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 caused deep recession
— worst since Great Depression of 1930’s

» most economies still haven’t recovered fully

— U.S. making steady progress
* but unemployment still well above 2007 level

— many European countries stagnating
 Italy seems to be moving back into recession

— Japan is floundering
— China, Brazil, India no longer growing at same rate as few years ago
o all depend heavily on Europe

— Russia
« suffering from low oil prices and sanctions
— Africa

» has grown reasonably well in recent years
 but still very poor
» and effect of Ebola crisis in West Africa will remain for many years
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e Prompts questions:
— What caused financial crisis?
— What caused great recession?
— Why has recovery been so slow?
— What can be done to speed things up?
— What are prospects for future?

 For rest of talk, will try to provide answers
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e critical to implementing innovation
—funding new ideas
e critical to many industries’ operation

 but don’t work well left entirely alone
— have to be adequately regulated

32



How do financial markets work?

33



How do financial markets work?
* entrepreneurs

34



How do financial markets work?

e entrepreneurs
— have i1deas

35



How do financial markets work?

e entrepreneurs
— have ideas
— but no money

36



How do financial markets work?

e entrepreneurs
— have ideas
— but no money

 banks (catch-all term)

37



How do financial markets work?

e entrepreneurs
— have ideas
— but no money
 banks (catch-all term)
— have (some) money

38



How do financial markets work?
e entrepreneurs
— have ideas
— but no money
 banks (catch-all term)
— have (some) money
— can evaluate ideas

39



How do financial markets work?

e entrepreneurs
— have ideas
— but no money
 banks (catch-all term)
— have (some) money
— can evaluate ideas
— lend money to good ideas
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But more complicated then that:

* bank may not have enough money for all good ideas

* S0 has incentive to borrow money itself
— from other banks
— from other investors

* |.e., has incentive to take on leverage
— can increase payoff

» For example, suppose good idea has 20% return
— if bank puts $100 of own money in
expects to get back $120 -- 20% return
— if also borrows $900 from other banks
expects to get back $1200
repays $900
$300 profit -- 200% return!

54



leverage

55



leverage
 good for bank (higher payoff)

56



leverage
 good for bank (higher payoff)
 good for whole economy

57



leverage
 good for bank (higher payoff)

 good for whole economy
— allows more good ideas to be funded

58



leverage
 good for bank (higher payoff)

 good for whole economy
— allows more good ideas to be funded
— SO more innovation

59



leverage
 good for bank (higher payoff)
 good for whole economy
— allows more good ideas to be funded

— SO more Innovation
— more growth
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Great advantage of U.S. and Europe:
 highly sophisticated financial system
 allows funding of large number of good ideas

 but, because of leverage, system also potentially more
vulnerable to collapse than more primitive systems, such as
In BRIC countries.
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« So far, have omitted important factor:
risk
— new Idea not sure thing
may pay off
may not
— so funding new idea is a bet

 leverage increases risk
— if invest $100 of own money and lose bet
lose $100
— but if also invest $900 of borrowed money
lose $1000
— highly leveraged bank may fail if loses bet or two
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danger of failure

* no problem if confined to leveraged bank
— taken on calculated risk
— 1f wins, big payoff
— If loses, may go out of business
 put leverage implies that other banks affected too
— if new idea fails
— then lending bank fails
— then banks that lent to lending bank may also fail

— chain reaction of failures
systemic risk
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Points to a central way financial market differs from
most other markets:

« small problem in financial market can often spread and
become big problem

— a few bank failures lead to epidemic
« small problems in other markets tend to be self-containing
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Consider potato market

e sSuppose some potato growers’ crops wiped out by blight
— what will happen?

 given fall in potato supply, immediate price rise
— but not end of story

 higher price induces other growers to expand output
e original supply problem contained and mitigated
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« Notice: no need for government intervention in potato

market

— government might put cap on potato prices or tax windfall profits
— well-intentioned, but discourages corrective expansion of potato output
— S0 good case for laissez-faire

« \What about government intervention in banking?
— problem of bank failure not self-correcting
— potential chain reaction provides rationale for bail-outs

not so much to save failing banks
but to prevent others from failing
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Another way that financial and potato markets differ:
* In potato market, failure of one potato grower doesn’t put
other growers at risk
« In financial markets, one bank’s potential failure

Jeopardizes other banks
— and has no incentive to take account of jeopardy it

Imposes
— 1.e., exerts negative externality on other banks

 externality provides rationale for regulation
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— polluter has negative impact on others
— no reason for it to take this into account
— s0, without intervention, polluter has incentive to produce too much pollution

e |n the financial market

— bank has incentive to act too riskily
makes loans that are too risky
takes on too much leverage (debt/capital ratio too high)

e 50 government should intervene

— Impose minimum standards on loans (e.g., subprime loans)
— limit leverage (impose capital requirements)

125



Main reason for financial crisis

126



Malin reason for financial crisis
* lessons from economics about regulation ignored

127



Malin reason for financial crisis
* lessons from economics about regulation ignored
o Alan Greenspan (Fed Reserve Chairman)

128



Malin reason for financial crisis
* lessons from economics about regulation ignored

o Alan Greenspan (Fed Reserve Chairman)
— said financial markets self-regulating

129



Malin reason for financial crisis
* lessons from economics about regulation ignored

o Alan Greenspan (Fed Reserve Chairman)
— said financial markets self-regulating
— wrong in theory and practice

130



Malin reason for financial crisis
* lessons from economics about regulation ignored

o Alan Greenspan (Fed Reserve Chairman)
— said financial markets self-regulating
— wrong in theory and practice

 regulation inadequate before crisis

131



Malin reason for financial crisis
* lessons from economics about regulation ignored

o Alan Greenspan (Fed Reserve Chairman)
— said financial markets self-regulating
— wrong in theory and practice
 regulation inadequate before crisis
— dismantled (Glass-Steagall)

132



Malin reason for financial crisis
* lessons from economics about regulation ignored
o Alan Greenspan (Fed Reserve Chairman)

— said financial markets self-regulating
— wrong in theory and practice

 regulation inadequate before crisis
— dismantled (Glass-Steagall)
— outmoded (shadow banking)

133



Main reason for financial crisis
* lessons from economics about regulation ignored
o Alan Greenspan (Fed Reserve Chairman)
— said financial markets self-regulating
— wrong in theory and practice
 regulation inadequate before crisis
— dismantled (Glass-Steagall)
— outmoded (shadow banking)
— not enforced (subprime mortgages)
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— leverage ratios still lower than in period before crisis

* some steps taken to improve regulation (limit leverage)
— Dodd-Frank in U.S.
— Basel 3 in Europe

e however, in long-run, more needed to improve regulation
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However, reason to be (cautiously) optimistic about future

e In short- to medium-term, banks will behave more
conservatively
— memory of collapse

— still considerable industrial excess capacity
— leverage ratios still lower than in period before crisis

* some steps taken to improve regulation (limit leverage)
— Dodd-Frank in U.S.
— Basel 3 in Europe

e however, in long-run, more needed to improve regulation
— regulation must keep up with financial developments
e.g., shadow banking

o If doesn’t happen, severe financial crises will probably
continue
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 Effective regulation will make financial innovation
less dynamic in U.S. and Europe than in early 2000s

e however, from1940-1980
— good regulation
— no serious financial crises
— reasonable growth

e Canada provides model
— had tough caps on leverage
—almost no bank failures in crisis
— had good growth
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Why did Great Recession occur?

e short answer: financial crisis destroyed so wealth,
demand dropped precipitously

« with drop In demand, drop In output and
employment

e caused vicious cycle
—lower employment meant lower demand

e got “stuck” in low-output low-employment
equilibrium
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Since 1930s, have known that when stuck In
low-level equilibrium

* fiscal policy should be stimulating

—government should prop up demand when there is
excess capacity

—If necessary run deficit
—can “pay this back” in good times

e monetary policy should be accommodating
—Iinterest rates should be kept low
—central bank should create liquidity by buying securities
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These policies followed in US
e $800m stimulus in 2009-10

e major and creative “quantitative easing” by
Federal Reserve

e U.S. has made a slow but steady recovery, to point
where unemployment now below 6%
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Story quite different in Europe

e little fiscal stimulus
—to contrary “austerity” measures followed
 public spending cut
« ECB slow to adopt accommodating monetary policy
—to his credit, Draghi has been vigorous leader
— but arrived only at end of 2011

— limit to what Draghi can do
 without Euro bonds
« without cooperation from fiscal authorities

* Europe has not made a good recovery
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e European situation complicated by high debt/GDP
rates in some countries

 high debt can act as drag on the economy
— S0 desirable to reduce it

* however, at time of excess capacity
— cutting government spending counterproductive
— reduces economic activity and therefore tax revenue
— debt problem gets worse

— good example: Britain after World War |
» had amassed huge debt
 cut public spending severely
 created major recession -- and even more debt
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e Another example: at end of World War ||

— U.S. debt/GDP ratio similar to highest ratios in
European countries today

— but not big political issue
— within 10 years, problem solved by growth

o also analogy with Great Depression

— U.S. made pretty good recovery up to 1936 (New
Deal spending)

— then public spending cut
— relapse in 1937
— Depression finally solved by World War 11
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» Furthermore, although some European
countries have high debt ratios, Europe as
whole doesn’t have this problem

 points to another problem: although EMU has
centralized monetary policy (through ECB)

— no real centralized fiscal policy

e asymmetry not sustainable in long run

— without devaluation, individual countries have
limited options
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What should Europe do?

e stop obsessing about debt and focus on recovery

 coordinate fiscal policy

—If Italy has debt problem, automatic transfers from other
countries

—even better, centralize fiscal authority

* make structural reforms
—Italian labor market far too rigid
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Investment opportunities (public and private)

« with low Interest rates and need for greater demand

— Invest in infrastructure
» good for economy as whole
e good for long run

« with renewed interest in climate change - -
Including historic agreement between U.S. and
China

—Iinvest in alternative energy
 with rising inequality
—Iinvest in education and job training
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