
The global economy has begun a severe contraction after the “big crunch” of 15 
September 2008, when Lehman Brothers went bankrupt and the event confirmed that 
the global investment banks were essentially insolvent without government support. 
The contraction has progressed month by month, slowing after the first phase as the 
reduction in holdings of current stocks comes to an end, but expected to continue as 
consumers’ expenditure responds to lower real incomes. The current consensus is for 
a reduction in global GDP for 2009, with every major industrial country in decline, and 
world trade falling more strongly. 

This paper considers how the solution to the economic crisis may or may not be positive 
for mitigating climate change. A positive outcome would take the form of the required co-
ordinated intervention by governments being focused on investment in low greenhouse 
gas options for climate change mitigation. A negative outcome would be if governments 
attempted to restore pre-crisis investment patterns, and continued the high-carbon 
production and consumption patterns that have led to the climate change problem from 
the beginning. 

The outcome as of May 2009 remains unclear, but as the paper explains, the fiscal stimulus 
so far is well below what is needed to restore the global economy to pre-2007 rates of 
capacity utilisation and growth. Too many countries are relying on the extra spending in 
the US and China to pull them back to growth. And the “green” component of the stimulus 
is mainly in China, South Korea, with a smaller (proportionate) effort in the US. It may be 
even less in other countries. The green stimulus is also diffused across many worthwhile 
projects, especially in improving water supplies and quality, but with only a small and 
uncertain component specifically allocated to mitigating climate change.
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The financial crisis and the climate crisis: causes and 
consequences
Both crises can be traced ultimately to unrestrained pursuit of monetary wealth by 
individuals and corporations, without consideration of the social consequences or 
environmental effects of their actions. In the events leading to the financial crisis, now 
leading to mass unemployment, existing regulations were weakened and new regulations 
opposed in order to promote profit in spite of the obvious risks. The climate crisis has 
long been recognised by governments but vested interests have lobbied to undermine 
political and scientific efforts to introduce policies to address market failures and assert 
social priorities and objectives.

The pursuit of self-interest in a market economy is seen as a virtue by Adam Smith but, as 
Foley argues, this thinking is based on the fallacy that the pursuit is necessarily “guided by 
objective laws to a socially beneficent outcome” when instead it involves moral choices 
at both personal and social levels (Foley, 2006, p. xiii). The effects of the pursuit of self-
interest by the bankers are evident from the May report from the Washington-based 
Center for Public Integrity (2009). The report provides evidence that US investment banks 
were instrumental in promoting subprime lending in the US through specialised dealers, 
now mostly bankrupt, and in lobbying against regulation to curb the risky behaviour, with 
the banks profiting through the repackaging of loans. The bankers profited personally by 
the banks’ generous bonus schemes, which operate even when the banks make record 
losses. 

Similarly, the self interest of those in the fossil-fuel industries, both producing and 
consuming the fuels, is evident in their unrestrained pursuit of profit in cases where 
the damages to future generations have become highly likely in the scientific terms of 
successive IPCC reports. The lack of corporate restraint is obvious where no adequate 
global regulations or pricing of environmental damages is in force, such as in the 
development of bunkering facilities in northern Canada, in expectation of new shipping 
routes through previously frozen Arctic waters. The inevitable consequence of such a 
development is more soot deposits on the Greenland ice sheet and hence more melting, 
exacerbating the sea level rise as global temperatures rise. 

These are instances of massive market failures associated with systemic risks: firstly, 
the market failure of the financial system when the banks fail to take account of the 
risk that house and other asset prices might fall, and hence undermine their solvency; 
and secondly, the market failure associated with climate change, that is the use of the 
atmosphere as a free waste disposal for greenhouse gas emissions from burning of fossil 
fuels and biomass in market-induced deforestation. Both are highly non-linear systems 
failures leading to extreme events in the economy, e.g. the collapse of Lehman Brothers 
bank on 15 September 2008, and in the environment (such as climate-change-induced 
hurricanes). And both threaten the world’s economies with catastrophic collapse.
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The solution to both market failures is a combination of effective regulation and long-
term pricing of risk, in the forms of international standards for banks in creating risky 
assets, a long-term and reliable global carbon price, and international standards for low-
greenhouse-gas technologies and products to reduce the costs of mitigation. 

Of course there are striking differences between the two market failures. The financial 
crisis has been sudden, starting in early 2007, although its roots go back to the financial 
deregulation that began in 1971 in the UK and US. The climate crisis on the other hand 
is long term, since it is associated with the accumulation of greenhouse gases in the 
atmosphere rather than with emission fluctuations from one year to the next, and the 
effects of the accumulation have timescales of hundreds if not thousands of years (sea 
level rise). The risks are also different: the financial risks lie in a collapse of trust in money 
with the consequent risks of unstable prices and global depression; the climate risks are 
of wild weather over the indefinite future. The other key difference in the crises is in their 
respective solutions. The financial crisis has required an immediate solution to prevent or 
manage the collapse of the insolvent banks. The climate crisis is slow and ongoing and 
has not required immediate action, and so it has been more easily delayed and weakened 
by special interests. 

The direct effects of the finance-led economic collapse on 
greenhouse gas emissions
The collapse of the global investment banks, with the consequent reduction in lending, 
instability of prices and falls in investment and trade, has led to reductions in industrial 
output, personal incomes, household expenditures, and hence in energy use and in 
greenhouse gas emissions. Since there is a data lag in the reporting of emissions, it is not 
yet clear how large the reduction will be, but it is likely to undermine earlier scenarios of 
continuous increases in emissions assumed in IPCC and other climate-mitigation reports. 
However, at the same time, the global price of oil has fallen substantially from the highs 
in 2008 of $140/bbl to $50/bbl or lower in April 2009. Lower oil, gas and coal prices will 
encourage a switch back to fossil fuels in energy demand, offsetting the effect of the 
reduction in overall energy demand on CO2 emissions. 

The long-term effect will depend on the length and depth of the global recession. During 
the Great Depression, from 1929-1934, global CO2 emissions fell by 25%, but in the current 
crisis, which is expected to last at least until 2012, the energy system is substantially 
different, with coal use largely confined to electricity generation, and transportation a 
much larger share of overall energy demand. Both sources of demand for fossil fuels are 
likely to be more responsive to the fall in demand than in the Great Depression, but the 
industrial use of coal, which collapsed in the US 1929 to 1934, is much less important 
now. In addition, the lower relative cost of coal (the dominant source of CO2 emissions) 
and the greater potential for substitution towards coal in modern electricity generation, 
may lead to more use of coal instead of both gas and the capital-intensive renewals, 
especially in developing countries. In other words, it is not yet clear how much CO2 
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emissions will fall over the next year or so. Much depends on the responses of developing 
country governments to the crisis. If they take the opportunity to modernise or replace 
their polluting coal-fired electricity plants, switching to gas and renewables, then the 
emissions may fall rapidly.

Current policies to restore the global economy to
sustainable growth
The critical response affecting climate change mitigation will be the extent to which 
governments choose to reflate their economies in 2009 and 2010 through a “green new 
deal” as a component of the general fiscal packages being introduced in many countries to 
reconstruct their economies after the financial collapse. Co-ordinated international action 
on climate change has the potential to raise global incomes and employment, provide 
additional rural employment – especially in areas with limited alternative opportunities in 
developing countries – and improve human wellbeing through reduced air pollution and 
associated environmental benefits.

However, in spite of the G20 meeting in London to agree a co-ordinated recovery plan, 
there has been very insignificant co-ordination of the fiscal stimulus. The main outcome 
of the meeting was an agreement to increase the size of IMF and World Bank potential 
lending to developing countries to support their monetary and exchange rate policies. The 
fiscal reflations that have been announced are nearly all national, with both the absolute 
size and the green new deal components varying substantially between countries. Charts 
1(a) and (b) from the HSBC report ranks the different countries’ announced green stimulus 
packages up to the end of January 2009 in absolute amounts (a) and relative to the overall 
package (b). Since then more have been announced, particularly by Japan. The ranking 
reflects the scale and urgency in which different governments are tackling the problem. 
China has responded fastest and at scale, bringing forward substantial infrastructure 
projects, such as investments in rail and urban transport, to fill the gap created by 
collapsing exports. The new Obama administration in the US has also recognised the 
need to combine policies which support energy security in the future with policies to 
counter unemployment, at the same time reducing future greenhouse gas emissions. 
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Charts 1(a) and (b): Announced “green” stimulus in post-September 2008 fiscal recovery 
packages (HSBC, 2009)

The overall green stimulus is some $436bn out of $2796bn, but these totals are of direct 
government spending spread over 2 or more years (2009-2010 for China, over 10 years 
for the US) so the annual amounts may be half or less. Much of the spending is on energy 
efficiency improvements, but without a carbon price there may be substantial rebound 
effects, maybe as high as 50% (Barker et al, 2009). The rebound comes as the users of 
energy take some of the benefits of the increased efficiency in the form of more energy 
services, such as more comfort or more travel, so offsetting the hoped-for reduction in 
energy use and hence greenhouse gas emissions. This rebound effect seems likely to 
be stronger in developing countries, where consumption of energy in the home is well 
below saturation levels. 
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The IPCC in its 2007 report concludes that a global carbon price of at least $50/tCO2 
(2000) by 2030, and rising thereafter, is needed to achieve the modest 550ppmv CO2-eq 
stabilisation  by 2100; more stringent targets, e.g. the limitation to less than 2 degrees 
above pre-industrial temperatures, will require much higher carbon prices. Few credible 
carbon-price policies have been announced and the emission trading schemes that have 
been implemented have been weakened by extensive exemptions and free allocations 
of permits.

The scale of green spending compares with the estimate of 1% of GDP for the low-carbon 
economy and sustainable transport called for by the UNEP report on the Global Green 
New Deal (Barbier, 2009). A 1% of GDP pa spent indefinitely on climate mitigation options 
was estimated by the Stern Review (2007) as appropriate for achieving the chosen 450-
550ppmv stabilisation target. This translates to some $656bn pa globally, $138bn pa for 
the US, $144bn pa for the EU and $71bn pa for China, using 2007 US CIA (2008) estimates 
of global GDP. The estimated spending by China of  $110bn a year 2009-2010 is well 
above the 1%, but other estimates, at least for the major economies, fall far short of the 
1% target.

The overall scale of the reflation packages also appears to fall short of what is needed, 
world-wide, to stabilise the world economy. Apart from China and South Korea, the 
proposed scale of spending will not offset the decline in investment and net exports in 
most other countries, and their GDP will decline in 2009. Globally, the reflation packages 
appear insignificant in relation to (1) the collapse of investment and (2) the likely fall in 
consumption in economies such as the US and the UK. 

The collapse in investment is due to the volatility of prices and exchange rates evident since 
the banking crisis began in 2007, and the fall in expected aggregate demand witnessed 
after the Lehman Brothers bankruptcy in September 2008. BAU assumptions were no 
longer credible to many, and they decided to postpone investment plans, sell off current 
stocks, and wait until their markets were back to normal. The world economy entered a 
new unknown regime, since the outcome of the financial crisis and the effectiveness of 
monetary and fiscal policies were unknown. The reduction in stockbuilding will end as 
the stocks are sold off. The steep falls in investment and international trade will also slow 
as replacement investment recovers. 
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Chart 2: Savings ratios for Italy, UK and USA

In Italy, the UK and the US and several other OECD economies, savings ratios have fallen 
to near zero, partly as a result of the expansion of credit to households by the banks over 
the last 15 years (see Chart 2). If, as seems likely, households attempt to restore their levels 
of savings, then the savings ratios will rise, perhaps sharply – they are reported to be back 
to around 4% in the US in January 2009. There are several reasons for such household 
behaviour. First, it is clear that the growth supply of easy mortgage and credit card 
lending has stopped and that debts are being called in as the banks retrench. Second, 
households’ net wealth has fallen as house and stock market valuations fall, year on year. 
Third, the fear of unemployment becomes stronger as the actual counts rise. Fourth, the 
growth in incomes has slowed, if not stopped, and falling incomes are experienced by 
those relying on interest-yielding financial assets. Dividends are also likely to fall as the 
recession proceeds.

Chart 3 shows projections using the global model E3MG taken from Pollitt and Barker 
(forthcoming). The no-policy scenario assumes that governments did not react to the 
crisis, banks cut their own investment, encouraged more savings from the personal sector, 
cut back their own lending, and that investment and consumption are substantially 
reduced as described above. The depth and length of the recession has been estimated 
by taking into account earlier regional recessions engendered by financial crises (Reinhard 
and Rogoff, 2008). The difference, however, between earlier crises and the current one is 
that the earlier ones were all localised, but the current one is global – and there is no “rest-
of-the-world” to help pull the depressed region out of the recession. The world economy 
is projected to fall by 3% in 2009 and another 3% in 2010 with no policy; and the policy 
measures announced as of February 2009, make less than 1% increase in GDP in 2009 and 
less in 2010 as the effects of the earlier stimulus wear off. It should also be noted that the 
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return to growth in 2011 and 2012 depends on banks resuming full lending, which is not 
guaranteed, since they may still be continuing to restore their balance sheets.

Chart 3: World GDP growth rates: projection as of February 2009

The conclusion on prospects under current policies is that first decline and then possibly 
slower growth in the world economy will lead to lower greenhouse gas emissions than 
previously expected, but these will be partly offset by a shift towards more use of coal 
in countries without climate policies. The green recovery plans, especially in China will 
reduce prospective CO2 emissions, but there is a risk of rebound effects if carbon prices 
are not high enough. The overall picture is that greenhouse gas emissions seem likely to 
resume an upward trend after the recession, unless much more substantial action is taken 
to promote a green recovery and other mitigation actions at the Copenhagen UNFCCC 
meeting in December 2009.
 
A 7-point plan to restore confidence 
and resolve the financial and climate crises
In 2009 governments across the world appear not to understand the depth and scale of 
the financial crisis.  The situation remains unresolved beyond the governments taking 
over the risks to the banking system and meeting to decide new rules on transparency 
and integrity.  The key fact is that co-ordinated actions over 10–12 October 2008 to the 
time of writing have not yet restored the interbank markets to “normality”.

One solution after another has so far failed to calm the markets since the scale of the 
problem was revealed by the bankruptcy of Lehman Brothers on 15 September 2008.  
There is a risk that the crisis will continue to get worse.  It may be that in order to restore 

-4 

-3 

-2 

-1 

0 

1 

2 

3 

4 

5 

2006 2008 2010 2012 2014 2016 2018 2020 

% pa 7 point plan

Current policy

No policy

Source: Pollitt and Barker, forthcoming



Chapter 2 – Terry Barker 29

trust in markets and get the global economy back on an even keel, something even more 
radical needs to be done.  

A seven-step co-ordinated and sequenced plan is proposed (see Barker, 2009, for more 
details and Pollitt and Barker, forthcoming, for estimated effects).

  1. Allow the markets to work without more interference.  Let the markets 
work so that banks go bankrupt if they become insolvent.  When the potentially 
bad banks are declared bankrupt (if that is the market verdict), then the bad money 
would be flushed out of the system.  The institutional knowledge in the banks can 
be preserved by maintaining the employment structure, but replacing the boards of 
directors.  Small depositor and shareholder protections should be instituted or kept in 
place for equity reasons.

  2. Nationalise banks with substantial public ownership after the bail-
outs.  Such banks can be provided with specified funding for long-term projects, 
such as those associated with climate change mitigation, with social discount rates 
set at the central bank’s lending rates, near zero at present, and appropriately below 
market rates in normal times.

  3. Return temporarily to a fixed exchange regime with capital 
controls.  Institute a new regime of fixed exchange rates and temporary capital 
controls, making explicit the huge behind-the-scenes fixing that may be going 
on.  A modest USD and GBP devaluation is probably wise, calculated to restore 
balance (eventually) to the balance of payments.  It would greatly help to establish 
simultaneously other global prices as signals to support accelerated decarbonisation 
of the global economy, namely the carbon price and the prices of the main fossil fuels.  
This involves recognising existing and instituting new cartels, but it will encourage 
consuming countries to compete for carbon rents by raising carbon taxes and 
tightening their targets in trading schemes.  It could also be extended to encourage 
the supplying countries to lock undeveloped fossil resources into the ground and 
biomass sinks in place, by providing new rents for untouched fossil and forests.

  4. Consolidate the toxic and weak debt into regional bad banks.  The 
debt should be frozen until it is either restored in value as the economy recovers, 
or shown to be worthless, with help and advice given to debtors.  The Norwegian/
Swedish 1992 model is a good one.

  5. Reflate via agreed global scale investment, supported by the good 
banks, especially the newly nationalised banks.  Announce massive 
investment programmes (but not in banking and associated services) of the scale of 
the failing-bank investment and let the remaining banks consolidate and retreat from 
their past excesses.  The new investment should be justified by cost-benefit analysis 
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expanded into multi-criteria analysis, allowing for risks, effects on human health and 
life, and effects on the environment.  The investment programmes should be co-
ordinated in macro scale but of course tailored by governments to specific regional 
and national needs and conditions.

  6. Institute/reform global regulatory authorities.  Reform global regulatory 
standards and institute a World Regulatory and Standards Authority.  The Standards 
Authority could also usefully consolidate many other proposed and existing standards 
to support low-greenhouse gas products and processes.

  
  7. Reform international company law.  Reform company law to require all 

companies to take into account the effects of their actions on the global biosphere 
over the indefinite future.  We clearly need a strong signal that unethical and self-
interested behaviour is unacceptable for companies as for people. The ratings agencies 
should explicitly include environmental performance when rating companies.

Without such co-ordinated action it seems very likely that the economic crisis will 
continue to deepen and develop into a twenty-first century Greater Depression.  Good 
policy design and frameworks will be essential in achieving the greatest benefits from 
international coordination during the reconstruction of the global economy. Businesses 
need clear signals and incentives to invest and hence increase employment during the 
recovery. 

One component of this plan (point 5) is for a green new deal, as also supported by many 
other commentators (Barbier, 2009; Bowen et al., 2009;  NEF, 2008; Pollin et al., 2008; 
Spilimbergo et al., 2008), but it will require unprecedented international co-operation if 
costs are to be kept low through standardisation, specialisation and trade and the recovery 
in employment to be widespread and sustained. A framework establishing a reliable 
global carbon price, e.g. via a scheme for decarbonising international transportation, will 
support the new deal in climate change mitigation and encourage innovation and rapid 
acceleration of investment in low-carbon technologies.

Conclusions
The transition to a low-carbon global economy is a system-wide change and the global 
financial collapse is a system-wide catastrophe. The reconstruction of the global economy 
could be the best opportunity we have to shift to a sustainable path, in the sense of 
achieving the decarbonisation of the global economy at an earlier date than has been 
thought possible. A rapid planned transition seems likely to improve global employment 
by prioritising employment-intensive mitigation options, such as energy efficiency 
in homes and cultivation of biomass on degraded land. It can also improve general 
wellbeing by reducing associated air pollution e.g. through shifting energy sources away 
from coal and towards renewables and shifting transportation towards zero-emissions 
electric vehicles.  However, the scale of the fiscal stimulus appears to be shorter than 
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of what is needed to curb the recession and the proportion countries are allocating to 
climate change mitigation, with the possible exception of China, will have small effects 
on global greenhouse gas emissions. 
 




