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THE FINANCIAL CRISIS: A NEW TURNING POINT?
Peter Drucker, the late, great management guru, argued that the Crash of 1873 caused an ideological turning away from the then prevailing Liberal Capitalist ideology towards socialism. The Crash of 1873 began in Vienna and spread to other European capitals as well as New York and Latin America and was followed by what was in the United States called the Long Depression. It was accompanied by bank failures and in the United States the failure of brokerage firm Jay Cooke & Co. In Germany supposedly conservative Chancellor Otto von Bismarck moved towards a more statist policy which included the world’s first old age social insurance program.  “Call it socialism or whatever you like,” Bismark said in the Reichstag. Bismarck’s social insurance program would serve as a model for the American Franklin Roosevelt’s Social Security program some seventy years later.  

This intellectual turning towards socialism lasted over a hundred years and was finally put to rest with the fall of the Berlin Wall. But not before many of the programs advocated by the Socialists became integral parts of what are still capitalist societies.

The so-called Anglo Saxon free market model, which has been riding high since the mid 1980s, has now taken its own fall. For many the crash of the American financial system “proves” that markets are not always rational and need lots of regulation. Greedy and stupid bankers must be punished, remuneration must be capped, the investing public at times acts like an uninformed herd and cannot be trusted.  And for free market haters, what a wonderful irony to see the avowedly free market Republican President and his Wall Street Secretary of the Treasury lead the most extensive government intervention in the history of the United States. For these people, the case is closed, free markets have been found guilty and wanting. 

Economic historians will spend the next fifty years arguing about what really caused the current financial crisis. It took at least fifty years before scholars figured out what caused the Great Depression. (And I believe they have figured it out even if the public doesn’t read these scholars’ dry tomes.)  It’s clear in hindsight that many of the things that Roosevelt, Hoover and the other leaders of the industrialized world did were just plain dumb. But they were under pressure to act. They couldn’t wait fifty years for the perfect policy recommendations. 

Unfortunately, today’s policymakers don’t have fifty years to wait before enacting regulatory reforms or deciding what to do in the face of the current crisis. Actions must be taken now. Otherwise the Banking Panic of 2008 will turn into a global depression. However, this time we do have the history of the Great Depression and the other business downturns to guide us.

In this respect, I have come to the reluctant conclusion that we are lucky to have Ben Bernanke as Chairman of the Federal Reserve. Bernanke is a student of the Great Depression and the Japanese recession of the 1990s. In the US and Europe we face the prospect of asset deflation and accompanying demand deflation. That—and stupid policy responses like protectionism and higher income taxes – is what fundamentally caused the Great Depression. Bernanke is an expert on these subjects.

I would make the following points:

1. Modern governments will not stand by and allow their banking sectors to simply collapse. Free market advocates will have to learn to live with this fact whether they think it is the optimal policy response or not. There’s no point in whining about this. Of the US investment banks, Lehman alone was allowed to go bankrupt. Around the world the bankruptcy of Lehman is now almost universally regarded as a mistake. It has created messes from New York to London to Hong Kong. Financial sector regulation must be designed with this in mind. The public demands the safety of its deposits. Yes moral hazard has to be dealt with. 
2. The Bailout Bill must be passed. The world expects it. It’s too late to not do this. Unfortunately there are serious doubts about how effective it will be. The banks’ major problem is solvency. They can’t sell so called “toxic loans” to the government at fire sale prices without destroying their capital. But the government can’t be seen as paying too much. We’ll see how much this facility actually gets used.

3. The malfunctioning  dollar-centric global financial system is at the root of the current crisis. It must be reformed and this reform can only come from government actions. The collapse of asset pricing bubbles inevitably brings about difficulties for banks which lend on these assets. The last ten years have witnessed a succession of global asset bubbles. In my opinion the fundamental cause of these bubbles was the excess global liquidity and growth of the global money supply rooted in a dollar-centric international monetary system.  Since 1997, the year which according to data compiled by Robert Shiller of Yale American house prices began their upward spike in real terms, the world—not just the US -- has seen one global asset bubble after the other. In 2005-2007 it was property, art, leveraged buyouts and emerging market stocks. In 1999-2000 it was technology. 

Essentially the argument is that there has been no self correcting mechanism in the international monetary system to keep the US from running continuous huge current account and trade deficits. These deficits were the source of exploding global liquidity and money supplies. The US consumed, the Chinese and the rest of the newly emerging economic world provided the goods. The US central bank lowered interest rates without fear of a dollar crash. No other central bank could get away with that. Because armies of Chinese and Indian and Eastern European workers came on stream in the global economy at the same time all this liquidity was created, there was low inflation in goods and services. The Fed could say “Where’s the inflation?” Unfortunately, the excess global liquidity and global money growth found its way into assets instead. Hence the global bubbles.

No doubt mania thinking, spelled out so clearly by Professor Shiller in his various books, did kick in on a global basis and provided the testosterone for the markets reaching extremes in prices. Once the dollar-centric global monetary system provided the live ammunition of excess liquidity, the bubble mania mentality developed its own momentum. Herding, information cascades, irrational exuberance-- all the good stuff from behavioral finance theory—it’s all relevant. But the fundamental cause in my opinion is the dollar-centric international monetary system.

4. Fannie Mae and Freddie Mac were not legitimate private sector companies. Hence their rash lending practices and recent rescues cannot be laid at the feet of the free market. In the long run reform – and that means elimination – of Fannie and Freddie must be undertaken.  Fannie Mae goes back to 1938. Fannie and Freddie are intellectual heirs of the New Deal. And one of policy makers “dumb” ideas. Since Fannie Mae’s “privatization” in 1968 it has gone through no less than three major crises. Fannie and Freddie for almost their entire existence were allowed to operate with much lower capital levels than would have been required of genuine private companies. The companies were grossly undercapitalized. They got a free ride. That is why they failed. Their current non performing loan ratios, though up substantially, should have not led to failure. But with the implicit guarantee of the government – call that government “capital”—they didn’t bother to raise real capital in the good times. In good times undercapitalized financial institutions make tons of money. In bad times they die. Private investors in Fannie and Freddie should have known that. Leverage works for you in times of rising asset prices. It works against you in periods of asset deflation.

Regarding their rash lending policies, these kicked in earnest after 2004. Fannie and Freddie were in the Congressional dog house in the 2002-4 for their controversial accounting practices. In 2004 Congress wanted every American to own a house, regardless of ability to pay. “A house for every one who can’t afford it,” seems to have been the motto. To curry Congressional favor Fan/Fred dropped their standards and began buying subprime and Alt-A mortgages. Fannie and Freddie have always set the tone and the standards for the industry. The tone they set at the height of the bubble was one of excess. 

Unquestionably, Fannie Mae and Freddie Mac, as undercapitalized, overly aggressive government organizations, exacerbated the American housing bubble. Their subsequent collapse and need for government intervention helped bring on a full-fledged financial crisis. This was not a failure of the free market. It was the failure of two corrupt, politicized government organizations. 

5. FAS 157 must be reformed – The term “accounting standard” is enough to make most people’s eyes glaze over. But there is a growing sense that a relatively new accounting standard called FAS 157 has contributed substantially to the current financial crisis. Accountants and economists have long argued that the information most relevant for investors, managements and regulators is the market value of a financial institution’s assets and liabilities. Uncovering that is easy for assets and liabilities which have tradable liquid markets. But in practice it’s mission impossible for assets that don’t trade and are hard to value.

Nevertheless, FAS 157 essentially provides a methodology for valuing all financial firms’ assets regardless of whether there is a liquid market for them or not. Under FAS 157 a financial asset must be placed in one of three categories or “buckets”:

Level 1 – These are assets for which there are observable market prices. Like stocks trading on the NYSE. This one is easy.

Level 2 – These are assets that don’t have observable market prices but can be determined by inputs that are based on market prices. For example an interest rate swap can be valued using observable interest rates. This one is hard but with computers doable.

Level 3 – These are assets for which one or more of the necessary inputs for valuation do not have observable prices. This one is mission impossible. The financial press has dubbed Level 3 assets as “mark to model” assets, since their value depends solely on the assets’ holders’ computer models which can be easily manipulated.

Unfortunately Level 3 assets are now being viewed by accountants, regulators and rating agencies as bad assets. Which they are not necessarily. For example many assets now classified as Level 3 are performing! Apparently  AIG, which had a large Credit Default Swap(CDS) derivative portfolio – assets certainly not so easy to value – had a huge Level 3 accounting problem. But did it really have an economic problem?

The current US Bailout Bill apparently contains a provision for studying the effects of FAS 157. Better late than never. There are lots of opinions on this subject, but very little real knowledge. But there is a sense in the industry that accounting has trumped economics and made bad situations a lot worse than they really are.

6. Introduce transparency into the CDS derivatives market. Credit Default Swaps are the big black box of Wall Street. Few people outside the industry really understand them, they are not traded in open markets, accurate data on them is almost impossible to find. The CDS market is huge. It is not necessarily a bad thing. It is a free market response to a need for lenders to obtain credit insurance. But it must become more transparent. A formal market for CDSs must be developed.

7. Stop looking for villains  -- Throughout history the financial industry has always been disliked by large sections of the public. For example, short sellers, viewed as essential to market efficiency by economists, have never been popular even in the best of times. President Hoover railed against them in 1932.  During the Midde Ages in Europe, the charging of interest was banned by the Medieval Church. Similar bans can be found in other cultures.  The current partial ban on short selling by the SEC in my opinion is a regulatory embarrassment.
 Some Choice Quotes
The Banking Panic of 2008 is a systemic global event. The bubbles that produced it were the result of malfunctions in the global financial system and yes, regulations that had not kept up with the times. The presence of excess global liquidity and the human tendency towards herdlike over-enthusiasm worked to turn sober men into gamblers. 

Regarding Kerry Killinger,  the until recently CEO of the now defunct Washington Mutual and the man who built WAMU into what was a major financial institution:

``There's a lot of sadness and a lot of people are hurt,'' Lee Lannoye, 71, who was chief credit officer at WaMu from 1988 to 1998, said yesterday. ``Having worked with Kerry Killinger for 10 years, I still absolutely cannot fathom where or why he went wrong, and what caused him to lead the company into taking the kinds of risks that they did.'' 
From Sir Isaac Newton, who lost a considerable fortune speculating on the South Sea Company in 1720:

“I can calculate the movement of the stars, but not the madness of men.”

From Barney Frank, Chair of the House Finance Committee (in 2003):

“Fannie Mae and Freddie Mac have played a very useful role in helping to make housing more affordable.”
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