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Incomplete crisis responses:
Socio-economic costs
and policy implications

Raymond TORRES*

Abstract.  This article examines the perverse effects of incomplete crisis responses.
Initial emphasis on the role of government – through coordinated fiscal measures to
stimulate the economy, cushion job losses and support vulnerable groups – was effect-
ive in averting another Great Depression, despite widening public deficits. However, a
policy mistake was made by bailing out banks without reforming the dysfunctional
financial system that triggered the crisis: concern over the financial markets’ reaction
to growing public indebtedness has shifted policy towards a more traditional, market-
oriented approach focusing on fiscal consolidation, smaller government and weak
social protection. The risks are greater inequities and economic instability.

ince the 1970s, the policy-making discourse has been dominated by neo-S classical theories whereby unemployment is held to be mainly a reflection
of structural rigidities (Howell, 2010). Within this framework, the main purpose
of macroeconomic policies is to ensure financial stability, while market-oriented
reforms are regarded as the principal means of promoting growth and reducing
unemployment in a sustainable manner. Indeed, the theory assumes that market
forces, left to their own devices, will optimize the allocation of resources.

The financial crisis which erupted in the wake of the collapse of Lehman
Brothers Holdings Inc. in September 2008 prompted partial reconsideration of
this policy approach. In particular, the role of counter-cyclical macroeconomic
policies in sustaining the economy and jobs was widely acknowledged (IMF,
2009). Unlike in earlier crises, social protection was also reinforced; and in a
departure from the view that higher benefits exacerbate market distortions, the
level and duration of unemployment benefits were improved. The initial results
of this new approach were positive. Thanks to the counter-cyclical monetary
policies and socially inclusive fiscal stimulus packages adopted in 2008–09,
another Great Depression has probably been avoided.
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However, this change of policy was effected without regard to the market-
driven factors that had provoked the crisis in the first place. Indeed, the eco-
nomic imbalances resulting from inefficient and unequal income distribution
have not been properly addressed (IILS, 2008; Rajan, 2010). And little progress
has been made in regulating the financial system. As a result, the scope for stimu-
lative macroeconomic policies to revive the world economy has progressively
grown very narrow.

Against this background, this article begins by highlighting the real and
financial causes of the crisis and their inter-linkages. It then examines the extent
to which fiscal and monetary policies – i.e. remedies which, crucial as they are,
do not address the real causes of the crisis – can support a return to balanced
growth. Policy lessons from the analysis are drawn in the concluding section.

Income inequalities and the crisis: The forgotten link
The role of the financial system in the crisis has been hotly debated. A detailed
analysis of the flaws that led to the crisis can be found in the 79th Annual Report
of the Bank for International Settlements (BIS, 2009). The Report highlights a
range of structural weaknesses pertaining to the financial sector itself. In particu-
lar, incentives for bank managers have been grossly misaligned. Instead of
rewarding long-term performance and the efficiency of loans to the real econ-
omy, their remuneration has been driven by excessive risk-taking funded from
leveraged operations. In addition, complex techniques made it possible for them
to obtain a share of the profits made on these risky operations, while any losses
were partly shifted to the creditors (and, in the aftermath of the crisis, to society
at large). Aside from inadequate incentives, which encouraged excessive risk-
taking, banks could carry on activities that went beyond the normal boundaries
of the banking profession. According to some estimates, in the United States,
more financial transactions were performed outside the normal perimeter of the
Federal Reserve System’s prudential control than within it (Rajan, 2010). More
generally, banks have developed lines of business for their own account, instead
of confining themselves to their traditional role of intermediation between sav-
ers and investors in the real economy.

However, while the crisis originated in the financial system, a more funda-
mental factor in the build-up to its outbreak was the inefficient distribution of the
gains from growth during the pre-crisis period. In most countries, wages grew less
than would have been justified on the basis of productivity gains during the two
decades preceding the crisis. This is why wages as a percentage of GDP declined
in the majority of countries (table 1), while the GDP share of gross profits
increased accordingly. In many countries, “wage moderation” has meant stag-
nant real incomes for low-paid workers and their families. In the United States,
for example, median real wages grew by a mere 0.3 per cent per year between
2000 and 2006. Over the same period, labour productivity increased by 2.5 per
cent per year. Meanwhile, the share of income accruing to the richest 10 per cent
of households has been on the rise, suggesting that the moderation in wage
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growth for low- and middle-income households is even more pronounced than
indicated by the fall in the GDP wage share alone. In particular, top executives in
private companies have been able to benefit significantly from the new global
architecture, leading to much faster acceleration of their income growth than for
average households. The ratio of executive compensation in the 15 largest Amer-
ican companies to average wages in the United States increased from 370 to 521
between 2003 and 2007 (Ebert, Torres and Papadakis, 2008). Given the relatively
high consumption propensity of low-income households, wage moderation thus
introduced a downward bias in aggregate demand in both advanced and emer-
ging economies. Higher profits, on the other hand, did not promote real invest-
ment because much of the increase in profits accrued to the financial sector,
rather than the real economy (see below).

Wage moderation had two mutually reinforcing effects. First, in some
advanced economies such as the United States, the United Kingdom, Spain and
Ireland, wage moderation caused a build-up of private debt. Despite stagnant
real incomes, households could purchase durable goods and housing by borrow-
ing money from banks (IILS, 2008; Stiglitz, 2009). Because of inadequate regu-
lations, banks were indeed in a position to extend credit to these households –
even though prudent criteria would have ruled out approval of such loans. The
expansion in domestic demand in the United States and some other advanced
economies was thus funded from an accumulation of private debt.

Second, in emerging economies where the financial system was more
tightly regulated, wage moderation had a direct impact on domestic demand.1

1 See the article by Jayati Ghosh in this issue of the International Labour Review.

Table 1. Wage moderation around the world: Wages as a percentage of GDP
(selected countries), 1995, 2000 and 2007

1995 2000 2007

Brazil 42.6 40.5 40.1

Canada 63 61.3 60.8

China 52.3 51.9 39.7

France 68.8 67.5 67.3

Germany 69.8 70 64.9

India 67.2 75 74.1

Italy 70.3 66.2 67.2

Japan 63.6 61.7 57.7

Korea, Republic of 83.8 76.9 77

United Kingdom 67.7 69.2 68.5

United States 67.4 68.6 65.7

Note: Expressed as percentages of GDP, the shares of total compensation of employees are corrected for
changes in the incidence of wage employment (except in China, where lack of data precluded such correction).
This standard correction is necessary to control for the mechanical impacts on wage shares of changes in the
composition of employment.
Source: Author’s estimates based on national accounts.
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In these countries, domestic demand was further depressed by the weakness of
social safety nets. In the absence of adequate pension and health insurance sys-
tems, households tend to hold large precautionary savings, thereby depressing
spending. So it was crucial for economic growth in these countries to gain wider
access to the markets of advanced economies, especially those where domestic
demand was strong – partly fuelled by mounting indebtedness. This is how east
Asia – particularly China – and oil-rich economies generated growing external
surpluses and a global “savings glut” that allowed interest rates to reach histori-
cal lows in the early 2000s, providing cheap financing conditions even to risky
borrowers and fuelling housing bubbles (Bernanke, 2005).

For a while, the coexistence of debt-led growth in some developed coun-
tries with export-led growth in large emerging economies seemed sustainable.
The surpluses of the latter served to finance the deficits of the former. And the
world economy was expanding fast. However, debt-led demand proved to be
the Achilles’ heel of the growth process. When the United States Federal
Reserve raised interest rates in 2006–07, the small increase in borrowing costs
which resulted from this measure was enough to provoke a cascade of defaults
on loan repayments. This quickly spread throughout the financial system as a
result of both the complexity of financial products – which made it difficult to
appreciate the degree of risk – and the close international connections between
financial institutions.

Lastly, it is important to note that wage moderation and the associated
increase in profit shares did not strengthen the real economy. The share of real
fixed-capital formation in GDP has tended to decline in the advanced economies
– and globally (table 2). Reflecting the sluggish performance of real investment
before the crisis, studies have shown that trend productivity has also tended to
decline in the advanced economies since the early 2000s (Brackfield and Oliveira
Martins, 2009). This vividly illustrates the failure of wage moderation and debt-
led growth to boost real economic growth. In short, growing income inequalities
have proved to be economically inefficient.

Responding to the crisis without addressing its 
causes: Benefits, limitations and costs
Governments acted quickly and massively to address the consequences of the
crisis. First, they substituted public-debt-led stimulus for private-debt-led de-
mand, which had collapsed as a result of the crisis. Most countries that had the

Table 2. Real fixed capital formation as a percentage of GDP

1988–1995 1996–2003 2004–2008 2009

World 23.4 22.1 23.1 21.5

Advanced economies 22.7 21.3 21.2 18

Emerging and developing economies 26.2 24.9 28.5 29.2

Source: IMF (2010a).
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budget space to do so implemented fiscal measures in the form of discretionary
tax cuts, higher government spending or a combination of both. According to
ILO estimates, such fiscal stimulus measures amounted to around 1.7 per cent of
world GDP in 2009 (IILS, 2009a).

Second, in the face of the paralysis of inter-bank credit and the risk of a
systemic collapse of the financial system, monetary authorities slashed interest
rates to historically low levels. They also provided massive support to banks,
notably in the form of loan guarantees, capital injections and outright national-
ization of ailing banks. Bailing out the financial system is estimated to have cost
the United States and the European Union a total of US$11.4 trillion – i.e. about
one-sixth of world GDP.

Third, an attempt was made to avoid inward-looking solutions which
would exacerbate the collapse in demand and trade associated with the crisis.
This was especially important for developing and emerging economies which
had relied on exports to drive their growth strategies. The risks of wage defla-
tion were also acknowledged. In June 2009, governments and representatives of
employers and workers from around the world agreed on a Global Jobs Pact
which warned against a spiral of wage cuts (ILO, 2009).

Benefits of curing the symptoms without treating
the causes of the crisis
Overall, the above measures succeeded not only in supporting the economy, but
also in avoiding further significant job losses. According to ILO estimates, over
20 million jobs were thus saved or created (IILS, 2009a). This relatively favour-
able outcome was achieved thanks to the speed of the policy response. Indeed,
by adopting stimulus measures soon after the start of the crisis, countries could
expect a significant positive impact on employment by mid-2010. By contrast, a
postponement of such action by three months would have delayed employment
recovery by six months – illustrating the disproportionate costs of inaction for
employment (IILS, 2009a).

The fall in employment was also cushioned by the nature of the policy
response itself (Torres, 2010). In the majority of cases, crisis responses focused on
stimulating aggregate demand. In particular, efforts were made to enhance social
protection (Brazil, India), extend unemployment benefits (Japan, the United
States), avoid cuts in minimum wages, and adopt other support measures for low-
income groups. By sustaining the latter’s purchasing power, these interventions
effectively boosted aggregate demand while at the same time alleviating some-
what the social costs of the crisis. Spending on infrastructure also featured prom-
inently in many stimulus packages. This too boosted aggregate demand, while
also enhancing productive capacity over the longer term. In countries like
France, Germany and the Netherlands, short-time working was supported by
government subsidies. In other countries like Australia and the United States,
part-time employment surged. These policies and practices contributed to con-
taining job losses and maintaining employment levels.
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Limitations of partial remedies
However, this initial success fell short of addressing the main imbalances that
had led to the crisis. This is particularly true of the dysfunctional financial sys-
tem. To quote the Bank for International Settlements, arguably the most
authoritative international banking institution: “A financial crisis bears striking
similarities to medical illness. In both cases, finding a cure requires identifying
and then treating the causes of the disease” (BIS, 2009, p. 4). Unfortunately, two
years after the onset of the crisis, the “causes of the disease” have yet to be
addressed.

In its 80th Annual Report, the BIS noted progress towards international
agreement on the direction of the reforms (BIS, 2010). For instance, there is
recognition among the world’s major central banks that the capital base of
banks needs to be improved in both quantitative and qualitative terms. Guide-
lines have been presented to “reduce the perverse incentives that drive man-
agers to increase short-term profits without regard to the long-term risks
imposed on the firm and the system” (ibid., p. 15). New monitoring tools (not-
ably so-called stress-tests) have been developed. Improved regulation of the
scope of banking operations – to avoid excessive “off-banking” – has been dis-
cussed. Beyond these much-needed guidelines and promised reforms, however,
little action has been taken.

A first consequence of the gradualism of financial reform is that banks do
not trust each other. Inter-bank credit remains anaemic. And the volume of
credit to the real economy in the developed countries has declined as a result.
The situation is of particular concern for small businesses. In the European
Union, for example, many enterprises – especially small and medium-sized
enterprises – continue to experience difficulty in accessing credit (IILS, 2009b).
In other words, the restructuring and bailout of banks failed to increase or ease
credit access for enterprises operating in the real economy.

Second, a significant moral hazard problem has been created by bailing out
banks without implementing deep reforms. The issue here is one of incentives
rather than bank size (Blundell-Wignall, Wehinger and Slovik, 2009).

Third, in an unreformed financial system, international capital flows will
remain highly volatile. There is indeed evidence that international capital flows
have become much more volatile since the advent of financial globalization,
resulting in a heightened incidence of financial crises. A recent example predat-
ing the crisis of 2008 was the Asian crisis of the late 1990s; and Latin America
also has weathered several financial crises, provoked in part by macroeconomic
mismanagement, but also by the panics and “manics” of the financial system.

Fourth, a more fundamental problem is that the financial sector has devel-
oped beyond reasonable boundaries, and its practices have spread through the
non-financial economy. It has long been claimed that today’s profits would be
tomorrow’s investments and the day-after-tomorrow’s jobs. But reality has failed
to substantiate that claim. A large share of the increase in profits has accrued to
the financial sector – the financial sector’s share of total corporate profit reached
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42 per cent before the crisis, up from about 25 per cent in the early 1980s (IILS,
2009b). And the profits of non-financial firms are more likely to be paid out in
dividends than invested in the real economy. During the 2000s, less than 40 per
cent of the profits of non-financial firms in developed countries were used to
invest in physical capacity, which is eight percentage points lower than during the
early 1980s. Ever growing pressures for higher returns have adversely affected
wages and job stability in the real economy. The global decline in wages as a per-
centage of GDP has been more pronounced in countries where risky financial
practices were more pervasive (IILS, 2008).

Reform of the financial system is therefore essential, not only to facilitate
the short-term recovery, but also to make sure that economic growth can be sus-
tained over the long term.

Costs and social implications
The exceptional measures adopted in the wake of the crisis have come at a sig-
nificant cost to the public purse. Government debt has increased significantly,
mechanically offsetting the decline in private debt which has taken place since
the start of the crisis – the so-called deleveraging process (table 3). In addition,
the role of monetary policy has been stretched to the limit. With near-zero inter-
est rates and significant increases in liquidity, central banks have done just about
all they could to compensate for the credit crunch. In 2010, governments there-
fore started to shift from stimulus to austerity.

The Greek crisis which erupted at the end of 2009 and again, with renewed
severity, in early 2010 gave the first major signal that fiscal policy would be turn-
ing to austerity. Investors had been saved by generous government support –
partly responsible for the rising public debt – but they became reluctant to
finance growing government deficits.

As a result, fiscal austerity has been spreading across Europe and beyond.
Fiscal austerity will weaken the fragile economic recovery that had got under
way. Indeed, it is unlikely that private domestic demand will rise to offset the
resulting drop in public demand: private investment is still constrained both by
tight bank credit and by uncertain demand; consumption is depressed by bleak
job prospects and, in some countries, wage cuts. Private domestic demand could
have been strengthened if banks had the right incentives to lend to the real econ-
omy. But given governments’ inability to carry out financial reforms, banks are
continuing the same practices that led to the financial crisis.

While the domestic demand outlook is thus bleak, it is unclear whether
foreign demand can become the main engine of economic growth and job cre-
ation. “Someone else” has to import. And this is unlikely to happen if the auster-
ity contagion spreads, or if emerging economies, especially China – which have
tended to rely on exports to drive growth – fail to boost their domestic demand.

Fiscal austerity will also have a direct impact on employment both now
and in the years to come. Many workers are employed in enterprises that benefit
from government schemes to retain workers on shorter hours and in other forms
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of partial unemployment. If such support is withdrawn, there will be further job
losses. Around 5 million people work on shorter time in the advanced econ-
omies (IILS, 2009b). For those already unemployed, it is crucial to maintain
well-designed social protection and programmes to support job search and
(re)training lest the unemployed should get discouraged and exit the labour
market, depriving the economy of valuable resources and undermining social
cohesion. In previous recessions, around 40 per cent of the unemployed
dropped out of the labour market on average. However, countries providing
adequate support tended to experience much lower drop-out rates.

Depressed employment levels will impact on low-income groups dispro-
portionately. Long-term unemployment and loss of skills are particularly acute
for these groups. The consequent widening of income inequalities will com-
pound the inequalities already produced by the imbalanced growth patterns of
the pre-crisis period.

It is not surprising that perceptions of social injustice are spreading fast in
nearly all developed countries. Rising youth unemployment will only heighten
perceptions of injustice: in the countries for which data are available, it is now
about 2.5 times higher than the adult unemployment rate (Ha et al., 2010). Con-
fidence in government is on the decline. In short, austerity measures have cre-
ated a fertile ground for social unrest.

A vicious circle of fiscal austerity measures leading to weaker economic
growth, in turn affecting fiscal positions and provoking more austerity, is in the
making. There is still time to break it, provided that policy-makers adopt a
medium-term strategy focusing on economic fundamentals and balanced
growth. What is at stake is the risk of a double-dip recession, with a prolonged
labour market slump and undermined social cohesion.

Table 3. Percentage point change in the ratio of household/government debt
to GDP

Household debt
(change between 2002 
and 2007)

Government debt
(change between 2007 
and 2009)

Household debt
(change between 2007 
and 2009)

Canada   18.3   5.6   –8.5

France   14.0 13.7   –3.4

Germany –10.4   5.9 –10.4

Italy   12.1 12.0   –4.8

Japan   14.1 14.7   –6.4

Spain   28.0 19.1 –12.9

United Kingdom   24.0 23.5 –34.3

United States   19.1 16   –8.5

Average   14.9 13.8 –11.2

Note: The changes in household debt for Japan and the United Kingdom are calculated over the periods
2002–08 and 2002–06, respectively. The change in government debt is calculated over the period 2008–09 for
Japan and 2006–09 for the United Kingdom.
Source: Author’s calculations based on OECD National Accounts and IMF (2010b).



Incomplete crisis responses: Socio-economic costs and policy implications 235
Ways forward
For the world economy to find a sustainable growth path, it is crucial to move
away from the model of demand led by private-debt accumulation in some
developed countries, combined with export-led growth in other countries. The
fiscal stimulus packages adopted in the immediate aftermath of the crisis
replaced private debt by public debt as the engine of demand in deficit coun-
tries, and exports by government investment in the surplus countries. But this
has only provided temporary respite. What is needed is a more fundamental
rebalancing of the model.

This means, first, that market incomes should move in line with economic
fundamentals. In particular, the growth of real wages should reflect productivity
gains. This will reduce the need for sustaining consumption through recourse to
private debt or government subsidies to support low-income groups (e.g. in-
work benefits, negative income taxes and other such policies). Addressing this
complex issue will require stronger labour market institutions – such as mini-
mum wage systems, freedom of association and collective bargaining – so as to
ensure a more balanced distribution of the gains from growth. Reinforcing pro-
tection in the event of job loss will help reassure workers and thus put them in a
better bargaining position. And reducing the dualism that characterizes many
labour markets around the world will contribute as well. The growing incidence
of informal employment in developing countries and atypical employment in
advanced economies has indeed added to the downward pressure on wages. By
strengthening workers’ rights, China’s Employment Contract Law, which took
effect in 2008, has freed pent-up pressures for wage increases and better work-
ing conditions, to catch up with earlier economic growth.

Second, to move away from the model of export-led growth, it is crucial
that emerging economies strengthen the backward linkages between their
export industries and the rest of the economy. Here too, balanced real wage
growth will contribute. In addition, the growth potential of rural and agricul-
tural areas can be further exploited – partly through public investment in those
areas, and partly through “financial deepening”. The successful experience of
Brazil’s state development bank (BNDES) is an interesting case in point. In
India, the recent extension of the employment guarantee scheme provides
another useful example of what can be done to boost the rural economy in times
of economic slowdown and beyond.

Several authors have already stressed the need for economic growth in
emerging economies to rely more on domestic demand and for their develop-
ment policies to move away from the export-oriented model that prevailed
before the crisis (Blanchard and Milesi-Ferretti, 2009). Strengthening social pro-
tection could play a critical part in this respect. Not only would this serve to meet
social needs, but it would also reduce excess savings, boost domestic demand and
contribute to redressing global imbalances. There are encouraging signs that
such a process may already be under way. In China, for instance, the fiscal stimu-
lus package adopted in the wake of the crisis included a major component of
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social assistance and retirement income transfers. According to a recent study, a
cautious expansion of China’s public pension and health insurance systems
would raise the share of consumption in its GDP by between 0.2 and 1.1 per cent
by 2025 (McKinsey Global Institute, 2009). This would contribute to making
domestic demand a stronger engine of the country’s economic growth and sup-
port sustainable recovery worldwide.

Of course, exchange rate adjustments could also help to reduce global
imbalances. However, revaluation of the currencies of trade-surplus countries
relative to those of trade-deficit countries will take a relatively long time to have
an effect on the real economy. By contrast, a boost to domestic demand in sur-
plus countries will act quickly, while addressing some of the root causes of the
crisis (von Arnim, 2009).

Third, reforming financial regulations and correcting incentives for exces-
sive risk-taking and moral hazard would cushion debt-led demand. It would also
improve the allocation of savings to provide a better reflection of economic fun-
damentals, rather than encourage a focus on short-term returns. A clearer sep-
aration between investment banking and commercial banking would help in this
respect. The adoption of a bank tax, as recently announced by EU countries,
would also be a step in the right direction. Finally, a small fee on financial trans-
actions may help make the financial system less subject to “manics” and panics,
which are so destabilizing to the real economy.

Addressing the three issues outlined above would not only tackle the root
causes of the financial crisis, but it would also make the world economy more
socially sustainable. A key concern is why so little progress has been made to
implement the much-needed reforms. Further political-economy analysis could
shed light on the role of the financial profession and other pressure groups in
this respect. It would indeed be useful to understand why the multilateral system
was unable to prevent the global market failure that triggered the crisis, and why
it might now be unable to provide adequate remedies.
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