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THE FINANCIAL CRISIS – DÉJÀ VU LIKE YOU’VE NEVER SEEN

“Bank failures are caused by depositors who don’t deposit enough money to cover the losses due to mismanagement.”
                     Dan Quayle

“Banking is the one industry where good grooming counts for more than intelligence.”
                   John Kenneth Galbraith

“History is a nightmare from which I am trying to awake.”
                 James Joyce
Forget the Villains – Concentrate on the Boring
Nothing can turn public attention off more quickly than arcane discussions of monetary theory and economic history. The bookstores are already filling up with what I would call “villain-books” to explain the current financial crisis. Wall Street of course takes center stage. Everyone loves to hate a good villain. But this is nothing new.  A reading of economic history shows that there are always villains associated with financial crises – swindlers who in the boom found a greedy public all too eager to be swindled. (like Option ARM borrowers?) H.L. Menken once said you can never fool an honest man. 

But if you want to understand what caused this crisis and what might prevent the next one, don’t worry about the villains. The answers are to be found in the dry world of monetary theory and the dusty realm of economic history. 
To begin, the current global banking crisis is following a pattern that has been repeated many times in the past. The only differences – and they are very disturbing ones –  are the truly global extent of this crisis and the fact that its epicenter is the United States. The United States is the world’s largest economy and its currency remains at the center of the international monetary system. Asia may own the future but what happens in the United States is more important now.
Let’s begin by reviewing what I will call the “model”.  It is a rather simple one, although of course there are differences unique to each crisis. A bubble develops either in asset prices, particularly real estate, and/or in a country’s currency. Banks lend on the appreciating assets and/or fund in foreign currency denominated debt.  After several years of euphoria, the bubble implodes, asset values decline dramatically, a recession and higher unemployment ensue, banks’ borrowers default under a high and increasing real debt loads and adverse economic conditions, the home currency is devalued and the banks face insolvency. The implosion could be the result of belated monetary tightening by the central bank, a run on the currency or a final realization that things have gone too far.  The banks’ non-performing loans rise dramatically and, if their country’s currency is devalued, their funding costs rise dramatically as well. Many of their borrowers face bankruptcy themselves as the value of their assets plunge and their funding costs, often also denominated in foreign currency, rise.
What caused the bubble in the first place? My previous reports have emphasized two complementary explanations. The first is essentially monetarist. A spike upward in the money supply provides the fuel for the bubble. In the case of the current bubble and crisis, the spike upward in money supply is rooted in the dollar- centric international monetary system. The global money supply has been increasing in recent years because exporting countries have not allowed their currencies to appreciate and have accumulated huge dollar reserves, increased the global monetary base and helped hold down US interest rates as a result. 
The second explanation derives from the work of Hyman Minsky and Charles Kindleberger, and has been termed the Financial Instability Hypothesis.  Under this view, credit growth takes on a life of its own regardless of money supply growth. The credit cycle goes from credit expansion and asset inflation to credit contraction and asset deflation. Credit is supplied from bank and non-bank sources, borrowers take on increasing debt loads, and, when the bubble pops, find themselves facing an economic downturn, deflating asset prices and an unsustainable debt burden that has increased in real terms. 
Of course an unchecked credit boom can be given a big boost by monetary expansion. It is my view that this lethal combination has produced the current global bubble and resulting crisis. 
Under the Financial Instability Hypothesis central banks should attempt to temper the credit cycle at both extremes, not just at the trough.  A symmetric policy in other words.  The Fed under Allan Greenspan eschewed symmetry. Greenspan believed the central bank needn’t worry about bubbles until after they popped. Then he thought it was then the central bank’s job to reverse the downturn. He  lowered the Fed funds rate to extremely low levels after the NASDAQ bubble burst in 2000.  Of course Greenspan could get away with that because the dollar was king. He didn’t have to worry about a currency collapse. Another central banker from a more “normal” country would have had to think what the markets would do to his currency if he lowered interest rates that much.
Three Cheers for Economic History
I cannot resist referencing some excellent historical work from economists Kenneth Rogoff and Carmen Reinhart from just published recent paper “The Aftermath of Financial Crises.” Economic history is really hard work. Reliable data series are hard to find and require considerable digging and revising. Moreover, the (until recently) prevailing efficient market thesis, which basically states that current prices reflect a rational appraisal of all known information and that asset prices in free markets are always and everywhere at the correct price,  relegates economic history to the intellectual trashbin. 
Too bad. People who read Minsky and Kindleberger could have saved themselves a lot of money. Bubbles and bank crises are not rare events. There have been a lot of them. History, people have complained, “is just one damn thing after another.” But economic historians look for patterns in the data. Once in a while they find one. 
What the Rogoff and Reinhart work shows is that declines in house  and stock prices and increases in unemployment  typically follow banking crises. That’s useful information for stock market and real estate investors. And for banks. Because declines in the value of residential property coupled with unemployment are the classic macro causes of rising default rates on residential mortgage loans.

A number of interesting facts are presented in their paper. The current crisis is included in their data even though it has not yet run its course. Clearly any investor who had this paper in his/her hands two years ago would have had some valuable information. 
· A review of 22 banking crises (including the US 1929 and 2007) over the last hundred years shows an average peak –to –trough house real price decline of -35.5%.  The downturn lasted on average six years.  The worst downturn in house prices was over 50%, registered post the Hong Kong 1997 Asian crisis. The longest duration of decline was over 17 years and registered by Japan beginning in 1992. 
· A similar review of equity price cycles and the 22 banking crisis shows average peak-to-trough declines of -55.9%. The downturns last on average 3.4 years. The biggest decline was registered by Iceland 2007. Honors for the longest duration seem to be shared by Spain 1997, Thailand 1197 and Malaysia 1997, all approximately five years. So it would seem after a banking crisis stock market investors get punished more severely and more quickly than residential housing investors!
· Trough-to-peak increases in unemployment associated with banking crises averaged 7%.  The all time high in their sample was the US 1929. The historical average for the duration of an employment downturn was 4.8 years. 
The major factors affecting systemic bank crises are all macro in origin. Asset price bubbles and currency bubbles are macro events. History shows that banks are unable to predict these bubbles and suffer the consequences when the bubbles end.
The United States Banking System Is Bordering on Insolvency
Banks are under pressure from politicians to lend. But they are under pressure from their regulators and investors to rebuild capital first.  Current estimates are that assets generated by the United States banking system will suffer losses totaling between $2.2 trillion (IMF) to $3.6 trillion (NYU Professor Nouriel Roubini). Loss estimates have been constantly been revised upwards over the last year. US institutions hold at least 50% of these assets. I am sympathetic to the view that Fair Market Accounting and FASB 157 have exaggerated the losses and made a bad situation worse. But until somebody says otherwise, 157 will rule. In all probability, the US banking system will require some US $ one trillion in new capital just to maintain minimum capital standards. That money will have to come largely from the government. 

Actually most of the losses are in the brand name big banks. It’s kind of sad. As you travel from Hong Kong, to Shanghai, to Manila, to Sao Paulo and to so many other cities around the world, you see that Citibank logo high in the skyline. Then you realize that the world’s most recognized American global banking icon is dead broke.

 Move down the size chain in the US and the banks get healthier and are certainly not insolvent. The bondholders and preferred stock owners of the brand name big banks (Lehman and Fan/Fred preferred holders excepted) have so far gotten special treatment from the government. Why?

Moreover, the United States has another problem. So much of the recent credit boom has been financed by nonbank sources including commercial paper, complex derivative securities, hedge funds, off bank balance sheet vehicles like SIVs (off balance sheet bank Structured Investment Vehicles) and the like. The credit as in the past seemed to materialize out of thin air to fill a need.  Now, nonbank credit, except that specifically guaranteed by governments, has vanished. 
The United States is a unique country for a bank crisis because of the international status of the dollar. Reviews of the many prior bank crises by economists show a pattern. As mentioned above, asset deflation went hand in hand with a punishing devaluation of the home currency. The tell-tale signs of what could be called a foreign exchange bubble are a massive influx of foreign investment during the years of the bubble’s buildup, a significant current account deficit and a rise in the value of the home currency. Financial deregulation has also preceded a number of banking crisis.

The United States has exhibited many of these symptoms including a huge influx of foreign funds, a current account deficit and a fatal decision by the SEC in 2004 to  allow brokers (like Lehman) to significantly increase their leverage. 

But US banks borrow in their own currency. So they do not face a devaluation funding risk. Nor do their clients. 
Crisis Coming?

The question needs to be asked does the US itself face some type of international crisis in the near future. In this respect US Secretary Geithner’s accusing China of currency “manipulation” seems to be the height of folly. “Manipulation” is a political word, not one found in dispassionate economic analysis. And it is also a word devoid of serious economic content. After all, all countries that peg their currencies (including Hong Kong) are “manipulating” their currencies in some fashion. 
I have argued in past reports that it is in China and the US’s long term interest that the renminbi should be allowed to move higher and that China should unblock its capital account. Ideally, this should have been done before the current crisis although China did take some steps in this direction. The world’s third largest economy cannot be run in a closed manner as in the past. Moreover, the so-called export model with the US consumer binging on Asian exports is dead. The deleveraging US consumer has resigned from his role as the driver of the world economy.
But framing this issue in a highly politicized manner is not the right way to achieve change. The US, with its huge upcoming funding requirements, is in a very risky position as compared to any time in the past. If China does allow its currency to float upwards, it will likely acquire fewer new dollars and not increase its US Treasury holdings. Secretary Geithner should be careful what he wishes for.
 A breakdown in international cooperation has the smell of the Great Depression. The dollar and US interest rates are major imponderables. Japan ran up huge fiscal deficits response to its recession and banking crisis in the 1990s. Japanese interest rates declined to extremely low levels and Japan had no trouble funding its government borrowings. But Japan sold its debt to its own citizens. The US on the other hand is dependent on foreign buyers. If the world loses confidence in the dollar then what becomes of US interest rates and the dollar?
 The recent spike upwards in gold is worrisome in this regard. Europe’s banking and economic problems may be as bad as or worse than those of the United States and Japan is not in good shape either. The decline of the dollar may take place relative to gold and not relative to the other major trading currencies. Investors may lose confidence in all paper currencies. And they may not want to buy US government debt. In the years prior to the establishment of deposit insurance in 1933, Americans took their money out of banks and held cash. The holding of gold was prohibited by law in 1933.
But this time investors have more choices. It will not be so easy for governments to ban the holding of gold. All of this is not a good thing. A flight from paper currencies and the unwillingness of investors to buy US government debt alone could turn the current global recession into the next Depression.
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