painfully slow because building 

reputation takes time. 

 

Author at the end of the Chapter, discusses the possible solutions for making reputation 

acquisition less of an issue. There are a number of steps listed by Banerjee that a country can 

take to resolve problems associated with reputation acquisition. These steps are listed below. 

 

1. Countries need to build more effective court systems which makes it easier to 

penalise for damages if the supplier fails to comply with the contract. This would 

also encourage the foreign buyers to consider the sellers who are yet to make a 

name for themselves. 

2. A public scoring system for the buyers and sellers where the buyers report their 

experiences with specific sellers and vice versa can be one of the ways to speed up 

the process of building up a reputation simply by making it easier to identify the 

non – performers. 

3. Prima facie evidence seems to be that within any sector, multinationals pay higher 

wages to the people with same observables qualities compared to the domestic 

firms. This can be partially true because of the reputation of the multinationals 

and the domestic firms in order to compete with them should also revise their pay 

structures. 

4. The firms in developing countries can also use multinationals as intermediaries 

because their reputations are already established with foreign buyers and they are 

better at negotiating with regulations in the developing nations. 

5. Improving the capital markets is yet another way in which developing nations can 

actually build their reputation easily. Some domestic firms fail to make their scale 

of operations which in turn is constrained by inefficient capital markets. 

 

However, one needs to understand that the reputation building from the point of view of 

trade liberalisation is worth only when the trade is worth i.e. if the income gains to those who 

gain from trade are larger than the losses to those who loose, one should be in favour of the 

trade because the government and institutions can always redistribute the gains and make 

everyone better off.  


