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PREFACE AND ACKNOWLEDGMENTS

In certain respects, this book is a sequel to my earlier book Governing
Global Finance: The Evolution and Reform of the International Financinl
Avrchitecture, which was published by Palgrave Macmillan in 2011. That
book examined the global financial crisis of 2008—09 in the context of the
history of financial crises in the post-WWII era and the efforts by govern-
ments since 1944 to establish and maintain a stable global monetary and
financial order free of major financial disruptions. This book focuses more
directly on the causes and consequences of the global financial crisis with
the benefit of additional hindsight and the efforts of scholars to explain
and understand the key factors behind the crisis and the special challenges
it has posed for policy-makers in dealing with its after-effects. In this con-
nection, it is remarkable to realize how little weight was given to the pos-
sibility of a global financial crisis arising from the credit bubbles in housing
finance in a number of advanced countries and the extent of improvisation
and experimentation that has been required in policy-making to deal with
its shockwaves.

The slow pace of global economic recovery, the persistent threat of
“secular stagnation” and the significant distance of the major central banks
from a normalized monetary policy stance provide dramatic testimony to
the enduring negative effects of the crisis and the still uncertain timing of a
full recovery. In this context, I provide an assessment, which was absent in
the previous book, of the influence of mainstream macroeconomic think-
ing in (unintentionally) setting the groundwork for the possibility of the
financial crisis and its lack of relevance for policy formulation and imple-
mentation in the period since. Given the international dimensions of the
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financial crisis, I also examine the defects in the international financial
architecture in terms of its role in crisis prevention in the period leading up
to the crisis, as well as the more positive role it has played in crisis manage-
ment since late 2008.

One entirely new perspective raised in this book is the role of the finan-
cial sector in exacerbating the problems of income and wealth inequality
in the United States and other advanced countries prior to and since the
crisis. Before the crisis, the growing problem of inequality was not a major
concern of macroeconomic policy-makers and academics, but since the
crisis it has become an important topic of public debate.

Given the enormous impact of the global financial crisis and the con-
tinuing problems of dealing with its after-effects, issues of reform from an
intellectual, institutional and policy perspective have been a major topic of
concern in academic and policy debates. Accordingly, this book attempts
to address some of the issues relevant to this debate in an effort to con-
tribute useful ideas. Of particular concern to me as an economist have
been the reform of financial regulation, the reform of the international
financial architecture and reforms in the theory and practice of macro-
economic policy. These are big topics and have been and will continue to
be in the years ahead the focus of important academic and policy debate.
Clearly, the emphasis they have been given in the period since the crisis
represents one of its major legacies. In this book, my intent has been to
highlight some of the key aspects of these topics and to suggest possible
new approaches that could be considered in the various reform efforts
that are needed. In view of the extent to which financial globalization
has become a dominant feature of the present-day international economic
order, I believe that the greatest challenges for policy and institutional
reform relate to the international financial architecture.

At the end of the book, by way of a summary, I identify a number of
lessons and conclusions from the experience of the global financial crisis
that need to be addressed and considered if future crises of this magnitude
are to be avoided.

Many people have contributed to my thinking on the issues raised in
this book since the outbreak of the crisis. In this connection, I would like
to express my appreciation for the valuable fellowship of colleagues and
students at the Duke Center for International Development and the Johns
Hopkins School for Advanced International Studies, where I have been
teaching for the last decade or so. These academic centers are dedicated
to the highest standards of professional training for graduate students and
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young government officials from around the world in an inter-disciplinary
approach to public policy and international affairs, with a strong emphasis
on international economics and economic development. My interactions
in and outside the classroom have provided numerous opportunities to
reflect on the ideas expressed in this book.

T also wish to acknowledge the invaluable work experience I enjoyed at
the International Monetary Fund, where I was a senior staft member for
many years. This institution plays a central role in the international finan-
cial architecture and epitomizes the meritocratic and technocratic ideals of
an elite international organization on a par with the best national tradi-
tions of public financial administration. This book could not have been
written without the work experiences I had in its regional and functional
activities. Again, my interactions with colleagues of the Fund during and
since my tenure there have influenced my thinking on many of the issues
raised in this book. Needless to say, none of the three institutions men-
tioned above should be implicated as endorsing any of the views expressed
in this book.

Finally, I wish to acknowledge the very able assistance I received
from Xiaoxiao Zhang, a recent graduate of the School for Advanced
International Studies, in putting together the charts presented in this
book and on its cover.

Anthony Elson
Chevy Chase, MD, USA



PrEVIOUS BOOKS BY THIS AUTHOR

Governing Global Finance: The Evolution and Reform of the International
Financial Architecture
Globalization and Development: Why East Asia Surged Ahead and Latin
America Fell Behind

xi



CONTENTS

Introduction

The Financial Crisis of 2008-09: Fragile Banking,
Economic Bust and Deflationary Consequences

Why Did Economists Get It So Wrong?

The Challenge for Macroeconomic Policy in the Wake
of the Crisis

The Role of the International Financial Architecture
Prior to and Since the Global Financial Crisis

The Global Financial Crisis and Inequality

The Quest for Financial Stability at the National
and Global Levels

Toward a Rethinking of Macroeconomics

19

45

71

113

147

169

197

Xiii



Xiv  CONTENTS

9 Conclusions and Lessons for the Future 221

Index 245



Chart 1.1
Chart 1.2
Chart 1.3
Chart 1.4
Chart 2.1
Chart 2.2
Chart 2.3
Chart 4.1
Chart 4.2
Chart 4.3
Chart 6.1
Chart 6.2
Chart 8.1

Chart 8.2

LisT orF CHARTS

Total external assets and liabilities and trade flows as a percent
of World GDP

External assets and liabilities as a ratio to GDP

(a) External assets and liabilities by instrument (in trillions of
US dollars). (b) External assets and liabilities by instrument as a
ratio to GDP

Total assets and liabilities for banks’ cross-border positions
(in trillions of US dollars)

Total US household debt 2000-15 (in trillions of US
dollars)

US real housing prices and house price to rent ratio for USA,
1983-2015

Notional value of credit default swaps (in trillions of US
dollars)

IMF WEO projections for World GDP in constant prices
Central bank total assets and base money as a ratio to GDP
Actual and “shadow” federal reserve policy rates (in percent)
Share of income by population group in the United States
Share of wealth by population group in the United States
Potential GDP estimates and actual GDP for the United
States (in constant dollar index format with 2007 = 100)
Real GDP for the United States with trend lines before and
after 2008 (in trillions of 2009 dollars)

25
32
33
86
89
95
149
150
199

200

XV



CHAPTER 1

Introduction

This book deals with the stability of the global capitalist system and how
it can be made to work better. Few if any persons alive today can remem-
ber the Great Depression of the 1930s, but that event has been recalled
many times since the onset of the global financial crisis of 2008-09, which
brought about the Great Recession. The impact of the recent crisis in
terms of lost wealth for households and corporations has been enor-
mous. Moreover, seven years after the onset of the crisis, its effects are still
being felt in many advanced countries, as output and employment in the
European Union remain below pre-crisis levels, and real wage stagnation,
low inflation and weak economic growth have been continuing problems
in the United States. Except for the extraordinary government interven-
tion and expansionary monetary and fiscal policies, it is quite likely that
a repetition of the Great Depression would have occurred in the after-
math of the 2008 crisis. However, as a result of the government’s rescue
operations, there has been a sharp increase in the public debt of the coun-
tries most affected by the crisis. There has also been an unprecedented
expansion in the balance sheets of the central banks of the countries most
affected by the crisis, as they have aggressively pursued unconventional
monetary methods to promote economic recovery with only moderately
successful results. Moreover, it will take a number of years for these fiscal
and monetary positions to be stabilized or normalized, with uncertain
economic effects as that process is carried out.

© The Author(s) 2017 1
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2 A ELSON

Both of the crisis events noted above were preceded by a speculative
activity (first in the stock market and more recently in housing), which was
supported by excessive and high-risk financing by banks and other finan-
cial institutions. These phenomena have come to be known as “bubble”
activity, which have not been uncommon in capitalist economies because
of the effect of herding behavior among buyers of real or financial assets.
In these events, risk is inappropriately priced in financial markets, with the
result that investment is misallocated. (In the second half of the 1990s,
the “dot-com” bubble was in plain sight as market participants were com-
ing to terms with some of the financial spillovers from the IT revolution.)
At some point, a change in market expectations occurs, partly induced
by a tightening of monetary policy, and a crash in asset prices ensues,
which causes severe losses in the banking sector and for indebted house-
holds. The drop in household and corporate wealth, together with a sharp
decline in bank lending, leads to a severe cutback in economic activity.
Why these financial excesses (booms) and retreats (busts) at the national
and global level take place and what can be done to diminish their likeli-
hood in the future is the subject of this book. In a world of uncertainty,
an economy based on decentralized markets and private decision-makers is
subject to a variety of shocks (both natural and technological) and changes
in investor sentiment, which can lead to cycles in the pace of economic
activity, but near-catastrophic events that lead to a complete breakdown of
the system as in 2008-09 should not occur.

It is important to be clear about what is meant by a capitalist or global
capitalist system. Capitalism is usually defined to mean an economic
system in which the means of production are in private hands (private
property), as distinct from socialism, where those means of production
are under public control such as in the form of state enterprises and,/or
worker cooperatives. In this book, the term is also intended to carry the
connotation that the economic system operates on the basis of decentral-
ized markets in which changes in relative prices for goods and services
determine the allocation of resources in the economy, as distinct from the
decisions of a central planning authority under socialism.

Since the mid-1980, it has been fashionable in the social science lit-
erature to refer to “varieties of capitalism” to capture the idea that there
is not one single model of capitalism, as reflected, for example, in the
different roles that the government plays in the liberal market economy
of the United States compared with the coordinated market economies
of Germany and Scandinavia and the mixed-market-based and state-run
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economy of China. Apart from their role in setting the rules and reg-
ulations for the operation of markets and conduct of business activity,
governments can differ in the degree to which they play a direct role in
investment, production and trade or in capital-labor relations and social
welfare arrangements.! In this book, I will not dwell on these differences,
as the contemporary global economic and financial system has tended to
minimize differences among capitalist economies through the effects of
global competitive forces arising from trade and financial integration and
the impact of multinational financial and non-financial corporations, at
least among those countries of the North Atlantic region where the effects
of the crisis were most virulent.

It needs to be recognized at the outset of any discussion of the capitalist
economic system that this system has been the greatest engine for eco-
nomic prosperity and reduction of poverty in the history of mankind to
date. From the middle of the nineteenth century until 2007, the year prior
to the outbreak of the global financial crisis, real per capita income for the
leading economy in the global system (the United States) expanded at a
compound annual rate of 1.8 percent a year, which raised average real per
capita income (in 1990 US dollars) from US$1849 to US$31,655 over
that time span. During the previous four and a half centuries, income lev-
els on a comparable basis were virtually stagnant, growing at a compound
annual rate of 0.17 percent.? Notwithstanding such gains, global capital-
ism has produced substantial inequality in the distribution of income and
frequent bouts of boom and bust, with the development of a financial
system that has been essential for the expansion of investment needed
to improve productivity and living standards. What is at stake, then, in
the discussion that is laid out in this book is how the global economic
and financial system can be made to work better so that the negative side
effects of'its growth and expansion can be minimized.

Economic and financial crises were largely absent in the immediate
post-WW?2 era. During the third quarter of the twentieth century, national
economies were relatively closed in terms of trade and financial flows and
banks were subject to tight regulation. Then, with the onset of globaliza-
tion in the late 1970s and the growth in international capital flows, there
has been a series of financial crises that have affected both emerging and
advanced countries alike. The most recent one of 2008—-09 has been the
most severe and global in scope and has raised major questions about the
stability of the global economic and financial system. In terms of fore-
gone output, the economic cost of the global financial crisis for the US
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economy on the basis of actual and forecast GDP through 2018 has been
estimated at nearly US$11.5 trillion, a staggering sum. This calculation
includes the loss in output due to a reduction in potential GDP as a result
of the financial crisis (US$3.6 trillion) as well as the loss in output with
respect to a lower trend line of potential GDP (US$7.9 trillion). In addi-
tion, it has been estimated that the additional loss in output that would
have occurred in the absence of the fiscal and monetary interventions of
the government could have amounted to at least US$9 trillion.?

The growth in economic and financial globalization in the last four
decades has been truly remarkable. A standard way for measuring the
growth in globalization is to look at the increase in the global stock of
financial assets and liabilities as well as the annual flows in trade and finance
in relation to global GDP all measured in US dollars. All of these four
aggregates have grown sharply since 1975, and in particular since the late
1990s, but the growth in financial aggregates has far outpaced the growth
in trade (Chart 1.1). In the former case, the stock of global financial assets
and liabilities—reflecting mainly debt, portfolio investment, foreign direct
investment and financial derivatives—has expanded from around US$6
trillion in 1980 to somewhat more than US$200 trillion in 2007, just
prior to the onset of the global financial crisis. Most of this growth took
place among the advanced countries, rising from around 68 percent of
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Chart 1.1 Total external assets and liabilities and trade flows as a percent of
World GDP (Source: World Trade Organization and External Wealth of Nations
Database (http://www.philiplane.org/EWN.html))
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Chart 1.2 External assets and liabilities as a ratio to GDP (Sowurce: External
Wealth of Nations Database (http://www.philiplane.org/EWN.html))

their combined GDP to 463 percent in 2007 (Chart 1.2). During the
period 2000-07, which represented the period of housing bubbles in the
US and selected European countries that preceded the crisis, this ratio
doubled. Most of the expansion in global financial assets and liabilities has
been reflected in an increase in international debt stocks as a result of the
growth in cross-border banking and flows in international debt securities
(Chart 1.3). Again, this growth was particularly strong in the period of the
housing bubble preceding the global financial crisis, during which interna-
tional debt stocks rose by a factor of more than three times.

The aggregate flows of goods, services and financial transactions at the
global level provide another striking image of the expansion in globaliza-
tion. From 1980 to 1995, these flows represented on average around 22
percent of global GDP, mainly because of the impact of global trade in
goods. However, over the next 12 years, including in particular the seven
years leading up to the global financial crisis, these flows as a share of GDP
more than doubled, mainly because of a surge in global financial flows,
reaching a peak of 53 percent of GDP in 2007. The largest component of
these flows was in the form of cross-border bank loans, reflecting a major
expansion in the scale and scope of large multinational financial institu-
tions.* By 2009, there was a substantial reduction in the size of these
flows, amounting to 22 percent of global GDP, thus completing the cycle
of boom and bust that accompanied the global financial crisis during the
first decade of the new century.
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The decade preceding the recent financial crisis was seen as a relatively
benign period of financial globalization, as the countries involved in the
Asian financial crisis of the late 1990s were recovering and reforms had
been made to strengthen the international financial architecture (IFA),
which comprises the institutional arrangements charged with overseeing
the global financial system. In addition, a broad consensus had developed
about the potential benefits that economic and financial globalization
could bring. The expansion in foreign trade and direct investment since
the mid-1970s had proved to be a powerful force in promoting economic
growth among the advanced and emerging market economies alike. More
generally, the growth in the global financial system has provided a number
of indispensable benefits in support of the global capitalist system. First,
global finance has made possible the extraordinary growth in the cross-
border flow of goods, services and capital through international bank-
ing and capital market operations. Second, it has improved the allocation
of investment through the identification of new business opportunities
and ventures beyond national borders. Third, the growth in international
capital markets has expanded the scope for improved risk management for
savers and investors within national borders. Finally, it has increased the
possibilities for consumption smoothing of agents in individual countries
in the face of shocks or volatility in the flow of their income.

Notwithstanding these important benefits, however, the global finan-
cial system has also demonstrated its capacity to foment cycles of boom
and bust in the financing of asset price bubbles and to increase the risk of
financial crises because of the volatility of short-term capital movements
and the phenomenon of “sudden stops” in capital inflows. In addition,
there has been a rapid growth in financial trading activity, related in part
to the advent of high-speed computer transactions, that goes beyond the
socially useful functions of finance identified above and represents a misal-
location of resources and a threat to the efficiency of capital markets. In
order to maximize the benefits of global finance and minimize its risks,
it is essential that governments establish and maintain an effective set of
arrangements for the IFA that is discussed further below and in Chaps. 5
and 7 of this book.

In the period leading up to the recent crisis, three fundamental tenets
about the global capitalist system were widely held in academic and pol-
icy circles, which have now been largely discredited. The first was that
market-based, free enterprise economies had the capacity to maintain a
relatively steady pace of employment and output growth, and in the event
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of periodic departures from that trend, they had the flexibility to be largely
self-correcting such that they could recover that pace mainly through the
effect of natural economic forces. In a global system, these tendencies
were thought to be mutually reinforcing if the major economies operated
close to their potential output level with low inflation by means of each
country’s focus on domestic macroeconomic stabilization and a flexible
exchange rate policy.

The second tenet was that financial markets were efficient in the sense
of their ability to reflect quickly all relevant and available information for
the determination of asset prices so that investment flows could be allo-
cated to their best use on a sound basis and risks could be well diversified.
In a globalized economy, this tendency was to be enhanced through the
free flow of capital and market-determined exchange rates.

The third and final tenet was that economies based on capitalist princi-
ples did not display any systematic bias in the determination of income dis-
tribution and that factor rewards were largely determined according to the
relative contribution of labor and capital to output growth. At the global
level, it was expected that with the free flow of capital, especially foreign
direct investment, a process of economic convergence would unfold, so
that over time disparities in real income per capital among the advanced
and developing countries would be reduced.

The basis for each of these three tenets, and how they have come to be
challenged, is explored in subsequent chapters. The following paragraphs
highlight some of the main points of that discussion.

The notion of the national economy as an equilibrium system, under
which deviations from trend growth would be naturally self-correcting,
is an old notion in economics. In the wake of the Great Depression, this
tenet of “classical” economics originating in the nineteenth century was
the focus of attack by John Maynard Keynes in his celebrated book, The
General Theory of Employment, Intevest and Money. It is interesting to note
how frequently his name and this book have been mentioned since the
onset of the recent financial crisis, as both academics and policy-makers
have struggled to understand its origins and deal with its effects. However,
with the advance of macroeconomics as a discipline since the time of
Keynes, his name and work had largely been set aside by both mainstream
academics and policy-makers as more sophisticated theoretical frameworks
were developed. In the course of that work, a modern or New Classical
paradigm became very prominent in the period leading up to the crisis
that reinforced the idea of the national economy as an equilibrium system.
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In practical terms, this notion was reinforced by the success of “inflation
targeting” and the experience of the “Great Moderation”, which led to a
significant reduction in the variability of output and inflation since the late
1980s. This experience led many policy-makers to believe, consistent with
the prevailing academic paradigm of the economy prior to the crisis, that
severe disruptions associated with business cycles were a thing of the past.

A key element in understanding the dynamic of periodic booms and
busts is that banking and financial activity typically plays a vital role in
promoting both phases of these economic cycles. Such booms and busts
are contrary to the predictions of the efficient market theory of finance
noted earlier. Thus, it is important to understand why banks operate in the
way they do and what role the governmental framework of regulation and
supervision can and does play in augmenting or dampening that source of
instability. In a world of globalized capital flows, it turns out that contrary
to the second tenet explained above, the potential destabilizing forces of
banking and finance can be augmented and transmitted rapidly from one
country to another. As shown in Chart 1.4, the growth in cross-border
banking positions was particularly strong in the decade leading up to the
global financial crisis, rising from a stock of around US$20 trillion in 2000
to around US$60 trillion in 2007, mainly among the advanced countrics.
Because of the development of dense cross-border networks among finan-
cial institutions engaged in international financial transactions, instability
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Chart 1.4 Total assets and liabilities for banks’ cross-border positions (in tril-
lions of US dollars) (Source: Bank for International Settlements, International
Banking and Financial Statistics)
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in the financial markets of one country can be quickly distributed across
borders through the linkages of these networks. This phenomenon was in
full display in the global crisis of 2008-09. As a result, the resolution of
the crisis of necessity has had both national and international dimensions.

At the international level, efforts have been made since the establish-
ment of the International Monetary Fund (IMF) in 1944, and in particu-
lar since the onset of financial globalization, to reinforce and expand what
has been called the international financial architecture (IFA). The IFA rep-
resents the collective effort among the major economies to establish a net-
work of cooperative arrangements, both formal and informal, to promote
stability and sound functioning of the international monetary and financial
system. Some of the main tasks of the IFA have been to exercise oversight
of global financial stability, to promote international policy coordination
and cooperation on financial regulatory standards and to provide an inter-
national lender of last resort (ILOLR) mechanism. Obviously there were
major defects in these arrangements in the period leading up to the global
financial crisis. Accordingly, in understanding the origin of global booms
and busts and to limit their occurrence in the future, one must identify the
defects in the IFA and develop a multilateral reform agenda for the future.
Such a process has been under way in the wake of the crisis, but it is not
clear that it will be sufficient to resolve the problems that contributed to
the crisis and bolster global financial stability on a lasting basis.

The issue of income inequality in the United States and other advanced
economies was largely ignored in public debate prior to the crisis, even
though it had been a growing problem for many years. The burden of
adjustment on many lower and middle class families in the aftermath of
the crisis, however, has aroused particular concern about the major dis-
parities in income distribution that have developed over the last 30—40
years. This concern has been heightened, in part, by the research and pub-
lication in 2014 of Thomas Piketty’s book, Capital in the 21st Century,
which clearly documented the deterioration in the distribution of income
in the advanced countries, especially since the onset of globalization. This
book, the title of which is reminiscent of Karl Marx’s famous book of the
nineteenth century about the capitalist system of that era, has demon-
strated that contrary to the predictions of modern growth theory, there
are certain tendencies (or “laws” in Piketty’s terminology) in the global
economic and financial system that give rise to a skewed distribution of
income. Rather than simply the result of an abstract notion of factor
rewards, Piketty argues that institutions and political power have a sig-
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nificant impact on the distribution of income. One manifestation of these
forces may be reflected in the decline of labor income as a share of total
income in a number of advanced countries. From the 1950s to around
2000, this share was relatively constant at around 65 percent, but after
that year it declined to just below 55 percent by 2013.°

At the global level, it seems that the forces of globalization have exacer-
bated income distribution within countries to a significant extent with the
growth in financial market activity and the demand for high skilled labor
in I'T-based industries. By the same token, one can observe that there has
been some convergence in GDP per capita between the advanced and
certain developing countries (witness the growth of China and East Asia).
Nevertheless, the disparity in income per capita between the richest and
poorest countries has increased with the growth of globalization. For the
purposes of this book, it needs to be understood that financial globaliza-
tion and income inequality were intertwined in that the former played a
role in exacerbating income distribution in the advanced countries and
that the latter was a factor in the bubble phenomenon that preceded the
crisis.

One additional flaw in the global capitalist system that needs to be rec-
ognized is the problem of climate change. Patterns of industrialization and
the use of fossil fuels to support the growth of manufacturing have led to
an unsustainable rise in carbon emissions, which pose a serious threat to all
the natural habitats and patterns of life on the planet. The most advanced
economy in the global system (the United States) and the fastest growing
economy (China) are in fact the two largest polluters. In basic economic
terms, the problem of climate change reflects a massive market failure, in
the sense that the cost of carbon emissions has not been properly reflected
in the relative prices of goods and services dependent on the use of fossil
fuels for their supply. It can be argued that globalization has exacerbated
the problem of climate change as the growth of manufacturing has spread
throughout the global system along with the growth of trade and for-
eign direct investment. However, the issue of climate change will not be
addressed directly in this book as it has not had a significant impact on or
been impacted by the problem of global booms and busts, which is cen-
tral to this book. Nevertheless, there is a role for the financial system in
supporting the development of renewable energy sources and mitigating
the impact of economic growth on climate change in order to promote a
more sustainable pattern of economic development, which is noted briefly
in Chapter 5 of this book.°
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The three tenets described above and the empirical reality that con-
tradicts them will be explored in more detail in the subsequent chapters.
These issues are central to any evaluation of the stability and efficiency
of the global capitalist system. First, one needs to understand how these
distortions and departures from idealized norms arise and then deter-
mine what kind of government intervention is appropriate or feasible. In
such an analysis, it needs to be recognized that the power and influence
of special or vested interests play an important role in determining the
government policy that may make it possible for pre-crisis conditions to
develop. One example of this tendency was the repeal of the Glass-Steagal
regulation in 1999, which limited commercial banks from engaging in the
trading of securities and other financial instruments typical of investment
banks. At the time, officials in the US Treasury Department and leaders
in the US Congress, under intense lobbying from the major banks in the
New York financial community, believed that the repeal of this legisla-
tion would remove an important barrier to an improved operation of the
banking system and financial markets. Among other things, the legisla-
tion repealing Glass-Steagal (the Gramm-Leach-Bliley Act) allowed large
commercial banks such as Citibank to become even larger universal banks
with operations spanning insurance, investment and commercial banking
operations. This reform also expanded substantially the scope for financial
activity outside the perimeters of traditional banking activity in what has
come to be known as the “shadow” banking sector through innovations
in the use of securitized instruments. Consistent with the tenets of the
efficient market theory of finance, these developments were seen as an
improvement in the financial system, which did not warrant close supervi-
sion and regulation. In the event, however, these changes paved the way
for the major banks to engage in reckless, speculative behavior associated
with the housing bubble that preceded the recent financial crisis. Because
banks like Citigroup incurred major losses as the crisis unfolded and were
considered “too big to fail”, the US government ended up providing close
to US$500 billion in liquidity support, capital injections and loan guaran-
tees from the Federal Reserve and the US Treasury for that bank alone,
the largest amount for any financial institution.”

In the wake of the crisis, issues of political economy, as revealed by the
influence of powerful interest groups in the financial community exer-
cised on Congress or directly on government agencies, also played a role
in determining the nature and scope of the government intervention. In
the field of monetary policy alone, the challenges faced by governors of
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the Federal Reserve have been unprecedented. The problem of dealing
with the zero lower bound for policy interest rates for a sustained period
of time, the uncertain effects of quantitative easing and the threat of a
significant reduction in potential output (or “secular stagnation™) for an
indeterminate time in the future have put an unusually heavy burden of
experimentation and uncertainty on central banks not only in the United
States but in Europe as well. This burden is more troublesome, given the
fact that the use of quantitative easing and liquidity creation in order to
lower long-term interest rates to promote investment and spending has
had the unintended effect of exacerbating income inequality via the capi-
tal gains it has promoted with higher yields for a variety of financial assets
which are traded mainly by high income groups. In addition, the search
for yield in this low-interest-rate environment has meant that financial
transactions have focused on more risky investments with the potential for
new bubbles and financial instability to develop.

An examination of all the aspects relevant to an understanding of the
issues raised above would be beyond the scope of one book. My intent
is to examine the global financial crisis of 2008-09 as an example of the
extreme tendencies of the global economic and financial system and to
understand why they exist and what can be done to moderate them. In the
course of the study, I will attempt to identify the main ideological, institu-
tional, policy and political economy factors that affect the stability of the
system, which the reader can pursue by means of the various references
and sources cited in the footnotes to the text. On the basis of this analysis,
I will identify the main lessons of an analytical, institutional and policy
nature that should be drawn from the global financial crisis and its after-
math in order to minimize the possibility of a similar crisis in the future.

The main topical content for the remaining chapters of the book is as
follows. Chapter 2 examines the origins and consequences of the global
financial crisis of 2008-09 in more detail. While unprecedented in the
post-WW?2 era in terms of its scale and reach, this crisis shared certain
features common to other financial crises that have occurred in the age of
globalization with regard to its origins and propagating mechanisms. In
particular, the chapter discusses the links and chain of causation across a
number of advanced countries: from an asset bubble in housing to severe
distress in financial markets and then to a major downturn in economic
activity. In this context, the unprecedented growth in “shadow” banking
activity outside the purview of normal regulatory oversight and the wide-
spread cross-border distribution of securitized financial instruments and
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other derivatives will be examined. The global dimension of the financial
crisis cannot be fully understood without an appreciation for the role of
international capital flows, as reflected in the problem of global imbal-
ances and the complex web of gross capital flows among the advanced
countries. At the same time, the chapter will show how the crisis could not
have occurred without a complete breakdown in the formal and informal
institutional mechanisms for the supervision, monitoring and control of
financial activity, which are essential for the stability of modern capitalist
systems. The chapter will also examine why the recovery from the crisis has
endured so long and why it has been deeper and more long lasting than
recoveries from normal recessions.

Chapter 3 highlights the development of orthodox and mainstream
thinking in the advanced countries since the middle of the last century
regarding the stability of market-based economic systems and the effi-
ciency of markets for financial assets. While these issues have been sub-
ject to continuing debate among academic economists and policy-makers,
what is striking is the degree to which a benign consensus on these issues
had been reached in the period leading up to the financial crisis. This
consensus was reflected in the widespread support for the economic and
financial globalization, liberalization of financial markets, promotion of
derivative trading and primary focus of monetary policy on inflation tar-
geting. The strongly held belief in the underlying stability of modern capi-
talist systems was, to a large extent, grounded in the presumed efficacy of
principal-agent relationships underlying business and financial contractual
relationships and the soundness of their internal risk assessments. The sta-
bility of a market-based economic system was also grounded in the pre-
vailing macroeconomic models used by many academic economists and
policy-makers, which made no allowance for financial instability and sus-
tained departures from macroeconomic equilibrium.

Chapter 4 examines the unprecedented challenges for macroeconomic
policy in the wake of the economic and financial crisis that have persisted
far longer than any other downturn since the Great Depression. In the
field of monetary policy, these challenges have been reflected in the emer-
gence of the zero lower bound for short-term policy rates of the major
central banks and their experimentation with “quantitative easing”. Much
less consensus has been formed for the conduct of fiscal policy, with broad
political support initially for a counter-cyclical fiscal stimulus, followed by
unproductive debate and some withdrawal of fiscal support of economic
recovery on both sides of the Atlantic. A sustained decline in medium- to
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long-term interest rates in real terms has raised concerns about the pos-
sibility of “secular stagnation” as a continuing challenge for the regulariza-
tion of fiscal and monetary policies.

Chapter 5 focuses on the complications for managing an economic
recovery, given the global dimensions of the crisis affecting Japan, Western
Europe and the United States. The particular problems facing the euro
zone arising from its currency union, the defects of its Stability and Growth
Pact and the debt problems of its southern tier (and Greece in particu-
lar) will be examined. The chapter will also highlight the defects of the
international arrangements that governments have put in place (i.e., the
IFA) to promote international policy coordination, global financial stabil-
ity and a harmonized system of financial regulation, which contributed to
the onset of the global financial crisis and have frustrated its resolution.
Clearly, financial globalization had expanded at a pace that far exceeded
the capacity of the IFA to manage.

Chapter 6 examines the impact of modern capitalist systems on income
distribution and the problem of income inequality in the advanced coun-
tries, which was largely ignored in public debate prior to the crisis, even
though it was clearly becoming more distorted in the period of time
beginning well before the end of the last century. A view that income
distribution would improve as countries develop, which had been formu-
lated in the 1950s and 1960s, remained largely unchallenged. The focus
of debate has shifted since the outbreak of the crisis in view of its signifi-
cantly negative effects on low- and middle-class incomes and because of
the landmark study on the long-term evolution of income and wealth
inequality, noted earlier, by Thomas Piketty (Capital in the 21st Century).
The chapter explores the connections between events leading up to the
crisis and the exacerbation of income inequality as regards the contribu-
tion of public policies and the growth in the size and scope of financial
sector activity. The chapter will also identify a number of public policy
reforms in the financial sphere that have the potential to halt or partially
reverse the trend of income inequality, most of which will require some
time to have an effect.

Chapter 7 evaluates some of the major regulatory and institutional
reforms at the national and international levels that are needed to
minimize the risk of economic and financial crises in the future. At the
national level, these involve an expansion in the scope of monetary pol-
icy beyond the short-term employment and inflation goals to include
financial system stability. This change also requires an adjustment in the
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scope of regulatory policy from one that focuses primarily on the pre-
vention of undue risk-taking by individual financial institutions (micro-
prudential supervision) to one that promotes overall stability in financial
market operations (macro-prudential supervision). At the international
level, the chapter will explore the efforts that are needed to improve the
governance and functioning of the IFA so as to promote greater stabil-
ity of the international monetary and financial system. In particular, the
roles of the IMF in international policy coordination and as an LOLR
are highlighted. The case for a sovereign debt restructuring mechanism
is also examined.

Chapter 8 focuses on the criticisms that have been triggered by the
crisis on the role of mainstream macroeconomics in promoting ideas that
contributed to the onset of the crisis, such as the notion of the national
economy as an equilibrium system and the efficient market theory of
finance. While there has been much debate on the veracity and relevance
of these two conceptual paradigms to macroeconomic analysis and pol-
icy, there has also been a strong appeal for the consideration of alterna-
tive frameworks for economic analysis. The chapter considers two such
frameworks, namely the approach of behavioral economics and the impli-
cations of complexity theory. The chapter will also review the growing
interest in alternative approaches for the teaching of economics, which
would involve both mainstream and heterodox ideas and conceptual
frameworks, and a greater emphasis on economic history and the history
of economic thought.

Chapter 9, the concluding chapter, summarizes the main conclusions
and lessons of a policy, institutional and ideological nature that can be
drawn from an analysis of the factors giving rise to the global financial
crisis and of the challenges of dealing with its consequences and afteret-
fects. This discussion will also highlight the main challenges that need to
be overcome and reforms that need to be instituted in order to put the
global economic and financial system on a more sustainable basis. Many of
the reforms that are being implemented or need to be formalized, particu-
larly in regard to the IFA, will require careful monitoring and review on a
sustained basis for a number of years to ensure that they are having their
desired effects. This requirement poses perhaps the greatest challenge for
democratic political systems in which the focus of debate is on a range of
short-term policy issues and the impact of long-term goals are discounted
until another crisis occurs.
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SUMMARY AND CONCLUSION

The global financial crisis of 2008—-09 was a near cataclysmic event that
involved major economic and financial costs on a scale that had not been
evidenced since the Great Depression of the 1930s. Both of these events
have revealed the extreme tendencies of global financial capitalism and the
challenges of maintaining financial stability so that the potentially strong
benefits of the capitalist system can be maximized. These challenges have
become more difficult with the enormous expansion of financial globaliza-
tion since the 1970s, whereby the growth of cross-border financial flows
and linkages among financial institutions has far exceeded the growth in
the international trade of goods and services. During the first quarter cen-
tury following WW?2, financial crises were relatively rare events because
of the tight controls that governments maintained on financial activity,
both nationally and internationally. But with a shift toward financial lib-
eralization during the last quarter of the twentieth century, financial cri-
ses became more common, mainly among the developing and emerging
market economies, as these countries struggled to develop the institu-
tional arrangements and policy tools to deal with financial globalization.
The global financial crisis was the first such event to involve the advanced
countries on a major scale. The spread of financial crises has been a con-
tinuing challenge for the IFA, which represents the cooperative institu-
tional arrangements (such as the IMF) that the governments have put into
place to promote global financial stability. The failings of these arrange-
ments and the need for further reforms are a major focus of this book and
will be examined in subsequent chapters.

The global financial crisis has also revealed significant flaws in the mind-
set of many economists and policy-makers in the period leading up to the
crisis, which projected a benign view of the inherent stability of a market-
based capitalist system and the efficiency of a liberal financial order. The
first of these two ideas had been the focus of attack by John Maynard
Keynes in his analysis of the causes of the Great Depression. However,
the framework of his thinking had largely been abandoned with the devel-
opment of alternative macroeconomic models that supported a policy of
inflation targeting, as validated by the experience of the Great Moderation,
which preceded the global financial crisis. The notion of efficient financial
markets was viewed as essential for the promotion of sound investment
and fostered a relaxed attitude on the part of financial regulators regard-
ing the self-regulating capacity of financial markets. This posture largely
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ignored the important role that financial markets and institutions can play
in promoting economic booms and busts.

The role of the capitalist system in promoting income inequality was
also largely ignored prior to the global financial crisis as economists had
tended to view economic growth and income convergence as coincident
trends. This view has changed in the light of the economic effects of the
crisis and the impact of a major study by Thomas Piketty on the long-
term trends in income distribution in the advanced countries. These three
elements in thinking about the aggregate economy prior to the global
financial crisis are also examined in the subsequent chapters of this book.

NOTES

1. The “varieties of capitalism™ is a vast topic in the political economy
literature which is beyond the scope of this book; see Peter Hall and
David Soskice, eds. (2001) The Varieties of Capitalism: The
Institutional Foundations of Comparative Advantage (Oxford and
New York: Oxford University Press) for a sample of this literature.

2. The estimates of real per capita income levels are taken from the
Maddison database maintained by the Groningen Growth and
Development Centre, which is available at www.gdgc.net/maddi-
son. The growth rate in real income for the period from 1400 to
1850 is based on estimates for the United Kingdom.

3. These estimates are based on a report by Better Markets “The Cost
of the Crisis: $20 Trillion and Counting” (July 20, 2015), which is
available at www.bettermarkets.com.

4. These data are taken from Exhibit E1 in McKinsey Global Institute
“Digital Globalization: The New Era of Global Flows” (New York,
March 2016).

5. The phenomenon of the declining share of labor in total income is
discussed in Roc Armenter, “A Bit of a Miracle No more: The
Declining of the Labor Share” Federal Reserve Bank of Philadelphia
Business Review Q II1, 2015; pp. 1-9.

6. A recent study that examines the role of finance in promoting sus-
tainable development is UNEP “The Financial System We Need:
Aligning the Financial System with Sustainable Development” The
UNEP Inquiry Report (October 2015).

7. The details of this assistance package are presented in the Final
Report of the Congressional Oversight Panel (March 16, 2011).
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CHAPTER 2

The Financial Crisis of 2008-09: Fragile
Banking, Economic Bust and Deflationary
Consequences

Much has been written about the recent financial crisis since its emer-
gence in 2007, as analysts and commentators have tried to come to grips
with its causes and linkages with the Great Recession. The simple fact that
problems in the relatively small sub-prime category of the US mortgage
market could spiral into international financial chaos was testimony to the
enormous spread of financial globalization in the years preceding the cri-
sis. Many of the features of the cross-border financial networks and the
nature of global financial flows that laid the groundwork for the transmis-
sion of shocks from one country to another were not well understood by
regulators and policy-makers prior to the crisis. Additionally, public and
private forecasters in 2008 were not expecting an economic downturn of
the magnitude that occurred in the wake of the financial crisis.

In an attempt to shed light on these issues, this chapter focuses on
three aspects of the financial crisis. First, how did the specific causes of
the recent crisis relate to financial crises experienced by other countries
in the past? While there were unique conditions and characteristics of the
crisis in terms of the role of “shadow” banks and new forms of securitiza-
tion, certain commonalities with other financial crises can be identified.
Second, the chapter tries to elucidate the fragility of the financial structure
and the inverse pyramid of risk that had built up within that structure,
which was at the center of the crisis. In particular, the crisis revealed the
perils of an unregulated system of financial operations in which there was
a complete failing of the private commercial market arrangements that

© The Author(s) 2017 19
A. Elson, The Global Financial Crisis in Retrospect,
DOI10.1057,/978-1-137-59750-2_2



20 A ELSON

normally safeguard the integrity and stability of the economic and finan-
cial transactions in a capitalist, market-based economic system. Third, the
chapter focuses on the chain of links between the outbreak of the financial
crisis in late 2008 and the immediate downturn in economic activity that
followed. The problems in promoting a recovery from that downturn are
taken up in Chap. 4.

THE INGREDIENTS OF A FINANCIAL Crisis: WHAT
Was UNIQUE AND WHAT WAs COMMON?

Financial crises have been a feature of capitalist systems for hundreds of
years. In their seminal book on the history of financial crises (This Time
is Different), Carmen Reinhart and Ken Rogoft identify more than 500
financial crises that have erupted in capitalist-based economies since 1800.
Most of these have taken place in North America and Western Europe.
However, since the modern age of globalization began in the mid-1970s,
financial crises were mainly associated with developing or emerging mar-
ket economies until the global financial crisis of 2008—09. Financial crises
essentially can emerge in three ways: one is a banking crisis, involving
the insolvency of a large number of a country’s banking institutions; a
second form is an exchange rate crisis, involving the breakdown of a fixed
exchange rate system or a collapse in the value of a flexible exchange rate,
and a third is a public debt crisis involving the government’s default on its
domestic or foreign bonds. Quite often these crises can occur simultane-
ously, or in close sequence. For example, if a government defaults on its
sovereign debt, which is widely held by domestic banks, this action by
government can lead to a sudden loss of capital in the banking system and
the insolvency of one or more banks, potentially giving rise to a crisis of
confidence in the banking system. Alternatively, if a banking crisis occurs,
this can follow or lead to a rush in capital flight, which can threaten a
government’s exchange rate peg or capacity to meet the demand for for-
eign exchange, thus giving rise to a sudden drop in the external value of
the domestic currency and an exchange rate crisis. And if the government
intervenes to bolster the capital position of banks considered “too big to
fail”, this action may lead to a significant increase in the government’s
debt burden. If the government’s debt position is considered by market
participants to be unsustainable, then it may confront a sudden jump in
the risk premia on its bonds and difficulties in servicing its debt, and a debt
crisis may develop.
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The financial crisis of 2008 evolved essentially in the form of a banking
crisis, although it involved non-bank financial institutions or “shadow”
banks instead of the regular banking system.! In this regard, as explained
below, the crisis in the United States erupted among financial institutions
that operated completely outside the safety net or regulatory frameworks
which apply to the traditional banking system. Because of the heavy com-
mitment of public funds to bolster the capital position of banks consid-
ered “too big to fail” in both the United States and the European Union
(EU), doubts about public debt sustainability were raised soon after the
crisis erupted, in particular for a number of countries on the periphery of
the euro zone. In these countries (especially Greece, Ireland, Portugal
and Spain), what evolved as a banking crisis quickly turned into a public
debt crisis, following a typical sequence from a banking crisis to a public
debt crisis noted earlier. This second stage of the global financial crisis is
examined in Chap. 5.

Why is banking so prone to crises? The business of banking is inher-
ently risky as it involves the conversion of typically short-term liabilities
(e.g., private sector demand deposits) into longer-term assets in the
form of long-term loans to support purchases of homes by households
(mortgages) or investment or commercial operations of businesses.
In undertaking this activity of maturity transformation, banks play an
indispensable role in capitalist systems. The development of a sound
banking system is an essential ingredient in the economic growth of
developing countries; studies have shown that finance leads economic
growth in developing countries.? In the advanced countries, banks
have facilitated the growth of commerce and serve as a common source
of funding for the activities of large multinational corporations. In the
economist’s abstract world of perfect markets, banks are not needed, as
savers and investors can deal directly with each other as they share full
information and can cover the risks of borrowing and lending through
market instruments that cover all sorts of contingent risks. However,
in the real world, complete and perfect markets do not exist and thus
banks are needed to facilitate the transfer of funds from savers to inves-
tors. On the liability side, banks offer a nominal return to individu-
als or businesses for their short-term deposits that provides a liquid
asset for their cash requirements and payment needs, while on the asset
side, banks search for the best investment outlet that offers a good
rate of return, which in the aggregate can improve the allocation of
investment.
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There are risks for banks on both sides of their balance sheet, as deposi-
tors may decide to withdraw their funds without much notice or in large
amounts if they fear that one or more banks may be in trouble. On the
asset side, bankers cannot know with certainty how borrowers will use
the proceeds of their loans. To mitigate these risks, governments have
developed deposit insurance to give confidence to individual depositors
and more stability in the funding for banks, while banks typically require
borrowers to provide collateral assets as a guarantee for the repayment of
loans. At the same time, governments have created central banks as the
lenders of last resort to provide liquidity to banks in the event they suffer
a sudden withdrawal of deposits and are unable to find willing buyers for
their investment assets in order to raise cash to meet depositor demands.
These two forms of public support to promote the stability of the banking
system at the same time create a “moral hazard” for banks, in that with
the benefit of this safety net they may be more willing to pursue risky
investment ventures in the hope of higher financial rewards. Accordingly,
a proper regulatory framework and active bank supervision are required to
minimize that moral hazard.

It should be noted that the inherent risks for banks in their act of matu-
rity transformation is compounded if a bank is internationally active and
may be involved in currency transformation as well—that is, borrowing in
one currency and lending in another. If a bank borrows short-term funds
from a foreign financial institution denominated in a currency different
from its own to make a domestic currency loan, the bank may face capital
losses in renewing that funding in the event of the depreciation of the
domestic currency. In these circumstances, a bank is facing what is called a
“double mismatch” of risk on its balance sheet—one of maturity and the
other of currency—which greatly increases the potential risk of insolvency
involved in its operations. In an age of financial globalization, double mis-
matches of risk have been an important factor in most financial crises.

In the traditional textbook version of money and banking, banks are
heavily reliant on deposit accruals (or retail funding) to fund their com-
mercial lending operations and must maintain a certain proportion of
those deposits as reserve balances with other banks or the central bank to
meet reserve requirements or liquidity needs in the event of deposit with-
drawals. In this environment—which best typifies the situation of a small-
town thrift institution, credit union or commercial bank—the money
supply and stock of bank credit is determined by the central bank through
its issue of so-called base money or high-powered money (i.e., currency
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issue and bank reserve deposits) and the cost of borrowing reserves in the
inter-bank market that it determines through its open-market operations.
The money supply (narrowly or broadly defined) and thus bank credit are
determined by the interaction of base money and the money multiplier or
the ratio between the money supply and base money. The latter, in turn,
is determined by the reserve deposit ratio or reserve requirement of the
central bank and the currency-deposit preference of the public. However,
in a world of large commercial banks that are active in the capital markets
and “shadow” banks that are fully reliant on funding in the capital mar-
kets, this textbook view of banking is inadequate and misleading. In such
a world, the stock of bank credit and money or liquidity is determined
mainly by the lending activity of banks, and the central bank has only indi-
rect control of bank credit through its influence over short-term interest
rates in the inter-bank market for reserves. In this view of banking, a com-
mercial bank seeks out lending opportunities or responds to the demand
for funding by investors by creating loans, as a result of which it creates
counterpart deposits that borrowers use in the course of the commer-
cial activity for which bank funding was sought. Within this framework
of analysis, the money supply increases as bank lending grows and banks
borrow reserves from other banks if they face a deficiency of reserves for
purposes of reserve requirements. This alternative view of the process by
which the growth in money and credit is determined is consistent with
the shift in central bank policy over the past few decades: from a focus
on quantitative magnitudes such as base money and the money supply to
one focused on the cost of credit through variations in the central bank’s
short-term policy rate.?

In the case of the “shadow” banking system, which does not pro-
vide bank deposit services for individuals, funding for investment bank-
ing operations is provided by other non-bank financial institutions in the
form of short-term repurchase agreements (or “repos”) or commercial
paper (wholesale funding). In this system, the risk of maturity mismatch is
accentuated as the investment activity of the non-bank (“shadow”) finan-
cial institution is long-term in nature and the funding is typically of an
overnight maturity that has to be renewed on a continuing basis with the
pledge of collateral linked to the asset being financed. Short-term borrow-
ing or leverage tends to be maximized, given the tax advantages of inter-
est payment deductions and the goal of maximizing returns on invested
equity in the institution. As discussed below, leverage played a very key
role in the development of conditions that led to the global financial crisis.
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In virtually every case, a banking crisis has been associated with
an economic boom or “bubble” phenomenon typically in the hous-
ing market, in which households or businesses engage in a frenzy of
activity and banks get involved in the prospect of easy profits. Among
emerging market economies, banking crises have often been associated
with a program of financial liberalization, involving the lifting of inter-
est rate controls or lending restrictions on banks. In these conditions,
a banking crisis develops because of two fundamental problems. One is
that banks become eager to lend but do so without the proper internal
controls and risk assessment procedures that banks need in order to
operate successfully in a liberalized market environment. The other is
that the government fails to put in place an appropriate regulatory or
supervisory environment to assess the riskiness of bank operations in a
more liberalized environment and to ensure that banks are adequately
capitalized. In the case of the Asian financial crisis of the late 1990s,
these conditions were fully at work in the banking crises that Korea
and Thailand experienced. In addition, governments in those countries
actively encouraged their banks to borrow short-term funding from
abroad to finance domestic lending operations, thus exposing them
to the potent risk of double mismatches noted earlier. The banks were
relaxed about the risk of a currency mismatch in their lending opera-
tions as they believed that the government was committed to maintain-
ing a fixed exchange rate or would cover their losses in the event of any
currency depreciation.

The role of financial institutions in fomenting a housing or stock mar-
ket boom and the critical funding mechanism of leveraged finance or bor-
rowed funds as distinct from equity capital in supporting such a boom
point to the essential feature of rapid credit or asset growth of financial
institutions as the main predictive indicator for a financial crisis. In fact, in
the course of examining the features of banking and financial crises over a
number of decades, academic studies since the outbreak of the crisis have
identified a boom in the growth of financial credit as the most impor-
tant predictor of a financial crisis.* In the case of the United States, for
example, the growth in mortgage debt was particularly strong in the years
prior to the financial crisis, rising from US$3.9 trillion in 2000 to US$9.1
trillion in 2007 (see Chart 2.1)

One important analyst of financial crises whose work has pointed to the
critical role of bank credit expansion is Hyman Minsky. According to his
“financial instability” hypothesis, banks play an inherently destabilizing
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Chart 2.1 Total US houschold debt 2000-15 (in trillions of US dollars)
(Source: New York Federal Reserve Bank, Consumer Credit Panel)

role in the economy in the absence of effective bank regulation and super-
vision.® This tendency is most clearly in evidence during periods of relative
calm in economic activity, when banks are under increasing pressure from
shareholders and boards of directors to increase their profits and return
on equity. Accordingly, bank managers seck out increasingly risky ventures
and investment opportunities in an effort to improve their profitability.
Over time, banks take on higher risk in their lending activity, especially
in the context of herding behavior, which inevitably leads to losses and
the possibility of a banking crisis as banks reach a stage of what Minsky
called “Ponzi finance”, in which they make loans simply to enable the debt
service on existing loans to be repaid. In the lead up to the global financial
crisis, this behavior was clearly evident in the refinancing of mortgages
during the housing bubble and in the operations of the major US banks,
which participated in the securitization boom through the mechanism of
off-balance-sheet special investment/purpose vehicles (SIVs/SPVs). The
oft-quoted statement of the former Chairman of Citibank (Chuck Prince)
that “while the music is playing, you have to get up and dance” speaks
perfectly to the motivations underlying Minsky’s “financial instability”
hypothesis.®

More recent research has shown—consistent with Minsky’s “finan-
cial instability” hypothesis—that the financial sector can expand in ways
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that are destabilizing for the overall economy. As noted earlier, a grow-
ing financial sector is clearly correlated with economic development and
is an important contributing factor to the economic growth of nations.
However, according to the work of Thomas Philippon, in the decade prior
to the Great Depression and again in the lead up to the global financial cri-
sis, there was a sharp acceleration in the growth of financial intermediation
and financial sector profits as a share of GDP.” Some of this growth has
been identified with the phenomenon of “financialization” that is asso-
ciated with the churning of financial activity as reflected in high-speed
transactions and momentum trading. Of further relevance to the financial
crisis, other studies have shown that the growth of the financial sector
itself can reach a point where it becomes a negative factor for economic
growth and financial sector stability, as it is likely to have been the case
in the United States on the eve of the financial crisis.® As noted earlier,
financialization was also a factor in the exacerbation of income inequality
in the United States prior to the global financial crisis, which is examined
in Chap. 6.

THE PYRAMID OF RiskS PRECEDING THE (GLOBAL
FinanciaL Crisis

In the case of the global financial crisis, one can see the typical case of the
growth of financial activity associated with a bubble phenomenon. In the
early 2000s, a boom in housing sales developed in the United States in
part with the encouragement of two large government-sponsored entities
(GSEs-Fannie Mae and Freddie Mac), which were created to refinance
mortgage lending by private institutions through their long-term borrow-
ing in the capital markets. The US Congress was particularly interested in
promoting home ownership among low-income families and thus man-
dated that Fannie and Freddie refinance the so-called sub-prime loans
originated by savings and loans or other mortgage lenders with little or no
down payment on the part of their customers. Then, with the assistance
of Countrywide Financial, the largest and most active lender in the sub-
prime lending category, the two GSEs created so-called mortgage-backed
securities (MBS)—which were financial assets comprising both regular
and sub-prime loans—that were sold as a securitized financial instrument
with the underwriting of investment banks. These were the initial steps
involved in the creation of a financial boom that operated completely out-
side the scope of the traditional banking sector and the purview of any
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regulatory structure. Both the GSEs and institutions like Countrywide
were subject, in principle, to regulatory oversight by specialized agencies,
but both of these agencies exercised a very light touch and limited inspec-
tion in their supervisory activity.

The creation of securitized instruments such as MBS was an example of
useful financial innovation as it expanded the scope of financing for home-
buyers and mortgage lenders and created a new long-term investment
vehicle for investors in the capital market. It also changed the nature of
mortgage lending in that what was traditionally an operation of “originate
to hold” for the asset side of a mortgage lender became one of “origi-
nate to distribute”. Instead of holding a mortgage for the duration of its
term as an investment of the lending institution (“originate to hold”), that
institution simply became an intermediary in the creation of mortgage
loans and their sale to another financial institution (“originate to distrib-
ute”) that was specialized in the packaging of these loans in a new financial
derivative instrument (or MBS) which was sold to investors in the capital
markets.

What turned out to be problematic with this example of financial inno-
vation is that it became subject to fraud and abuse and was not exposed
to the careful risk assessment that would normally accompany securities
sold in the financial markets. The fraud and abuse that set in at the stage
of “originate to distribute” is that lending institutions began to lower the
credit standards that they applied to sub-prime and other loans for low-
income borrowers (so-called ALT-A loans)—because of the buoyancy of
prices in the rising housing market—and did not disclose these defects in
the loans which were sold to the packagers of MBS. These agents, in turn,
did not properly disclose the quality of the underlying mortgage loans that
they blended together in the MBS.

As the market for MBS and for other securitized instruments or deriv-
atives such as collateralized debt obligations (CDOs) developed, other
financial institutions became involved. CDOs had developed as hybrid
derivatives or structured financial instruments that a large bank would
typically create using a pool of its financial assets such as credit card
interest due, student loan payments and often other receivables which it
would transfer off its balance sheet through the device of these instru-
ments. During the housing bubble, CDOs were used mainly to package
together different tranches or pools of mortgages from different MBS
that were judged to carry different degrees of risk. The fact that many
different mortgages were pooled together in these tranches minimized
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the risk of the overall security, it was thought, as the risk of default of
an entire class of mortgages was viewed as unlikely. Cash flows to CDOs
were ranked from senior to junior, with any losses allocated first to the
junior tranches as a form of protection to the more senior ones. As the
market for these derivatives grew, further adaptations were introduced
in the form of “synthetic” CDOs, which did not actually contain any
mortgage-related assets but were designed to replicate their structure
by means of another form of derivative known as credit default swaps
(CDS; see below) as a means of speculating on the value of the original
CDO or MBS/?

During this rapid expansion of the securitization process, the credit
rating agencies (CRAs) failed to exercise due diligence in their assessment
of the risk of these securities as they would for other securities (stocks and
bonds) sold in the capital markets. In part, this failing can be attributed to
the lack of full disclosure about the underlying elements packaged in the
MBS /CDOs and the absence of experience as to their performance in the
markets. More importantly, however, the CRAs were under great pres-
sure from investment banks and other underwriters for the MBS /CDOs
to assign a high credit rating to these securitized instruments (AAA in
most cases) in order to attract buyers and to promote their appeal for
financial institutions. Put simply, under the prevailing regulatory frame-
work, AAA securities held by banks were not subject to any capital charge
in the determination of their capital adequacy. An important institutional
and fiduciary deficiency within these private market arrangements was
that the CRAs were subject to a major conflict of interest as they were
paid by the investment banks and other financial institutions that traded
in the securities they rated. Thus they were under great pressure in the
case of the MBS /CDOs to give them high credit ratings if they wanted
to maintain a good business relationship with these firms. As a result,
the first tier of a fragile pyramid of risk was created with these securitized
instruments.

Money market funds were prominent providers of short-term funding
for the purchase of these securities, which banks in the United States and
Europe held either directly on their balance sheet or in off-balance-sheet
SIVs/SPVs (special investment/purpose vehicles). The attraction of the
latter legal entity is that it was not subject to normal regulatory oversight or
minimum capital requirements except for the condition that any assets held
in SIVs in the case of a withdrawal of funding or their illiquidity had to be
transferred to the balance sheet of the parent financial institution, in which
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event they would become subject to regulatory scrutiny. Typically, SIVs
would be established with minimal capital and would borrow very short-
term loans from a money market fund in the form of REPOs or commercial
paper to invest in medium to long-term MBS and CDOs, which served as
the collateral for the SIV’s funding instruments. Major investment banks
such as Bear Stearns, Lehman Brothers and Goldman Sachs also became
significant buyers and sellers of securitized assets, and these institutions,
while nominally subject to the oversight of the SEC, had become essen-
tially exempt from supervision. As a result of its rulings in 2004, the SEC
in effect exempted investment banks from formal capital adequacy require-
ments and allowed each of them to determine their net capital requirements
for market and derivatives-related credit risk on the basis of their own inter-
nal, mathematically based risk models.!® The intent of this change was to
put large investment banks, such as Bear Stearns and Lehman Brothers, on
the same footing as regards the proposed requirements of the new Basel
II capital accord, which established that the large commercial banks could
determine their capital requirements on the basis of internal risk models. In
effect, this change allowed these banks to substantially increase their lever-
age in the trading and acquisition of MBS and CDOs.

As a result of the minimization of equity requirements in the opera-
tions of these financial institutions and SPVs, a very profitable business
was developed on the basis of heavy borrowing or leverage, the proceeds
of which were used to invest in securitized instruments. Prior to the crisis,
the degree of leverage in this non-bank or “shadow” banking sector of the
financial markets—that is, the ratio of total assets to capital—typically rose
to around 30:1 and even as high as 50:1. The fragility of this mode of oper-
ation, as a second tier in the fragile pyramid of risk leading up to the global
financial crisis, was revealed by the fact that most of the borrowing was
extremely short-term, typically overnight in the case of REPO financing
from money market funds. In addition, with leverage ratios of 30 to 1,
any impairment in the value of MBS /CDOs of, say, 3—4 per cent would
eliminate the equity of the entity, using mark to market accounting rules,
and push it into insolvency. In such a situation, the only safeguard against
this fragility was an expectation on the part of the funders of SPVs that
in the event of any impairment in the value of MBS/CDOs they would
be brought back onto the balance sheet of the originating bank. What
is remarkable about the lending or investment operations of “shadow”
banks prior to the crisis is the rapidity with which these institutions were
able to gear up to high levels of leverage for purposes of participating in
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the housing finance boom, and then unwind these operations as funding
began to disappear.

The third tier of the inverse pyramid of risk that developed with the
financing of the housing boom prior to the financial crisis of 2008—-09 was
the development of credit default swaps (CDS) as another form of deriva-
tive instrument related to MBS, CDOs and other securitized instruments.
As in the case of CDOs, CDS contracts were traded over the counter—or
directly with counterparties—instead of being traded on an exchange and
cleared through a clearinghouse, as in the case of swaps and options for
stocks and bonds.

CDS were developed by investment banks and large insurance groups,
such as the American International Group (AIG), as a form of insur-
ance against the possibility of any loss in the value of MBS and CDOs.
At the end of the 1990s, senior officials in the US Treasury Department
recommended that trading of these derivatives should not be subject to
any regulation, as distinct from derivatives sold on exchanges. This rec-
ommendation was maintained over the objection of the Chairman of the
Commodity Futures Trading Corporation, who predicted that the absence
of'any regulation of derivative trading would expose the financial system to
undue risk. Subsequently, this recommendation was endorsed by Congress
and embodied in the Gramm-Leach-Bliley Act of 1999, cited in Chap. 1,
which also repealed the Glass-Steagal provision that prohibited commer-
cial banks from engaging in the activity of investment banks. Nor would
issuers of CDS need to hold any reserves to cover the possibility of their
redemption in the event of a default in the underlying components of these
securities. In effect, these provisions encouraged the use of CDS for purely
speculative purposes. Those in support of the Congressional action, such
as Treasury Secretary Lawrence Summers and Federal Reserve Chairman
Alan Greenspan, argued that the creation of CDS was another useful inno-
vation in modern finance in the direction of creating a more complete set
of financial markets that would allow for improved risk management on
the part of traders and investors. The only problem in this underlying faith
in the efficiency of financial markets was that risk was severely mispriced in
the issue and trading of securitized instruments and their associated deriva-
tives, either because of improper disclosure about the risk of the underlying
components of these instruments or misinformation on the part of traders
who wanted to promote their sale. As a result, the purchase and trading
in CDS became attractive to speculators who had no underlying position
in MBS /CDOs but wanted to take bets on the safety of these securities.
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What was remarkable about AIG’s operations is that it was not only
substantially involved in the sale of CDS but also involved in the purchase
of CDOs through its securities-lending activities. Securities of AIG’s life
insurance subsidiaries, mainly in the form of corporate bonds, were loaned
to banks and broker-dealers in exchange for cash collateral, which was
then invested in a variety of other market-based financial instruments in
which it was expected that AIG could earn a higher yield than that paid
on the securities involved in its lending activities. In the period prior to
the crisis, AIG steadily increased the share of its securities-lending activity
based on the assets of its domestic life insurance companies as well as the
share of those investments in CDOs of the kind described above. By 2007,
that share is estimated to have reached 65 per cent. As a result, AIG was
making bets on both sides of its balance sheet on the safety and soundness
of new, untested securitized instruments related to the housing boom that
ultimately proved to be disastrous to its financial solvency.!!

Prior to the crisis of 2008, there had been a significant run-up in the
value of housing and in the size of the “shadow” banking sector which
had developed to support the housing boom. According to data collected
by Economics Nobel Prize winner Robert Shiller, one of the creators of
the Case-Shiller house price index, the median price of home sales in the
United States rose by more than 80 per cent between the beginning of
2000 and the peak of the housing bubble in July 2006. Chart 2.2 shows
the median house price in real terms, as well as the house-to-rent ratio,
for the period 1983-2015. Both series show clear evidence of a bubble
phenomenon during the period from the late 1990s through 2005.
During this time period, there was also an explosion in the issue of non-
agency based mortgage-backed securities, CDOs and CDS, as the fund-
ing vehicles for this bubble. According to data collected by the Securities
Industry and Financial Markets Association (SIFMA), the outstanding
value of non-agency MBS and CDOs rose from less than US$1 trillion
in 2000 to US$4.1 trillion in 2007.12 Meanwhile, the notional value of
the outstanding stock of CDS rose from just under US$1 trillion in 2001
to US$58 trillion at the end of 2007 according to data collected by the
International Swaps and Derivative Association (ISDA), which is illus-
trated in Chart 2.3.13 The rise and then fall in the stock of CDS is perfectly
consistent with measures of the housing bubble derived from the Case-
Shiller home price index referenced above. This close similarity in these
two data series suggests the great extent to which this derivative instru-
ment became a primary tool for speculation (e.g., by means of synthetic
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CDOs) rather than a vehicle for insuring against a decline in the value of
a mortgage bond contract.'*

Another factor in the promotion of the housing boom was the mon-
etary policy of the Federal Reserve. Coming out of the dot-com bubble
which exploded in 1999, the Federal Reserve had reduced its short-term
policy rate substantially in order to limit the impact of the loss in stock
market wealth on spending and to sustain economic activity. The easy
money policy of the Fed was maintained through the middle of the 2000s,
which in itself acted as a spur to a run-up in housing values as the reduc-
tion in yield on stocks and bonds led investors to bid up the prices of
other assets such as housing in their search for higher yields. A major
question of controversy has developed over the issue of when the Federal
Reserve should have begun to raise its short-term policy rate toward more
normal levels in order to moderate the bubble in the housing market.
According to one oft-quoted rule, based on a statistical model developed
by Professor John Taylor of Stanford University, the Federal Reserve held
its short-term policy rate at too low a level for too long a time.'® The sharp
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rise in this rate during 2006 was one factor in the collapse of the bubble
in that year as the associated rise in mortgage lending rates made it more
difficult to refinance mortgages for homebuyers, which served to put a
brake on the bidding up of housing prices. During the housing boom,
the quick rise in the equity value of homebuyers had allowed them to refi-
nance mortgages that they had difficulty in sustaining.

From an international perspective, the fragility and high risk of the lend-
ing arrangements of the housing boom in the United States were matched
by similar housing booms in Ireland, Spain and the United Kingdom. In
a similar fashion to that of the Federal Reserve, the European Central
Bank (ECB) during the period prior to global financial crisis pursued an
casy monetary policy in which its policy rate was maintained at a very
low level. In addition, large European banks became major participants
in the trading and acquisition of securitized instruments associated with
the boom in the United States. With the creation of the euro zone and a
single financial market of its constituent member countries in 1999, banks
in one country of the euro zone were allowed to do business in other
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countries. Cross-border bank lending also became attractive as risk pre-
mia, which had been relatively high for many borrowers in the southern
tier countries of the euro zone, were sharply reduced with the creation of
the single financial market. Accordingly, banks in the northern tier coun-
tries of the euro zone became active lenders to houscholds, businesses and
governments in southern countries based on the expectation that those
governments would pursue a sound fiscal policy following the rules of the
euro zone’s Stability and Growth Pact and would not allow private credi-
tors to default.

Looking outside the euro zone, major banks in Western Europe took
an active interest in the market for securitized instruments in the United
States. One common form of participation was that these banks would
borrow on a short-term basis from money market mutual funds through
their branches in the United States and then purchase MBS /CDOs. On a
consolidated basis, these flows were treated as cross-border flows for the
purpose of balance of payments accounting. However, the magnitude of
these flows was largely misunderstood by analysts prior to the crisis. At
that time, economists and policy-makers were mainly focused on the issue
of global imbalances arising from the growing current account deficit of
the United States and the expanding current account surplus of emerging
market economies such as China and other countries of East Asia. The
size of these imbalances was considered to be a problem, as the net capital
outflows associated with the current account surplus of Asian and other
emerging market economies was seen to be a factor in promoting and sus-
taining a housing finance bubble in the United States and some European
countries. At the same time, there was concern about a sudden change in
exchange rates, as governments were not allowing exchange rates to adjust
in response to these imbalances or taking other monetary and fiscal mea-
sures to support the adjustment process. With the heightened focus on net
capital flows between current account surplus and deficit countries, the
size and implications of the gross flows between financial institutions in
Europe and the United States were largely ignored. On a net basis, these
inflows and outflows largely offset each other so that there was no impact
on the current account position of these two regions.

Within the euro zone, however, a more typical phenomenon of finan-
cial flows between deficit and surplus countries was in evidence. While
the aggregate current account position of the euro zone prior to the
global financial crisis was roughly in balance, this outcome masked a sharp
divergence in the competitive position of the northern and southern tier
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countries, which gave rise to surplus countries such as Germany and the
Netherlands in the North and deficit countries such as Greece, Portugal
and Spain in the South. Because of the generalized reduction in interest
rates that took effect with the creation of the euro zone and the perceived
reduction of credit risk of the Southern tier countries, banks in the North
became active lenders to homebuyers in the South, thus sustaining a hous-
ing credit bubble in those countries and a current account deficit in the
latter region.

FinanciaL AND ReEaL Economy LINKS IN THE TRANSITION
FROM Boom 1O BusT

In order to explain the global financial crisis, one needs to understand
the links between stress in the mortgage housing market and declines in
economic activity on both sides of the Atlantic, which involve a num-
ber of sequential steps. The first element in this chain of linkages was the
widespread circulation of securitized instruments in the form of MBS and
CDOs. As noted earlier, these were attractive to banks and other financial
institutions because of the broad-based market for their purchase and sale,
the attractive ratings they were given and the availability of CDS to pro-
tect against the risk of their default. Once the underlying security of these
instruments was placed in doubt and the perceived risk of default became
more widespread, then the conditions for panic and the withdrawal of
financing typical of a classic banking crisis emerged. The critical initial step
in this tipping process was the end of the housing bubble and the deflation
of housing prices beginning in 2006. One factor in this development was
a change in expectations on the part of homebuyers and their financiers
about the future course of home prices. Such a change is typical of any
bubble phenomenon that has occurred in the past. In retrospect, it always
becomes clear that a bubble was present in the run-up of prices for a given
asset, but in real time it is difficult to predict when that turning point
will occur. According to the home price data assembled by Robert Shiller
cited earlier, the national index of home prices, based on a number of
regional markets in the United States, rose by more than 80 per cent from
January 2000 to its peak level in July 2006 and then fell by nearly the same
percentage over the next five and a half years, which provides clear evi-
dence of a bubble phenomenon. In a number of US cities, the index more
than doubled in the upswing of the bubble.!® This same pattern of home
price adjustment was evident in a number of countries of the EU, and
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was particularly strong in the case of the United Kingdom, where average
home prices more than doubled in real terms between 2000 and 2007.

It is also of interest to know what was driving the run-up in home
prices. In the case of the United States, at least two factors have been
identified. One is the rise of income inequality in the latter decade of
the twentieth century that was creating an incentive for lower-income
groups to pursue home ownership as a means of improving their relative
wealth position vis-a-vis better-off groups in society. As explained later on
in Chap. 6, there have been many factors at work in the rise in income
inequality. One of them was the expansion in financial activity and the
concentration of profits among financial traders and managers of large
financial firms, which was on a rising trend in the years prior to the finan-
cial crisis. The role of income inequality in driving the housing boom was
first propounded in a book by Raghuram Rajan (Fault Lines: How Hidden
Factures Still Threaten the World Economy 2010) and further expanded in
an elaborate study by Atif Mian and Amir Sufi (House of Debt 2014). To
some extent, as noted earlier, this drive for income and wealth equality
in the acquisition of homes was facilitated by the policy of Fannie Mae
and Freddie Mac, at the direction of the US Congress, to encourage the
expansion of sub-prime and Alt-A mortgages in order to promote home
ownership on the part of the poor.

The other factor that can be identified in the housing bubble is that
of speculation, which is common to all bubble phenomena. Homebuyers
were active in the housing market in the expectation that their equity
stake in a purchased home would increase quickly, allowing them to take
on additional debt in the purchase of a larger home or the acquisition of
household goods with which to furnish the home. There is some evidence
that professional speculators were also active in the housing market simply
for purposes of short-term financial gains, thus taking advantage of the
presence of herd behavior.

One possible trigger for the change in expectations on the part of par-
ticipants in the market was action taken by the Federal Reserve to reverse
its easy monetary stance and raise its short-term policy rate to more nor-
mal levels. As noted earlier, one of the common criticisms of the Federal
Reserve is that coming out of the dot-com bubble at the turn of the
century it held its policy rate too low for too long a time, thus feeding
the development of a new bubble. In any event, with the rise in long-
term rates for mortgages during 2005 and 2006, the incentive for home
buying was dampened. In addition, the burden of mortgage debt began
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to increase and the value of this debt began to rise above the value of
homes for many buyers who provided little or no down payment for their
purchases—which was typical for those in the sub-prime and Alt-A mar-
ket. In these conditions, defaults on mortgage debt began to rise, which
led to a weakened asset position for financial institutions holding such
debt and doubts about the underlying safety of MBS in which low-income
housing debt was embedded. With an increase in the rate of home loan
defaults, creditors tightened the conditions or collateral requirements for
their loans to home mortgage financial institutions and short-term financ-
ing for investors in MBS/CDOs, as well as the cost of CDS. However,
with increasing doubts about the intrinsic value of these derivatives, the
conditions for full-scale panic were created as the resale market for these
securities dried up and the short-term funding for their investment (i.e.,
overnight REPOS /commercial paper) was withdrawn.

During 2007-08, the environment caused by these conditions created
increasing difficulties for the “shadow” banking community, which was
heavily committed to the financing of the housing bubble. The tipping
point for the emergence of full-scale panic—on the part of traders in
MBS /CDOs and the liability side of the “shadow” banking system—was
the failure of Lehman Brothers in September 2008. Under the require-
ments of mark-to-market accounting, Lehman was facing mounting bal-
ance-sheet losses on its extensive holdings of mortgage-based securitized
instruments as it approached the declaration of its insolvency. Prior to
that point, financial market participants were not fully aware of the scale
of its investment in MBS/CDOs and of the complexity of its financial
relationships with other participants in the “shadow” banking system
both at home and abroad. To a large extent, Lehman Brothers’ true
financial position—and that of other investment banks—was concealed
by creative accounting practices at the end of any reporting quarter,
which obscured its holdings of derivatives in order to re-assure investors
or financial analysts of its financial soundness.!”

The failure of Lehman Brothers and the unwillingness of the govern-
ment to engineer a bailout of the institution led to doubts about the via-
bility of other investment banking institutions and large commercial banks
such as Citigroup, which were also heavily invested in securitized instru-
ments through off-balance-sheet SIV /SPVs. Losses for these institutions
then created problems for issuers of CDS, such as AIG, which had not set
aside sufficient reserves to withstand any significant encashment of CDS
against losses in the market for MBS /CDOs.
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Defaults and bankruptcies in the “shadow” banking system follow-
ing the failure of Lehman Brothers had negative ripple effects on other
segments of the financial markets both in the United States and Europe,
notwithstanding bold action on the part of the Federal Reserve and US
Treasury Department to provide liquidity and equity support for financial
institutions that were put at risk from these events. With full-scale panic
rising in the “shadow” banking system and fears of contagion damaging
the wider financial system, a generalized decline in financial-asset values
took root in the last quarter of 2008 and early 2009.

At this point in the financial crisis, at least three channels of nega-
tive spillover effects spread from the financial markets to the real side of
the economy. One was the decline in financial wealth, which dampened
the confidence of consumers and investors in the future outlook for the
economy and their willingness to maintain current spending levels. This
channel could be identified with a negative “wealth effect” on spending,
which has been explored in recent research by Jonathan Heathcote and
Fabrizio Perri, who verified a significant impact on spending resulting
from a decline of around 50 per cent in the real net worth of households
with heads aged from 20 to 60 ycars.!®

A second channel of negative influence from the financial crisis to the
broader economy could be identified with what has been called the “finan-
cial accelerator”. This phenomenon refers to the amplifying and dampen-
ing effect on spending arising from the cutback in new credit creation on
the part of banks that were facing problems of insolvency or difficulties in
maintaining lines of credit with other financial institutions or the broader
capital markets as a normal source of funding for their lending activities.
This balance sheet effect was a particularly potent force in the global finan-
cial crisis given the high degree of leverage and its fragility in the operations
of the “shadow” banking system. Professor Ben Bernanke prior to his term
with the Federal Reserve had established much of his academic acclaim for
having established the importance of this second channel in accounting
for the depth of the Great Depression.!? It has now been shown that it
played a similarly important role in bringing about the Great Recession of
2008-09. It is also important to recognize that modern financial sectors,
such as the “shadow” banking system, were highly elastic and pro-cyclical
in their effects on the broader economy, in the sense that they could expand
quite rapidly with the benefit of high leverage to support a bubble phe-
nomenon and could contract relatively quickly as well, with correspond-
ingly depressive effects on the economy, as that leverage was reversed.
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The third channel of negative spillover from the financial crisis to
the broader economy was also shown to have played an important role
in the Great Depression. This effect was identified by Professor Irving
Fisher in the 1930s as the channel of “debt deflation” which referred to
the negative impact on consumer spending arising from the heavy debt
burden assumed by many households during the housing bubble, either
directly through home purchases or indirectly through other forms of
debt assumption at a time when a low interest rate environment was
encouraged by the Federal Reserve for a number of years prior to the
global financial crisis. When the housing bubble burst and interest rates
started to rise, many households (and businesses) were faced with debts
they could not sustain and began to cut back on non-debt-related spend-
ing in an effort to avoid bankruptcy. The authors of House of Debt cited
earlier have shown that the impact of debt deflation was quite significant
in the onset and duration of the Great Recession, as well as the slow pace
of economy recovery since.

The negative economic consequences of the global financial crisis have
been the most severe since the Great Depression. In addition to the losses
in foregone output cited in Chap. 1, it is estimated that household net
worth in the United States fell by US$16 trillion (or by 24 per cent) from
Q32007 to Q1 2009. In addition, since mid-2009 real GDP has been on
a recovery path that is 12 per cent weaker than the average path of previ-
ous cyclical recoveries. With the number of unemployed workers rising
to 14.7 million or 12 per cent of the labor force by early 2009 (which
is roughly matched by the number of underemployed and “discouraged
workers” who dropped out of the labor force), it has been estimated that
the cost in terms of the loss of security in the work force rose to as much
as US$14 trillion.?®

Notwithstanding some of the unique characteristics of the global finan-
cial crisis, it is clear in retrospect that it shared much in common with
other financial crises that impacted emerging market economies in the
1980s and 1990s in terms of its origins, propagating mechanisms, and
channels of negative impact on the real side of the economy. It is also
the case that the crisis of 2008-09 shared much in common with lev-
eraged bubbles of the past, according to research by Jorda, Schularick
and Taylor (2015).2! What is also true is that since the age of economic
and financial globalization began in the late 1970s, both the frequency
and impact of financial crises have increased over time. This unfortunate
fact raises concerns about the inherent instability of the global financial
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system and the inadequacy of the international financial architecture that
has been established to maintain its stability. These issues will be taken up
in Chaps. 5 and 7.

Once again we have learned the fallacy of thinking that “this time is dif-
ferent” in the development of a housing or stock market bubble. It is also
true, as will be discussed further in Chap. 7, that concerns about financial
system stability need to be fully present in central bank deliberations about
monetary policy.

SUMMARY AND CONCLUSION

The global financial crisis, which originated in the United States dur-
ing 2007-08, was the result of multiple causes and factors originating
within the “shadow”, or unregulated, banking system that had grown to
be as large as the traditional banking system on the eve of the crisis. As
a result of the unregulated character of the “shadow” banking system, it
fostered a rapid expansion in financial credit based on high leverage and
low capital that are the typical features of a banking crisis. In particular,
the “shadow” banking system was far more vulnerable to crisis than the
traditional banking system, as it was funded typically by very short-term
liquidity instruments (overnight REPOs and commercial paper) and was
heavily invested in highly risky, long-term securities.

As in the case of many banking or financial crises, a bubble phenom-
enon had developed within the housing markets of the United States and
other advanced countries in Western Europe, which was fueled by the
rapid growth in credit in the form of newly developed, securitized forms
of mortgage finance or mortgage-based securities (MBS) and collateral-
ized debt obligations (CDOs). The availability of these securitized instru-
ments allowed mortgage originators to tap into the capital markets as a
means of financing home mortgages, especially those for low-income and
poor households. This arrangement became the focus of fraud and abuse
as mortgage originators contracted home loans without proper credit
review and disclosure of the terms of the mortgage and investment banks
marketed MBS and CDOs without proper disclosure of the risk and con-
tent of these derivative instruments.

The credit rating agencies (CRAs) also played an important role in fuel-
ing the development of securitization in the housing market by failing
to exercise “due diligence” in the evaluation of MBS/CDOs. In many
cases, the CRAs granted these securities AAA ratings on the basis of flawed
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statistical models that were used to assess financial risk and under pressure
from the investment banks that issued and marketed them. The final piece
in creating the fragile structure of household finance preceding the crisis
was the expansion of credit default swaps (CDS) that had been developed
originally to insure bondholders against market losses in the value of their
securities and were widely marketed as protection against losses in the
value of MBS and CDOs. These swaps were mainly issued by a large insur-
ance firm (AIG) without proper reserves against losses that it would incur
from significant investments it had made in MBS/CDOs and claims by
the purchasers of CDS it had sold.

With the collapse of the housing bubble in 2006, there was growing
concern in financial markets about the underlying value of AAA-rated
MBS/CDOs and the institutions that issued them, which culminated in
full-scale panic following the failure of Lehman Brothers in September
2008. Once the crisis erupted, there were clear knock-on effects from the
financial turmoil that fed directly into a decline in consumer and invest-
ment spending and traditional banking operations, as is typically the case
in the event of a banking crisis. These spillover effects of the crisis quickly
had a negative impact on economic activity, thus bringing about the Great
Recession.

The total economic and financial losses caused by the global financial
crisis have been the most severe since the Great Depression of the 1930s
in terms of foregone output, the loss of financial wealth and the burden of
high unemployment. These losses and the slow pace of recovery in both
the United States and those countries in Western Europe most exposed to
housing bubbles prior to the crisis have highlighted the critical importance
of financial system stability as a key objective of monetary and financial
policy at the national and global levels since the crisis.

NOTES

1. Academic and official estimates suggest that the “shadow” banking
system in the United States was at least as large as the traditional
banking system on the eve of the financial crisis (see Daniel Sanchez
“Shadow Banking and the Crisis of 2007-08” Federal Reserve
Bank of Philadelphia Business Review Second Quarter 2014,
pp. 7-14).

2. Two studies that review the relationship of finance and economic
growth are Asli Demirguc-Kunt and Ross Levine, “Finance,
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Financial Sector Policy and Long-Run Growth” Working Paper
#11, World Bank Commission on Growth and Development
(2008) and Group of 30 (2013), “Long-term Finance and
Economic Growth” (Washington, DC).

This modern view of money and banking is explained in Michael
Mcleay, Amar Radia and Ryland Thomas “Money Creation in the
Modern Economy” Bank of England Quarterly Bulletin 2014 Q1,
pp. 1-14.

See for example, Enrique Mendoza and Alberto Terrones, “An
Anatomy of Credit Booms and Their Demise” NBER working
paper #18379, September 2012.

Hyman Minsky’s “financial instability” hypothesis is explained in
“The Financial Instability Hypothesis” Working Paper #74, The
Levy Economics Institute of Bard College, May 1992.

This phrase was taken from an interview of Charles “Chuck”
Prince, Chairman of Citigroup, with the Financial Times on July 9,
2007: “When the music stops, in terms of liquidity, things will be
complicated. But as long as the music is playing, you’ve got to get
up and dance. We’re still dancing.”

These results can be found in Thomas Philippon, “Has the Finance
Industry Become Less Efficient? On the Theory and Measurement
of Financial Intermediation”, Working Paper, Stern School of
Business, NYU (September 2014).

See for example, Jean-Louis Arcand, Enrico Berkes and Ugo
Panizza, “Too Much Finance?” WP/12/161, International
Monetary Fund (June 2012).

A fuller account of the role of CDOs in the financial crisis is pro-
vided in Chap. 8 (“The CDO Machine”) of The Financial Crisis
Inquiry Report (2011) of the National Commission on the Causes
of the Financial and Economic Cirisis in the United States (New
York: Public Affairs).

This rule change can be found at www.sec.gov/rules/final /34-
49830.pdf (June 21, 2004).

AIG’s operations leading up to its bailout in September 2008 are
detailed by Robert McDonald and Anna Paulson “AlIG in
Hindsight” Journal of Economic Perspectives v. 29(2); pp. 181-205
(Spring 2015).

These data can be accessed at www.sifma.org/research /statistics.
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Data on the outstanding value of CDS can be found on the website
of the International Swaps and Derivative Associations (www.isda.
org/functional-areas/research /surveys). Data for 2001-02 in
Chart 2.3 are taken from the International Banking and Financial
Statistics of the Bank for International Settlements (www.bis.org).
The use of CDS for speculative purposes was the main theme of
Michael Lewis’ book (The Biy Short) and the movie of the same
title.

An updated version of the Taylor Rule is explained in Taylor
“Monetary Policy Rules and Discretion Doesn’t: A Tale of Two
Eras” Journal of Money, Credit and Banking v.44 (6) 2012;
pp- 1017-32.

The Case-Shiller index of home prices can be accessed at
us.priceindices.com/ index-family /real-estate /sp-case-shiller.
These transactions were known as “Repo 105” transactions (see
www.accountingschoolguide /anatomy-of-an-accounting-scandal).
Jonathan Heathcote and Fabrizio Perri “Wealth and Volatility”
Staft Paper #508, Federal Reserve Bank of Minneapolis July 7,
2015.

Ben Bernanke (1992), Essays on the Great Depression (Princeton,
NJ: Princeton University Press).

These estimates are developed and explained in more detail in
Tyler Atkinson, David Lutrell and Harvey Rosenblum “How Bad
Was It? The Costs and Consequences of the 2007-09 Financial
Crisis” Federal Reserve Bank of Atlanta Staff Paper #20 (July
2013).

Oscar Jorda, Moritz Schularick and Alan Taylor “Leveraged
Bubbles” NBER working paper #21486 (August 2015).
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CHAPTER 3

Why Did Economists Get It So Wrong?

Queen Elizabeth’s query to a group of economists at the London School
of Economics in November 2008 (“Why did no one notice it?”), after the
global financial crisis had erupted, has been cited many times as epitomizing
the public’s dismay, if not anger, at policy-makers and academic economists
for their failure to foresee the possibility of the crisis. Presumably, if'a crisis
was clearly in prospect, policy-makers would have taken steps to forestall or
minimize its impact. (In some fundamental sense, it is contradictory to say
that a crisis was expected, as the timing of a crisis is unpredictable or unex-
pected, by definition.) Nevertheless, it is appropriate to blame economists
for not understanding the roots of the crisis.! Notwithstanding some mea-
sures by the US Federal Reserve and Treasury Department to contain the
spillover effects of the sub-prime lending crisis, policy-makers and econo-
mists did not understand the dense network of financial relationships that
made it possible for the failure of a financial institution such as Lehman
Brothers to spread shock waves throughout the global financial system.
With the benefit of hindsight, one can point to at least three failures
on the part of the economics professionals and policy-makers in their
understanding of developments that were critical factors in the lead-up to
the crisis. One was the failure to understand the nature of the “shadow”
banking system in the United States and its rapid expansion and growth
during the first decade of the current century, which can be traced to key
decisions taken by policy-makers to broaden and diversify the financial
system. The second failure was to ignore the rapid growth in overall credit
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in the financial system and its dependence on excessive leverage of finan-
cial institutions. This failure can be linked, in part, to widespread adop-
tion of inflation targeting as the main, if not exclusive, policy objective by
the central banks of the advanced countries. Finally, one can point to the
failing of policy-makers to understand the dense network of cross-border
financial relationships that had been building during the last quarter of
the twentieth century and had expanded sharply during the decade prior
to the crisis.

In order to explain how these failures came about, one must under-
stand the intellectual climate or macro-financial framework that guided
macroeconomic analysis and policy in the period leading up to the crisis.
During this period, there was a remarkable coincidence of views on the
part of policy-makers and leading academics regarding the lessons of expe-
rience and the appropriate design of monetary and fiscal policies to keep
the economy on an even keel, without major risks arising in the financial
system. One can point to three key elements, in particular, within this
macro-financial framework: first, the emergence of a new macroeconomic
consensus (NMC) among so-called new classical and new Keynesian econ-
omists, which was grounded in the “dynamic stochastic general equilib-
rium” (DSGE) modeling; second, the efficient market hypothesis (EMH)
of finance and third, the Modigliani-Miller (M&M) theorem of corporate
finance. Each of these key elements of the macro-financial framework that
dominated mainstream academic and professional thinking prior to the
crisis had been evolving and gaining popularity since the end of the third
quarter of the last century and had reached an ascendency in the period
just prior to the global financial crisis. One sign of the NMC was a judg-
ment offered in 2008 just prior to the crisis by Olivier Blanchard, a profes-
sor of economics at MIT, which was the center of new Keynesian thinking,
that “the state of macro is good”.? Earlier, in a Presidential Address of
the American Economics Association in 2003, Robert Lucas, the leader
of the new classical school of macroeconomics based at the University of
Chicago, had adopted a similar tone of optimism by declaring that the
problem of depression economics had been resolved and that little time
needed to be spent understanding the causes of the business cycle as the
benefits of fine-tuning stabilization efforts were fairly minor in quantita-
tive terms.?

The main point of the efficient market theory of finance, which has
been most closely associated with the work of Professor Eugene Fama,
also of the University of Chicago, was that the prices of financial assets
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traded in deep and liquid markets at any point in time fully reflect all
available information. Thus, they are efficient in the sense that there are
no differences with respect to fundamental values that can be traded away
profitably by market participants, except on the basis of inside informa-
tion that is not generally available to the market. In this sense, a bubble
phenomenon in the stock market, as revealed prominently in the dot-
com crash of the late 1990s, should not occur. Nor should there have
been a run-up in asset prices for housing and the stock market prior to
the global financial crisis. This theory, while not universally accepted, had
an important impact on the official thinking about the benefits of seek-
ing to expand and diversify financial markets through the development of
derivatives and securitized instruments so as to make them closer to an
ideal of “perfect” or complete markets, where sound investments could be
financed, consumption-smoothing over time could take place and finan-
cial risks could be covered.*

The M&M theorem actually predates the other two pillars of the
macro-financial framework just described, but it is closely related to the
efficient market theory of finance. It has been the foundation for the mod-
ern thinking about corporate finance. Simply put, it propounded the idea
that the value of a financial or non-financial institution was independent
of the manner in which its asset holdings were financed. That is to say, the
composition of a firm’s liabilities as between debt and equity was irrel-
evant for purposes of determining the value of the firm, which was instead
dependent upon its discounted flow of future earnings. Notwithstanding
certain critical assumptions underlying this theory that do not apply to
the real world, the basic idea of this theorem regarding the irrelevance of
a firm’s or bank’s capital structure could have been falsely understood to
justify a declining capital-asset position of financial institutions and their
demand for high amounts of borrowing or leverage prior to the crisis.
Each of the three propositions just identified is examined in the following
sections of this chapter.

THE NEOCLASSICAL SYNTHESIS/NEW
MACROECONOMIC CONSENSUS

The main questions that have been the focus of macroeconomics since the
time of the Great Depression are (1) whether or not the economic system
or aggregate economy is naturally self-stabilizing in the face of major dis-
turbances or perturbations, and (2) how can it be made to operate at full



48 A ELSON

employment with minimum volatility and price stability. Modern macro-
economics was born in the wake of the Great Depression with the publica-
tion of Keynes’ tamous study, The General Theory of Employment, Interest
and Money. Keynes’ answer to the first question was decidedly negative in
the light of the experience of the Great Depression, and in response to the
second question he argued strongly for the role of government expendi-
ture in expanding aggregate demand in response to a major compression
in output and employment caused by a financial crisis in order to restore
the economy to a position of full employment.

The debate about the self-stabilizing properties of the aggregate econ-
omy has been a perennial debate in the history of economic thought.
At the time of the Great Depression, this debate was highlighted as one
between Mr. Keynes and the classical economists (such as Malthus, Smith
and Ricardo). The latter believed that with fully flexible prices and wages,
aggregate demand would always be equal to aggregate supply (Says’ Law)
and that upturns and downturns in aggregate economic activity would
always be self-correcting so that the economy would operate on an even
keel. Keynes argued that there were times such as the Great Depression
when a major collapse in private consumption and investment would
occur in the wake of a financial crisis and that a fall in the level of real
wages or shifts in relative prices would not be sufficient to revive eco-
nomic activity. In Keynes’ view, a fall in real wages, contrary to the tenets
of the classical model, would simply reduce workers’ income and further
compress consumption demand, while investment demand would remain
weak if the “animal spirits” of businesses were dampened because of the
poor and uncertain prospects for economic growth. In these circum-
stances, the government through its budgetary expansion by means of an
increase in outlays and /or a reduction in taxes could play an indispensable
role in stimulating economic activity and restoring an environment that
would be conducive to normal employment and business activity. Echoes
of this historic debate have been evident in the policy discussions that
were triggered by the emergence of the Great Recession in 2009. In this
connection, it is striking to note how frequently references to Keynes and
his General Theory have arisen in policy discussions in the popular media
and the academic press as commentators and analysts have tried to come
to grips with the fallout from the global financial crisis.

Following WW2, the debate between the Keynesian and the classical
economists continued, with the former seeking to refine the underpin-
nings and extensions of the main analytical aspects of the General Theory,
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including the development of large macroeconomic statistical models that
could guide policy decision-making. On the other side, the classical econ-
omists, mainly guided by the work of such luminaries as Milton Friedman
of the University of Chicago, posed strong challenges to the Keynesian
framework as being inconsistent with the tenets of microeconomic behav-
ior and incorrect in its emphasis on the stabilizing role of monetary and
fiscal policy.

In the late 1950s, an attempt at reconciliation between these two theo-
retical camps was attempted by Paul Samuelson, a dominant economic
thinker at MIT, who defined the terms of a so-called neoclassical con-
sensus in macroeconomic analysis. This consensus maintained that over
the long term the aggregate economy did operate at a stable equilibrium
according to the beliefs of the classical economists, but in the short-to-
medium term, the tenets of the Keynesian framework applied because of
rigidities or “stickiness” in the adjustment of prices and wages. Over time,
it was understood that these rigidities could arise, for example, because of
delays in the adjustment of retail prices in response to changes in aggre-
gate demand (so-called menu costs) and of wage levels because of stag-
gered contract arrangements, and because of monopolistic competition in
the goods market. In these circumstances, changes in fiscal or monetary
policies could have “real” effects in terms of their positive or negative
impact on aggregate output and employment in the short run in response
to temporary downturns in economic activity or surges in inflation, thus
justifying a role for counter-cyclical fiscal and monetary policies to main-
tain the economy at or close to full employment with low inflation. The
potential scope for monetary and fiscal policy adjustments was captured
by the notion of the “Phillips Curve”, which showed a roughly stable
trade-off between price or wage inflation, on the one hand, and changes
in employment or output, on the other. In principle, in accordance with
the neoclassical synthesis, policy-makers could choose a point along this
negative continuum between inflation and unemployment, and manage
fiscal and monetary policies in such a way as to minimize macroeconomic
volatility and stabilize the economy at close to its potential level of output
with minimal inflation.® The origins of this neoclassical consensus could be
traced to some of the early interpreters of Keynes’ work, such as Sir John
Hicks, and it became the standard framework for macroeconomic analysis
in university textbooks for a number of decades.®

In the light of economic developments during the 1960s and 1970s,
it became clear, however, that the stable trade-off between inflation and
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unemployment implicit in the Phillips Curve and the neoclassical con-
sensus could not be exploited by short-term policy adjustments and that
inflation and recession (or so-called stagflation) would result instead.
Simply put, consumers would come to anticipate that when the monetary
authorities pursued an expansionary policy to stimulate economic activity,
they would only expect an increase in prices and would not adjust their
real spending habits. In the light of this thinking, a “new classical” school
of economic thinking emerged at the University of Chicago that argued
that macroeconomic analysis needed to have microeconomic foundations
in the sense that the theoretical behavior of consumers and firms in the
aggregate needed to be grounded in timeless and stable preferences, based
on the principles of utility and profit maximization and forward-looking
or rational expectations.

Apart from the lessons of practical policy experience, this new classi-
cal revolution was inspired by two developments in economic analysis in
the post-WW2 era. One was the increasing mathematization of economic
analysis, in emulation of the physical sciences. This development, which
was inspired by the work of Paul Samuelson, was defended on the grounds
that economic “science” needed to develop more rigorous foundations for
establishing the basis for economic theory and to foster the use of math-
ematical models to frame the analysis and understanding of real world
economic problems and issues. The other development was the theoretical
breakthrough of Kenneth Arrow and Gerard Debreu, who established in
the mid-1950s a mathematical proof for the notion that subject to cer-
tain restrictive assumptions, a set of decentralized, competitive markets,
in which consumers/firms would pursue utility/profit maximization in
a general equilibrium framework, would bring about an efficient or opti-
mum level of consumer welfare /satisfaction according to the principles of
Pareto optimality. Pareto optimality was defined by an economic theorist
(Vilfredo Pareto) of the late nineteenth century as a situation in which
there can be no change in relative prices or resource allocation that would
make one individual better off in terms of utility maximization without
making someone else worse off. The importance of this mathematical
result is symbolized by the fact that it became embodied in what has come
to be known as the First and Second Fundamental Theorems of Welfare
Economics.”

Notwithstanding the highly restrictive assumptions necessary for devel-
oping this mathematical result (as discussed below), it was considered
conclusive proof for the desirability or optimality of the classical model
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of macroeconomics, in that an economy based on full price and wage
flexibility and full market clearing would bring about a stable equilibrium
consistent with full employment of its resources and an optimum level of
consumer satisfaction, which can be understood as the goals of macroeco-
nomics. On a more practical level, this result could be seen as the justifica-
tion for a liberal economic policy framework in which competitive market
forces should be given free rein and government intervention should be
minimized to those actions that are necessary to support the development
and effective operation of open, competitive markets.

The general equilibrium Arrow-Debreu model became the underpin-
ning for macrocconomic theory and analysis over the next 50 years and
the foundation for the new classical school beginning in the late 1970s.
It also led to a focus on the importance of allocative efficiency in think-
ing about the aggregate economy, rather than on issues such as equity or
income distribution. The debate over whether equity or efficiency should
be seen as the overriding objective of economic policy was crystallized in a
foundational book by Arthur Okun in 1965, and most mainstream econo-
mists since then have tended to favor the latter objective (i.e., efficiency)
over the former, as Okun himself did.® The primacy of allocative efficiency
was also implicit in the assumptions of modern growth theory, pioneered
by Robert Solow, which focused on the long-term behavior of aggregate
economy, capital accumulation and technological change.

Arrow and Debreu were clear as to the very restrictive assumptions of
their mathematical model, yet these have often remained unquestioned
in the implicit or explicit appeals to their model of complete markets in
the work of mainstream macroeconomists, especially of the new classical
school. By complete markets is meant the notion that in addition to fully
flexible prices and wages implying open competitive markets and market
clearing for all commodities, as well as labor, capital and financial assets,
there exist a full array of futures markets to cover all conceivable risks
and contingencies affecting the behavior of firms and individuals and their
choices in present time. Within this system of complete markets, there
are no frictions in the operations of the banking or financial system or
limitations in the sharing of information between borrowers and lenders
that prevent it from operating efficiently so that the needs of savers and
investors are fully satisfied. This notion of perfect and complete markets
was consistent with the classical idea of monetary neutrality or “money is
a veil” in economic transactions, in that the financial system has no inde-
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pendent effect on the operations of the real economy, separate from the
behavior of individuals and firms.

Notwithstanding this idealized state of a market economy, most main-
stream academic economists have defended this theoretical construct
and its economic effects as a benchmark against which to compare the
observed results of economic behavior in the real world. One further
appeal of the Arrow-Debreu model is that it is highly amenable to math-
ematical manipulation for purposes of developing theorems or funda-
mental laws of economic behavior. However, in applying these results for
purposes of judging the appropriateness or desirability of observed eco-
nomic outcomes, analysts have often forgotten to recognize the highly
restrictive assumptions governing the results of their theoretical analysis
and therefore the inherent limitations of drawing meaningful conclusions
for policy or “positive” economics. It is also the case that the new classical
theorists have ignored the implications of another important theoretical
result that Gerard Debreu derived in collaboration with Rolf Mantel and
Hugo Sonnenschein. Their theoretical work showed that there could be
no basis for assuming the stability or the uniqueness of an equilibrium for
the aggregate economy by extrapolating from the axiomatic results of the
Arrow-Debreu model based on the postulates of rationality, a decentral-
ized set of perfect markets and heterogeneous agents.’

While the new classical school of macroeconomists was extending and
building on the foundations of the Arrow-Debreu model to understand
business cycle phenomena and fluctuations in prices, output and unem-
ployment, a parallel school of new Keynesian economists was looking at
the effects on the behavior of the aggregate economy of altering or relaxing
some of the key assumptions of the Arrow-Debreu model. In particular,
what were the implications of the model for aggregate economic behavior
and the role for monetary and fiscal policy when rigidities were introduced
into the instantaneous adjustment of nominal prices and wages, as justified
by extensive empirical research? As suggested earlier, such a change in the
assumptions of the Arrow-Debreu model implied that aggregate output
would respond temporarily to changes in monetary and fiscal policy if the
aggregate economy was knocked oft its normal path of output growth by
some exogenous shock or change in technology.

Other Keynesian economists such as Joseph Stiglitz examined some of
the implications for the Arrow-Debreu model of dropping the assump-
tions of full information sharing among market participants and perfect
markets for risk management, which an analyst must do if s/he is repli-
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cating conditions of the real world. In such a world, Stiglitz clearly dem-
onstrated that Pareto-optimum outcomes would simply not occur. Thus,
there would potentially be a role for government intervention to compen-
sate for these limitations in order to help the aggregate economy function
more cfficiently.’® The results of this theoretical work were extended to
other areas of the modern economy such as money and banking, where
information asymmetries among lenders, borrowers and bank managers
are clearly present, in order to understand the basis or causes of bank-
ing crises that have occurred in market-based capitalist systems with great
regularity. The concept of asymmetric information could easily explain the
need for deposit insurance, collateral requirements for borrowers and the
regulation and supervision of banks. As suggested in Chap. 2, problems of
asymmetric information and lack of supervision were clearly at work in the
“shadow” banking system, leading up to the global financial crisis.

However, prior to the crisis, analysts were not examining the effects
of asymmetric information in the “shadow” banking system. Rather,
they were developing the theoretical justification for inflation targeting
by central banks based on the results of so-called DSGE models. These
models formed the basis for a new neoclassical or macroeconomic con-
sensus (NMC) between the new classical and new Keynesian school of
macroeconomics, which replicated the core notion of the neoclassical
synthesis of the 1950s and 1960s but did so within a more sophisti-
cated theoretical framework that was fully grounded in microeconomic
principles.

Each of the words in the descriptor of DSGE models highlights a
unique and essential feature of these models and the consensus. The
term “dynamic” refers to the notion that these models are inter-temporal
and forward-looking in nature, which means that expectations about the
future play a role in determining present-day outcomes as, for example,
in the role that the current and expected future path of interest rates
play in determining consumption and investment. The word “stochastic”
is based on the idea that each of the variables that make up the model,
such as consumption, investment, employment and output is assumed to
follow a pattern of fluctuation over time that contains a residual element
which is random or probabilistic in nature. By this is meant that these
variables are subject to shocks of one kind or another (perturbations/
disturbances) that are real in nature, such as changes in technology. This
feature of the model is intended to capture an essential feature of macro-
economic aggregates in real time that are subject to random disturbances
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over time, as distinct from a fixed linear or non-varying deterministic
trend, as assumed in old Keynesian models. This definition carries the
important implication that the key variables defined in the model are sta-
tionary (or trend stationary) in a statistical sense, which means that their
range of variation has a normal probability distribution with a mean of
zero and a fixed or finite standard deviation; thus, they follow a pattern
of reversion to the mean, which implies that the effects of any shocks are
transitory. It should be noted that while convenient from a mathemati-
cal point of view, the assumption of stationarity does not generally fit
the behavior of macroeconomic time series in real time (see Chap. 8).
Finally, the reference to “general equilibrium” means that the behavioral
relationships defined in the model are inter-related and mutually consis-
tent so that the value of key variables such as output, consumption and
investment are completely inter-dependent in determining an equilibrium
solution for a multi-equation model.

As in the case of the neoclassical synthesis, the NMC is based on an
attempt to reconcile once again the basic tenets of new classical and new
Keynesian frameworks for macroeconomic analysis. Each of these schools
have adopted the DSGE modeling approach as described above, which
in turn is grounded in Real Business Cycle Theory. The latter theory,
which was developed in the 1980s, replaced the previous work at estimat-
ing behavioral relations for distinct parts of the Keynesian macroeconomic
framework in order to explain business cycle variations with the notion
that such fluctuations were mainly due to the economy’s response to shifts
in technology over time. In accordance with the basic principles of DSGE
models, the economy’s response to technology shocks over time would
be governed by the aggregate equilibrium outcome of the optimal inter-
temporal decisions of households and firms operating under the principal
of forward-looking rational expectations.

Based on these characteristics, DSGE models in their core postu-
late that households make optimizing decisions regarding consumption
and savings based on their choice of (or “marginal rate of substitution”
between) work and leisure in response to the real wage rate and a similar
choice between present and future consumption based on the real interest
rate. The latter variable is co-determined by the demand for investment,
whereas the real wage rate is co-determined by the marginal product of
labor. The model is populated by a “representative agent” operating under
rational expectations, meaning that it behaves fully in accord with the
optimizing assumptions of the model.
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Under the new classical approach, business cycles could be explained
as the equilibrium outcome of the economy in response to technology
shocks in an environment characterized by fully flexible prices and wages,
frictionless markets and perfect competition. In these conditions, there
would be no need for stabilization or monetary policy, which in fact could
be counterproductive. Thus, monetary policy was viewed as playing a neu-
tral role in the economy, such that changes in monetary policy would have
no real effects on the economy and would only bring about changes in
the aggregate level of prices. Under the NMC, the neutrality of monetary
policy was viewed as correct over the medium to long term, but in accor-
dance with the new Keynesian approach in the short-to-medium term,
monetary policy was viewed as non-neutral because of price and wage
rigidity, as in the case of the neoclassical synthesis. Accordingly, changes
in short-term nominal interest rates as a result of adjustments in monetary
policy would not be matched by changes in expected inflation in the short
term; instead, they would lead to changes in real interest rates with conse-
quent effects on consumption, investment and output in accordance with
the equilibrium conditions of a particular DSGE model.

In line with these features of DSGE models, the NMC also embod-
ied a reformulation of the Phillips Curve of the previous neoclassical
synthesis. Consistent with the rational expectations hypothesis (REH),
expected prices were included in the formulation of the Curve rather than
past prices or adaptive (or backward-looking) expectations. In addition,
instead of including current or past levels of unemployment, the revised
Phillips Curve included the gap between actual employment and its “natu-
ral” level. The natural rate of unemployment is not an observable statistic
at any point in time but is rather a theoretical construct indicating the
level of unemployment that is consistent with low inflation and maxi-
mum output at any point in time (in many discussions, the natural rate
of unemployment is referred to as the NAIRU—the “non-accelerating
inflation rate of unemployment”). The natural rate of unemployment is
believed to vary over time, in accordance with changes in productivity,
demographics and labor force behavior. One of the objectives of the cen-
tral bank research activity among the advanced countries has been to pro-
vide estimates of this variable and its movements over time. Again, under
the new neoclassical synthesis, the expectations-augmented Phillips Curve
was seen as a guide to policy only during the short term when prices were
“sticky” and the level of output differed from its “natural” level. Over
the long term, an expansionary monetary policy would only lead to an
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increase in expected prices and inflation with no effects on output. In this
respect, the Phillips Curve is converted to a straight vertical line when the
rate of unemployment is at its natural level.!!

The characteristics of DSGE models just described are desirable features
from a mathematical or statistical point of view, but they imply a number
of important limitations and restrictions in so far as they are intended to
isolate and explain the behavior of certain key economic aggregates. One
limitation relates to the so-called representative agent, which is used to
account for aggregate economic behavior, which means that there is no
allowance for variation in the behavior of individuals or effects on their
behavior from any interaction with other agents. All consumers/inves-
tors are assumed to act in the same way so that a representative agent can
be used as a symbol for aggregate behavior in the economy. Essentially,
this device can be seen as a way of skirting the problems of the Debreu-
Mantel-Sonnenschein theorem noted carlier. However, the notion of a
representative agent is a highly unrealistic assumption to impose on the
behavior of economic phenomena such as financial markets, which by
their nature involve heterogeneous agents operating with different and
evolving decision rules in response to their environment and anticipated
changes in it. These economic phenomena are best described as an exam-
ple of a complex adaptive system, which involves emergent behavior or
structure that is distinct from that of its underlying agents. This approach
is explored more fully in Chap. 8.

The second restriction is that the representative agent of these models
is assumed to follow “rational expectations”, in that his behavior is fully
consistent with the inter-temporal or dynamic properties of the model
and its predictions. This means that the agent is perfectly forward-looking
in its behavior, which depends solely on the postulates or optimizing
assumptions of the model, without interference or interaction with other
agents. Finally, in line with the stochastic features of these models, the
possible range of variation of each of the key variables is pre-determined
by past experience in order to satisfy their stationary characteristic and the
expectation of mean-reversion. Accordingly, any extreme variation in the
behavior of key economic aggregates, as in a crisis situation, that is incon-
sistent with observed behavior in the past is ruled out. To the extent, for
example, that the level of employment varies over time, this is explained
in DSGE models simply as the optimal choice of a representative agent for
more or less leisure or work, consistent with his preference for consump-
tion over time and the level of the real interest rate and wage rate in the
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model, rather than any evidence of unemployment or imperfections in the
labor market.

These characteristics would seem to limit severely the realism of DSGE
models and their ability to explain in a meaningful way the behavior of
key macroeconomic aggregates. In the wake of the global financial crisis,
an active debate has developed focusing on precisely this issue, especially
in light of the fact that DSGE models could not provide any insight into
the activities in housing and financial markets that gave rise to the cri-
sis. In one simple sense, the irrelevance of DSGE models in explaining
behavior that preceded the crisis can be attributed to the assumption that,
consistent with the notion of complete markets inherent in these models,
the operations of a financial sector played a neutral role in real economic
developments. By definition, any risk of default, illiquidity or insolvency
that would create financial frictions or imbalances in financial markets, as
in the period preceding the financial crisis, was assumed to be zero. Thus,
financial factors and credit conditions were excluded from these models.

One of the main policy issues for which DSGE models were used was
the determination of the central bank’s interest rate policy in accordance
with certain basic rules that would limit the use of discretionary monetary
adjustments inconsistent with the basic tenets of these models. One such
rule, as noted in Chap. 2, was the so-called Taylor Rule, which gained
credibility in academic and policy circles because of its ability to track the
general pattern of short-term interest rate adjustments over time by the
US Federal Reserve. This rule was somewhat akin to the expectations-
augmented Phillips Curve described above, in that it explained changes
in the short-term policy rate of the Federal Reserve as the result of its
response to conditions when the actual rate of inflation differed from its
targeted rate and/or the level of output (employment) differed from its
potential (natural) level. The magnitude of the Federal Reserve’s response
to deviations in the rate of inflation with respect to its inflation target was
understood to be significantly greater than its response to the deviations of
output or employment, given the primacy of'its inflation-targeting regime.
Prior to the global financial crisis, the framework of the Taylor Rule identi-
fied two important features of monetary policy. The first was the success of
its inflation-targeting regime, which was evident in the experience of the
Great Moderation that was discussed in the previous chapter of this book.
Under the Great Moderation, the Federal Reserve was seen as successful
in reducing the variability of both the rate of inflation and the output
growth, which meant keeping the former close to its targeted level and
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the latter close to its potential. In this sense, the Federal Reserve’s primary
focus on inflation control was seen as bringing about the “divine coin-
cidence” of low inflation and maximum employment during the period
from the mid-1980s to the mid-2000s.'? This experience confirmed one
of the important policy implications of the NMC that pointed to the key
role of the central bank in using its short-term policy interest rate in con-
trolling inflation through a transparent inflation-targeting regime.!?

The outbreak of the global financial crisis surely has subverted many of
the postulates and axioms of the NMC, as it was powerless to explain or
account for the emergence of a housing bubble, the growing leverage and
fragility of the “shadow” banking system, the ensuing financial panic and
crash, and its effects on the real economy leading to a sustained period of
high unemployment and sluggish growth. In a basic sense, this failure can
be attributed to the fact that the consensus framework completely ignored
the role of a financial sector, because of the assumption of frictionless mar-
kets, and incorporated only one interest rate, that is, a short-term policy
rate of the central bank that was utilized for inflation control. While the
NMC envisioned a short-term role for monetary policy, this was minis-
cule in relation to the role that the Federal Reserve played in the wake
of the Lehman Brothers’ bankruptcy in terms of liquidity provision, asset
purchases and capital injections. Such events were completely outside the
range of stochastic variation allowed in DSGE models and the stationary
behavior of the key economic aggregates they are intended to explain.

In the wake of the crisis, an active debate has developed about the valid-
ity and merits of DSGE modeling, much of it by means of commentary by
academic economists and analysts participating in the “blogosphere” (e.g.,
John Cochrane, Paul Krugman, Paul Romer, Larry Summers). Since the
crisis, there has been an explosion in the number of economist blogs that
have raised important issues about the failure of macroeconomics to pro-
vide any insight into the causes of the global financial crisis and its future
direction.!* At one level, this discussion and analysis has led to adaptations
of DSGE modeling to incorporate elements that were important in the
lead-up to the crisis. At another level, questions have been raised about
certain aspects of the methodology of academic macroeconomics that may
be problematic and can be seen as having played a role in its failings in the
wake of the crisis. These will be examined in more depth in Chap. 8 of this
book, but some elements of this debate are useful to raise at this juncture
in view of the previous discussion in this chapter of the role of DSGE
models in academic macroeconomics. One concern about the methodol-
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ogy of modern economics, and macroeconomics in particular, that had
been raised prior to the crisis and more actively since is its attachment to
a reductionist or axiomatic deductive approach to model-building. Rather
than developing testable hypotheses in an inductive manner based on the
observation of data, from which theories can be extrapolated by trial and
error, economics has proceeded from basic axioms about human behavior,
based on utility and profit maximization subject to budgetary constraints.
As noted before, economics has continued to be a highly mathematical
field of inquiry in the sense that all economic theory is grounded and
validated by a process of mathematical reasoning. This feature has been
well suited to the deductive normative aspects of its inquiry and has been
used to elaborate a highly detailed and sophisticated framework of analysis
(while also serving in effect as a screening device for applicants to graduate
training in economics and the acceptance of papers in leading economic
journals). In a basic sense, the elaboration of DSGE models is a good
example of this tendency and fully validates an approach to economic the-
ory that was famously laid out by Milton Friedman in the late 1950s (“On
the Methodology of Positive Economics”).

In the light of the financial crisis, one can argue that the deductive-
hypothetical or axiomatic approach of macroeconomics and the highly
mathematical content of its theory were extremely misleading in terms
of its restrictive and unrealistic assumptions, model simplicity and policy
implications regarding the self-stabilizing character of national economies,
the limited role for monetary and fiscal policies, and the need for only a
light touch regime of bank regulation given the soundness of internal risk-
control mechanisms of financial institutions.

THE ErrICcIENT MARKET HYPOTHESIS OF FINANCE

Prior to the crisis, the fields of macroeconomics and finance were largely
separate fields of analysis, but they were bound together by their joint
adoption of the assumptions of rational expectations and complete mar-
kets. Consistent with the REH, the EMH assumes that a representative
agent has access to all relevant information about states of the world bear-
ing on the evaluation of financial assets, such that its subjective view of
the probability distribution of those assets is the same as an objective one
based on actual historical data that govern their likely behavior in the
future, consistent with their stationary characteristics in a statistical sense.
Based on these assumptions, the EMH has two components: one is that
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there is “no free lunch”, in the sense that all relevant information for the
value of a financial asset is reflected in its price, and the other is that “the
price is right” in the case of assets, in that they reflect the true discounted
value of future earnings.

In line with these assumptions, as noted earlier, the EMH would rule
out the phenomenon of asset price bubbles, as investors should be able to
determine when those prices were deviating from their fundamental value.
However, it is clear that the EMH has been violated many times in the
past, as for example during the dot-com bubble of the late 1990s, when
the price bidding for new technology stocks reached astronomical levels
and produced price-earnings ratios that could not be justified by reason-
able profit expectations. In order to explain such phenomena, one has to
abandon the EMH and consider the role of momentum trading and herd
behavior, where interaction among heterogeneous agents have effects on
market activity, which move asset prices away from their fundamental val-
ues. These ideas belong to the realm of behavioral finance, which is taken
up in Chap. 8.

The award of the 2014 Nobel Prize to three scholars who have been
involved in testing the EMH provides a fascinating reflection on the pros
and cons of this theory. One of the three scholars, Eugene Fama of the
University of Chicago, has devoted his professional career to demonstrat-
ing the power and efficacy of the EMH, whereas one of the other two,
Robert Shiller of Yale University, has been one if its most active critics. In
their Nobel lectures, they each provide a succinct and lucid debate on the
merits and demerits of the EMH from the perspective of their empirical
work.

During the global financial crisis, the development of an asset price
bubble in housing, not only in the United States but also in a number
of European countries such as Ireland, Spain and the United Kingdom,
along with the widespread distribution of mortgage-backed securities
(MBS)/collateralized debt obligations (CDOs), was clearly inconsis-
tent with the EMH. Nevertheless, an underlying confidence in the
basic assumptions of the EMH played an important role in guiding
the policy and financial practice in the period leading up to the crisis.
This confidence can be detected in attitudes toward the innovation of
securitized financial instruments, the regulation of financial institutions
and the risk evaluation procedures of financial institutions and rating
agencies.
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As a general matter, an implicit or explicit faith in the underlying effi-
ciency of financial markets in accordance with the EMH created an atti-
tude on the part of regulators and policy-makers in the period leading up
to the global financial crisis that embraced some or all of the following
propositions:

e The prices of financial market instruments can be understood to
reflect the rational evaluation of relevant risks and rewards associated
with those instruments as they reflect all available information in the
market.

® These characteristics of financial instruments can be determined
using mathematical and quantitative techniques developed in con-
nection with the capital-asset pricing model.*

e Financial innovation as reflected in the development of new financial
derivatives such as MBS /CDOs that can be traded among a widely
distributed investor base serves to improve the allocative efficiency of
investment and promote financial stability.

e The discipline of competitive forces, counterparty risk assessments
and internal risk models of financial institutions will ensure that only
those new financial products that support sound investments are sus-
tained and that harmful risk-taking is avoided.

e In line with the above assumptions, asset “prices are right” and capi-
tal markets allocate capital efficiently in a “Pareto optimal” manner
that cannot be improved upon by government intervention.

In retrospect, none of these propositions turned out to be true in the
light of the housing and financial bubble that led to the global financial
crisis. As recounted in Chap. 2, there was a cascade of failures throughout
the whole chain of financial activity related to the housing bubble: the cre-
ation of MBS and CDOs; the performance of rating agencies; the selling
of these securities by investment banks; the accounting of investment firms
heavily engaged in their trading; the inability /unwillingness of stockhold-
ers/boards of directors to discipline Bank CEOs involved in purchasing
these securities; the weakness of internal risk models used by financial
institutions based on “value-at risk” (VAR) calculations, which assumed
that future market behavior could be extrapolated from past market out-
comes; and the light touch of the Securities and Exchange Commission
and bank regulators who believed in the power of market discipline and
the benefits of financial innovation.
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THE MODIGLIANI-MILLER THEOREM

The M&M theorem has been a foundation piece of the theory of cor-
porate finance since its first statement in 1958 by the two economists,
Franco Modigliani and Merton Miller, who developed it when they were
working together at Carnegic Mellon University.! In its simplest form,
the theorem states that the value of a firm (financial or non-financial)
depends upon the return on its assets and not on the manner in which it
is financed, that is, on the relative shares of equity and debt chosen by the
firm to acquire those assets. There has been some debate over the years
as to whether the theorem, or the capital structure irrelevance assumption
as it is often referred to, holds for banks and other financial institutions,
but the balance of opinion is that it does. An implication of the theorem
is that there is no optimal capital structure of a firm (or bank) as regards
its mix of debt and equity, as changes in that mix do not affect its over-
all funding costs. Accordingly, if borrowing or leverage for a bank is less
expensive than equity, then a reduction in the bank’s funding costs arising
from an increase in its leverage will be offset by an increase in the cost of
equity to compensate for the additional risk it is bearing.!” It needs to be
pointed out, however, that there are some important limiting assumptions
to this theorem, namely that it applies to a world of efficient markets and
frictionless finance (e.g., without the distortions created by tax advantages
and government subsidies for debt financing). Thus, it ties back into the
world of the REH and EMH already discussed.

How does this theorem relate to the global financial crisis? In a basic
sense, it can be argued that in the period leading up to the financial crisis,
the attitude of the regulators was consistent with a naive (perfect mar-
ket) interpretation of the theorem. In particular, certain limitations of
the M&M theorem were ignored in setting regulatory policy for banks
and other financial institutions, in particular in the revision of the Basel
Banking Accord in 2004 and in dealing with the shadow banking system.
The regulatory changes that were made in the period prior to the financial
crisis essentially led to a situation where large commercial banks and other
non-bank financial institutions were essentially free to determine their
own capital requirements according to their own internal risk models. In
setting capital requirements for large banks, no weight was given to the
potentially large social costs involved in their failure, which were not visu-
alized in the M&M theorem. In addition, the tax deductibility of interest
payments on debt and the lower debt financing costs for banks, which
were deemed to benefit from an implicit government bail-out guarantee
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for being “too big to fail” (TBTF), led to an enormous increase in the
use of leverage and debt in the financing of these institutions and a lower
reliance on equity capital. In addition to these subsidies, the large banks
had access to the government’s financial safety net in terms of deposit
insurance and the Federal Reserve’s lender of last resort financing, which
promoted significant “moral hazard” in their lending activities.

The combination of these arrangements created strong incentives for
the banks to increase their reliance on debt over equity in their invest-
ment in CDOs and other securitized financial instruments. This develop-
ment implied that for a larger balance sheet the same number of equity
holders would expect a higher return on assets to cover the higher risks
they assumed in a highly leveraged financial institution. Since there was
a widespread belief in the safety of these derivative instruments because
of their high credit ratings, high yields on these instruments resulted in
high profits for the financial institution, consistent with its implied cost of
capital and required return on equity. In line with the EMH, the internal
risk models of financial institutions involved in the trading of financial
instruments, as noted above, were based on simplistic VAR models, which
were backward-looking in generating the data to determine the likelihood
of default of these securities and used a standard bell-shaped curve (with
thin tails) to estimate that risk, which took no account of the underlying
riskiness of the separate asset groups used in their fabrication.

The original Basel Banking Accord was established in 1988 as the first
international attempt to coordinate regulatory policy among the G-10
countries following a wave of bank insolvencies in the mid-1980s. (The
history and evolution of this Accord is discussed in more detail in Chap.
5 that deals specifically with the international dimensions of the crisis
and the defects of the international financial architecture.) This stan-
dard established a minimal capital requirement of 8 percent in relation
to a bank’s risk-weighted assets, with risk weights ranging from 0 to 100
percent depending upon the perceived riskiness of bank asset holdings.
Holdings of government securities, AAA-rated securities and inter-bank
loans, for example, carried a risk weight of 0 percent (and thus no capital
requirement), whereas commercial loans to business carried a weight of
100 percent. Risk weights were aligned with those determined by credit
rating agencies. Thus, there was no limit to the overall size of a bank’s
balance sheet and therefore no minimum capital-asset ratio. This arrange-
ment obviously encouraged banks to use leverage in their operations and
a degree of “regulatory arbitrage” in choosing their investments so as to
minimize their capital requirements.
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In 2004, under pressure from the large commercial banks in the United
States and Europe, a revised Basel Accord was approved, which intro-
duced a more variegated structure of risk weights to better match the
risk quality of asset categories relevant for banks, again using risk weights
established by the private rating agencies, which proved to be highly unre-
liable in the case of the new securitized instruments. However, the most
significant change of the new Basel Accord, as noted above, was that in
the case of the large banks, it allowed them to determine, in effect, their
own capital requirements according to their internal risk models, with all
the defects described above.

Together with the tax advantages for banks in using debt instead of
equity in the financing of their operations, there was little appreciation
within the regulatory community for the fact that by reducing, in effect,
the capital requirements for banks and other financial institutions (as a
result of SEC regulatory adjustments), such action only increased the fra-
gility of these institutions and raised the risk of systemic “financial insta-
bility”. This notion was based in part on a naive faith in the power of the
EMH and the self-stabilizing ability of financial markets and in part on a
misunderstanding of the role of equity and capital requirements in deter-
mining the riskiness of an institution’s financial activities and the potential
social cost of its failure. By pleading their case for minimal capital require-
ments, the banks were very successful prior to the financial crisis in exploit-
ing the government’s financial safety net and its subsidies for purposes of
increasing their investment in high-yield assets with high levels of debt for
maximum private gain, while becoming TBTF and ignoring the potential
social cost of their failure, for which they bore little burden sharing.

Again, contrary to the results of the M&M theorem under ideal assump-
tions, it should have been clear to government regulators that in the pres-
ence of significant financial market distortions (such as tax advantages and
government subsidies for debt financing), they could not be indifferent to
the mix of debt and equity in financing bank operations and that an increase
in capital requirements was needed to protect the solvency of the banking
system. Such an increase would have led to a reduction in the riskiness of
their operations and thus the required rate of return to their equity inves-
tors.’® In this way, it would have also greatly reduced the potential social
cost of their failure in a time of financial distress so that the private incen-
tives of the bank were more closely aligned with social welfare objectives.

Prior to the creation of the Federal Reserve and its lender of last resort
mechanism, banks were mainly financed by equity investment, while
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today most private equity funds, mutual funds and hedge funds operate
with much lower levels of leverage than banks. One prominent exception
to this practice was the hedge fund (Long-Term Capital Management)
that failed in 1998 because of an unyielding faith of two of its founders
(Robert Merton and Myron Scholes, both Nobel laureates in economics)
in a famous formula grounded in the EMH (the Black-Scholes Options
Pricing Model), which they helped to develop for the valuation of deriva-
tives. Their single-minded focus on applying this formula in financial mar-
ket transactions led to enormous bets by that firm on the performance of
certain financial assets backed with high levels of leverage. The negative
spillovers of the failure of this firm were only contained because of the
intervention of the Federal Reserve, and its coordination of the dismem-
berment of the firm with other financial institutions.

Much confusion has been spread through a fundamental misunder-
standing of the role of capital on the balance sheet of financial institutions.
In a basic sense, it plays the same role as do deposits or other liabilities
in financing the asset purchases and lending operations of the institution.
However, unlike other items on the liability side of the balance sheet, it
exists to absorb any losses from the operations of the financial institution.
Therefore, the larger the capital position of the financial firm, the safer it
is. The confusion arises when analysts or financial commentators report
that reserves need to be held against the value of the bank’s capital or
that higher capital requirements tie up idle resources of the financial firm
that cannot be used for lending or investing. Both of these assertions are
wrong.'? With this misconception and a distorted view of the M&M theo-
rem, it was easy for banks and other financial firms to make the case for
lower capital requirements, especially on the basis of the claim that these
firms had adequate internal risk assessment models and tools and applied
strict counterparty risk analysis.

I will return to the role of capital requirements and bank regulatory
reform in Chap. 7, which deals with the issue of establishing an appropri-
ate agenda for financial reform to take account of the causes and effects of
the global financial crisis.

SUMMARY AND CONCLUSION

The onset of the global financial crisis cannot be fully understood with-
out some appreciation for the framework of thinking about the aggregate
economy that was pervasive among mainstream macroeconomists and


http://dx.doi.org/10.1057/978-1-137-59750-2_7

66 A.ELSON

influenced the attitude of policy-makers dealing with financial markets and
financial institutions.

To a large extent, most mainstream academic macroeconomists failed to
examine and understand critical factors in the behavior of financial markets
in the period leading up to the crisis that played a key role in its genesis.
This failing was due to the strong attachment of most macroeconomists
to the tenets of a new macroeconomic consensus that revived a belief in
the self-equilibrating character of the aggregate economy that had been
attacked by J.M. Keynes in the wake of the Great Depression. This con-
viction was grounded in the properties of so-called dynamic stochastic
general equilibrium models, which encompassed notions of perfectly com-
petitive and complete markets, along with inter-temporal optimization
and “rational expectations” or perfect foresight on the part of economic
agents. This framework also ignored the role of financial factors in aggre-
gate economic behavior and thus the consideration of the causes, proper-
ties and consequences of financial crises.

A second strong tenet of academic macroeconomics was its attachment
to the idea of the efficient market theory of finance, which was grounded
in the idea that financial markets reflect the true or fundamental value
of financial assets as they respond quickly and accurately to all available
information in the market for those assets. Such a tenet rules out the phe-
nomenon of asset bubbles. It was also implicit in government decisions
to promote the development of financial derivatives for mortgage finance
largely free of regulation, in order to expand the role of capital markets in
the financing of home mortgages, in particular for low income and poor
households.

A third view common among mainstream economists was that the
value of a firm, financial or non-financial, was independent of the manner
in which it was financed as regards the composition of debt and equity.
This so-called capital structure irrelevance theorem was based on special
assumptions such as the efficiency of financial markets and the absence
of tax benefits or implicit government subsidies for borrowing by banks
that restricted its applicability to the real world of finance. Among other
things, a naive (i.e., perfect market) interpretation of this theorem was
consistent with the view of modern bank regulation preceding the crisis
that capital requirements for large financial institutions could eftectively
be determined by these institutions on the basis of their own internal risk
valuation models, which would be reinforced by counterparty risk assess-
ments of other market participants. In effect, this distorted view of bank
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capital requirements led to a minimization of capital positions and an
increase in leverage and borrowing by banks that allowed them to take full
advantage of the government’s financial safety net in order to maximize
private returns to bank managers and equity holders, while ignoring the
large social costs of their failure.

NOTES

1. Raghuram Rajan is widely credited for having sounded an alarm bell
in 2005 in a speech at the Federal Reserve’s Jackson Hole Symposium
(when he was Chief Economist of the IMF), in which he pointed to
the growing risks in the securitization of housing finance and the
unsupervised expansion of the shadow banking system (“Has
Financial Development Made the World Riskier?” NBER Working
Paper #11728, November 2005).

2. This conclusion by Professor Olivier Blanchard appeared in his
review of macroeconomics that was published by the NBER just
prior to the outbreak of the global financial crisis (“The State of
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or long term. The new Keynesian school, while adopting the meth-
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validated a role for activist, stabilization policies in the short-to-
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CHAPTER 4

The Challenge for Macroeconomic Policy
in the Wake of the Crisis

While the seeds for the global financial crisis were spreading during the
second half of 2007 and 2008, as stress was building within the US finan-
cial system, the failure of Lehman Brothers in September of the latter year
can be viewed as the tipping point for the onset of financial panic and tur-
moil on a global scale. This chapter first briefly reviews the size and scope
of the emergency measures that were put in place in an effort to forestall a
collapse of the financial system in the United States. It then examines the
monetary and fiscal policy measures that were implemented to limit the
effects of the crisis on aggregate economic activity and to promote recov-
ery from what has come to be called the Great Recession, to distinguish
it from the Great Depression of the 1930s. In both phases of this policy
response to the financial crisis, it is fair to say that there was no clear play-
book that was guiding the actions of the authorities other than a general
provision of liquidity provision in the first response and a rapid easing of
monetary and fiscal conditions in the second. To a large extent, govern-
ment intervention was dictated by events as the crisis unfolded, and it has
been highly experimental, as well as sometimes in conflict, as the shock-
waves and aftereffects of the crisis have persisted. In the latter regard,
it is clear that mainstream macroeconomic modeling as examined in the
previous chapter has not provided any guidance on the policy response.
Instead, policy-makers have instinctively relied on the general lessons that
have been derived from the experience of the Great Depression as first
defined by Keynes in his major treatise, as well as the experience of dealing
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with financial crises in emerging market economies since the onset of
financial globalization.

In this connection, it is striking to note that Lawrence Summers, who
was the czar of economic policy-making during the Obama administration
in its first year in office, made the following observation in an interview at
a conference of the Institute of New Economic Thinking in April 2011:
“I would have to say that the vast edifice in both its new Keynesian vari-
ety and its new Classical variety of attempting to place micro-foundations
under macroeconomics was not something that informed the policy-
making process in any important way. Instead, Walter Bagehot, Hyman
Minsky, and especially, Charles Kindleberger had been my guides in the
crisis we just went through”.! Similarly, Ben Bernanke, former Chair of the
Federal Reserve Board, in his 2015 memoir, indicated that he was guided
mainly by his understanding of the Great Depression and the policy suc-
cesses and errors of that experience, as well as by the famous prescription
of Walter Bagehot on the central bank’s critical role as a “lender of last
resort” (LOLR).

Walter Bagehot was a nineteenth-century official of the Bank of
England, who defined the classic terms of the LOLR function of a cen-
tral bank in the face of a financial panic and crisis. These were as follows:
to lend freely on the basis of good collateral, to solvent institutions, at a
penalty rate of interest. These criteria for the LOLR function of the cen-
tral bank are still valid, and they essentially guided the monetary authori-
ties of the advanced countries in their response to the global financial
crisis. Summers’ reference to Minsky is interesting, as he has been con-
sidered a distinctly non-mainstream economist, as noted in Chap. 2, com-
pletely divorced from the dominant macroeconomic modeling of the last
30 years, yet he understood very well the nature of asset bubbles and
the role of bank credit expansion in supporting them. Similarly, Charles
Kindleberger, while being an academic like Minsky, also worked outside
the mainstream macroeconomic paradigm and was the first economic his-
torian of financial panics and crashes with a celebrated book that was first
published in the late 1970s and has been re-issued and updated in seven
re-printings (Manias, Panics and Crashes: A History of Financial Crises).

What is striking in Professor Summer’s statement is that the US govern-
ment, and in particular the Federal Reserve System and the US Treasury,
did not have any playbook for managing financial crises or recent expe-
rience to guide their policy responses. The financial crises of emerging
market economies in the 1980s and 1990s were not considered relevant
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for an advanced economy such as the United States, even though the
global financial crisis, while institutionally different from those crises,
shared many of the same characteristics of the earlier crises in terms of
the role of rapid credit expansion and short-term debt accumulation, the
onset of panic and the role of contagion in spreading the effects of the
crisis.

Through mid-September 2008, the US authorities believed that the
spillover effects of the sub-prime mortgage crisis could be relatively well
contained and that any impact on economic activity and unemployment
would be moderate and of short duration. To a large extent, this belief
was based on a very limited understanding of the fragile funding, exten-
sive leverage and wide distribution of securitized assets within the shadow
banking system and its web of cross-border linkages. It is interesting to
note that since the outbreak of the crisis, a number of academic studies
have demonstrated that financial crises are typically preceded by a rapid
run-up in debt accumulation of the private sector, that many of these epi-
sodes are associated with housing bubbles and that the economic recover-
ies from these crises are typically of longer duration than other recessions
unrelated to financial crises.? In fact, debt financed bubbles such as the one
that preceded the global financial crisis are typically followed by a much
slower economic recovery than is the case for equity-based bubbles such
as the dot-com bubble of the late 1990s. One of the reasons for this dif-
ference is the greater damage to the financial system associated with the
former category of bubbles. None of these conclusions were well under-
stood or appreciated prior to the global financial crisis.

Against the backdrop of the Great Moderation, as described in Chap.
2, the policy challenges of dealing with the Great Recession have brought
about a fundamental rethinking of the basic framework for macroeconomic
policy management that prevailed prior to the financial crisis. That frame-
work consisted of four basic tenets. First, monetary policy was understood
to be the main instrument for managing macroeconomic stabilization by
means of adjustments in the central bank’s short-term policy rate, which
in an environment of relative price stability would have predictable effects
on the term structure of interest rates through a process of arbitrage,
and accordingly price expectations and output in the short-to-medium
term. With a primary focus on price stability through a formal or infor-
mal process of inflation targeting, the monetary authorities could adjust
their short-term real policy rate to be in line with its estimated natural or
equilibrium level that would bring about over time what was referred to in
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Chap. 3 as the “divine coincidence” of relative price stability and a level of
aggregate output close to its potential.®> Second, because of uncertainties
about the time delay and impact of discretionary fiscal measures, short-
term fiscal policy was expected to support macroeconomic stabilization
mainly by means of automatic stabilizers incorporated in national budgets.
Accordingly, fiscal policy was expected to be focused primarily on long-
term debt sustainability in order to reinforce expectations of relative price
stability. Fiscal rules, such as those embodied in the Maastricht Treaty of
the euro zone, were viewed as helpful for maintaining fiscal sustainability.
Third, financial stability was not viewed as a central concern of monetary
and fiscal policy-making and was essentially relegated to the regulatory
authority in their work on micro-prudential bank supervision on a case-
by-case basis. Finally, since financial bubbles were difficult to detect on an
ex ante basis, it was judged best to use monetary and/or fiscal measures
to deal with the effects of their collapse in order to prevent any potential
threat to financial system stability. In the light of the global financial crisis,
each of these four tenets has had to be re-examined and re-defined.

The primary emphasis on the role of monetary policy in macroeco-
nomic stabilization prior to the global financial crisis had in effect been
validated by the experience of the Great Moderation discussed in Chap. 2.
The potency of monetary policy was also captured by the so-called Taylor
Rule, which showed that the observed changes in the Federal Reserve’s
(the Fed’s) short-term (“federal funds”) policy rate during the period of
the Great Moderation could be well replicated by a simple statistical for-
mula. As noted earlier, this formula specified a reaction function by which
the Fed’s policy rate would be adjusted above or below a long-term aver-
age level in real terms of 2 percent by a factor of 1.5 for any deviation of
inflation from its assumed targeted level of 2 percent and by a factor of
0.5 for any deviation in the growth of real GDP from its potential rate of
2 percent.*

THE NATURE OF THE EMERGENCY RESPONSE

The variety, size and scope of governmental interventions in the United
States that were introduced beginning in mid-2007 to deal with a grow-
ing financial crisis were quite significant and unmatched by any period of
financial stress in the post-WW?2 period. The fact that the chairman of the
Fed at the time (Ben Bernanke) was a scholar of the Great Depression was
quite fortuitous, in the sense that he understood the powerful depressing
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effects that a financial crisis could have on aggregate economic activity and
the need for a LOLR to prevent the collapse of the financial system. In
this regard, it is important to recognize that according to a large number
of metrics such as stock market activity, personal financial wealth, trade,
employment and output during the first 12 to 18 months of the crisis
marked from the beginning of 2008, the United States and the euro area
were on a similar or worse downward trajectory than during a comparable
period of the Great Depression.® The fact that these metrics began to bot-
tom out after that time period, rather than continuing to decline, can be
attributed to the timing and impact of monetary and fiscal measures that
were adopted with sufficient political support.

Initially, the US government’s response was managed by means of
interventions in specific cases where a large financial institution was faced
with a liquidity, as distinct from a solvency, crisis. While conceptually it is
possible to distinguish between these two cases, in a crisis it may not be
so clear. In a liquidity crisis, a financial institution may be holding sound
investments backed by good collateral but faces difficulty in selling or dis-
posing of some of its assets when confronted with a sudden withdrawal of
deposits or other short-term funding. Access to temporary funding from
the central bank is appropriate and necessary in such a case. In a solvency
crisis, a financial institution is carrying assets of low quality against which
inadequate provisions have been made to cover losses or for which insuf-
ficient or weak collateral has been posted. With a withdrawal of funding
because of a loss of confidence on the part of the institution’s creditors, a
write-down of capital and potential bankruptcy proceedings may be neces-
sary. In a generalized crisis, however, the distinction between these two
cases may become fuzzy as the loss of market liquidity may affect not only
the ability to dispose of certain assets but also their market value, say,
because of a deterioration in the financial situation of the institution that
issued them and/or an unwillingness of other investors to maintain them
in their portfolios. This discussion highlights, once again, the inherent fra-
gility of banks and financial intermediation, which was noted in Chap. 2,
arising from the maturity mismatch of a financial institution’s short-term
liabilities and its medium- and long-term assets. When a financial firm
engages in a mix of domestic and foreign borrowing and investing, then a
currency and maturity mismatch may be involved, thus compounding its
potential vulnerability to financial turmoil and contagion.

The beginning of the crisis in the United States and European Union
can be marked from the middle of 2007, with the rise in delinquencies in
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the sub-prime mortgage market following a downturn in housing prices
and losses for institutions, such as Countrywide Financial Corporation that
had been heavily engaged in that market. In August 2007, BN Paribas,
the largest bank in France, had suspended its trading in mortgage-backed
securities (MBS) because of a lack of liquidity and had closed three of its
funds invested in these securities; similar liquidity problems overwhelmed
the Northern Rock bank in the United Kingdom at about the same time.
By the end of that year, the US economy was already entering into a
recession.

Initially during the latter part of 2007, the Federal Reserve Board was
mainly focused on its interest rate policy, with reductions in its federal
funds rate from 5.25 percent to 4.25 percent in two steps in September
and December of that year. In December 2007, it also established what
was to be the first of a number of special credit facilities (the Term Auction
Facility or TAF) for lending to broker dealers (such as investment banks)
facing liquidity needs in the repurchase agreement (REPO) market, for
which good collateral in the form of treasury securities needed to be
posted. During the early part of 2008, the Fed took actions to reduce the
federal funds rate and the rate on its regular lending (its primary credit
rate) in four stages to levels of 2 and 2.5 percent, respectively, by the end of
April 2008. In March 2008, the Fed created the second of'its special lend-
ing/liquidity programs (the Term Securities Lending Facility or TSLF)
to lend up to an amount of US$200 billion of government securities in
exchange for a variety of public and private assets of commercial banks
(including MBS), as well as the Primary Dealer Credit Facility (PDCEF) for
lending to primary dealers against investment grade securities. These three
facilities (the TAF, TSLF and PDCF) were unusual in the sense that they
were intended not for commercial banks but rather for investment banks,
which in normal circumstances do not borrow directly from the Fed as do
commercial banks with deposits insured by the Federal Deposit Insurance
Corporation (FDIC).

Then in April 2008, Bear Stearns, an investment bank, was facing a
loss in value in its MBS investments because of a withdrawal of willing
buyers for those securities. In order to avoid a collapse of that firm, the
Fed intervened with a special loan of US$30 billion under the TSLF to
an off-balance-sheet entity (Maiden Lane LLC I) which, in turn, pur-
chased an equivalent amount of collateralized securities from Bear Stearns
to enable its acquisition by JP Morgan. In this case, the Fed’s loan was
justified as a measure to prevent a threat to financial system stability under
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the “emergency and exigent circumstances” referred to in section 13(3)
of the Federal Reserve Act and on the judgment that the assets of the
rescued institution were protected by good collateral. Later in the year,
this same judgment and financial intervention were withheld in the case of
Lehman Brothers, even though it became a clear trigger of financial sys-
tem instability. Much debate has taken place as to whether these two cases
should have been handled in the same manner; in the light of events, an
argument can certainly be made in the affirmative.” However, at the time,
the government authorities were trying to send a signal that there was a
limit to the extent to which the Fed and Treasury would engage in bail-
ing out operations. The failure of Lehman Brothers became the catalyst
for the full force of the global financial crisis as investors suddenly became
aware of Lehman’s extensive holdings of MBS, its links to a number of
other domestic and foreign financial institutions, and the absence of any
appropriate framework under bankruptcy law to handle the insolvency of
a large financial institution, both nationally and internationally.

The failure of Lehman Brothers came soon after the government
decided that it was necessary to take under conservatorship Fannie Mae
and Freddie Mac. These two government-sponsored enterprises (GSEs)
were heavily involved in the securitization of sub-prime and Alt A home
mortgages and were facing increasing difficulties in securing funding for
their asset allocations. As noted in Chap. 2, Fannie and Freddie, while
being privately run, were established to provide government guarantees
for home mortgages in order to encourage home ownership. They also
had initiated the creation of MBS prior to development of the housing
bubble. While the debt they raised in the private markets was not guaran-
teed by the US government, these GSEs were widely perceived to carry an
implicit guarantee, which was reflected in the lower borrowing costs that
they could command. By the peak of the crisis in 2008, the two GSEs had
guaranteced US$5.3 trillion, or roughly half of home mortgages. However,
in the years 200406, they had also invested significantly in the so-called
private-label MBS originated by other lenders in order to boost their earn-
ings. With the disruption and collapse of the market for these securities,
the GSEs were facing increasing difficulties in rolling over their funding
requirements. As a result, in order to prevent their failure, the government
announced in early September 2008 that they would be transferred to
the formal regulatory status of conservatorship, thus making explicit the
government guarantee of their borrowing requirements that market par-


http://dx.doi.org/10.1057/978-1-137-59750-2_2

78 A.ELSON

ticipants had expected while submitting them to supervisory control until
such time as they were deemed to be viable under private management.®
It is noteworthy that prior to the failure of Lehman Brothers in mid-
September 2008, in the last meeting of the Fed’s policy-making commit-
tee (the Federal Open Market Committee or FOMC) in early August,
there was very little discussion among its members, according to the pub-
lished minutes of its deliberations, of impending financial risks and nega-
tive spillovers from financial weaknesses in the “shadow” banking sector.
The term “systemic risk” was barely mentioned in remarks by Chairman
Bernanke and was generally ignored as it was considered to be a term that
was difficult to explain and to measure. The only Governor who raised
the possibility of growing financial distress was Frederick Mishkin, an aca-
demic economist who was retiring from the Board after that meeting.
Instead, following the guidance notes prepared for the committee by the
Federal Reserve staff as contained in the standard beige-and-blue books
that each member receives prior to the meetings of the FOMC, the par-
ticipants focused primarily on the outlook for inflation and output growth
and whether its short-term policy rate (the Federal Funds rate) should
have been maintained at 2 percent or increased by 25 basis points. In its
meeting of early August, the committee decided once again to leave the
rate unchanged as it viewed the downside risks to output growth and
upside risks to inflation as about evenly balanced. In the light of events,
a debate has been generated as to whether the passive monetary policy
stance at that time in the face of underlying weakness in the economy
represented an unintended tightening of policy instead.’
Notwithstanding the variety of interest rate and credit operations that
the Federal Reserve Board had taken since September 2007, the Board
was convinced until the failure of Lehman Brothers in mid-September
2008 that the difficulties in the housing market could be contained and
that it could limit the risk of recession through an easing of monetary
conditions. According to the minutes of the FOMC, one cannot detect
any widespread concern over the growing turmoil in the financial mar-
kets, which is quite remarkable in retrospect. To a large extent, this pos-
ture can be explained, according to one recent study, by the nature of
the information provided to and deliberated upon by the FOMC, as the
decision-making body of the Board, which is heavily focused on mac-
roeconomic conditions bearing on inflation and unemployment risks.!°
Rarely, if ever, were representatives from the bank regulatory side of
the Fed’s operations asked to speak or comment on potential financial
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risks in the economy. Nor is there much opportunity for members of the
FOMUC, because of its relatively large size, to dialogue with each other
on important issues or to pursue a line of questioning with senior Fed
staff attending their meetings on the projections and proposals provided
to the committee.!!

The failure of Lehman Brothers became the trigger for widespread
panic in the financial markets. In the face of this crisis, the US government
took dramatic action on a broad front and displayed a remarkable degree
of cooperation among the Federal Reserve (both at the Board level and
through the Federal Reserve Bank of New York), the US Treasury and the
FDIC. Consistent with Bagehot’s rule, the Fed and other central banks of
the advanced countries extended credit as lenders of last resort during the
2007-09 crisis period equivalent of around US$4 trillion, which implied,
on average, a doubling of their respective balance sheets and much more
in individual cases.!? Over the course of the last three months of 2008,
the FOMC lowered the federal funds rate to a level between 0 and 0.25
percent while expanding greatly its liquidity provision through existing
and new facilities (AMLEF, CPFF, MMIMF and TALEF). In addition, in
coordination with the US Treasury, the Fed authorized on the day after
the failure of Lehman Brothers an exceptional credit of US$85 billion
to American International Group on the grounds of its systemic impor-
tance, as well as subsequently in November, two additional lines of credit
through separate off-balance-sheet vehicles (Maiden Lane II and III) of
US$22.5 billion and US$30 billion, respectively, to purchase some of its
collateralized debt obligations (CDOs) and MBS. In addition, in line with
its LOLR function, the Fed gradually expanded its swap lines of credit with
initially four central banks in advanced countries (the Bank of England,
European Central Bank, Bank of Japan, and Swiss National Bank) and
then to central banks of ten other advanced and emerging market econo-
mies to support the repayment of foreign lines of credit by commercial
banks in these countries to banks in the United States. Total drawings
under these swap lines of credit reached a peak amount of US$600 billion
by February 2009.

Meanwhile, within a week of Lehman’s failure, the Treasury Department
used US$50 billion from its Exchange Stabilization Fund to establish a
temporary guarantee of all investments in money market mutual funds,
which was followed in early October by action on the part of the EDIC
to increase the threshold of its deposit insurance in FDIC-insured banks
to US$250,000. The US Treasury also secured Congressional approval in
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carly October 2008 for the creation of a US$700 billion Temporary Asset
Relief Program (TARP), which was used to make temporary equity invest-
ments in solvent banks facing capital deficiencies, as well as lines of credit
for two of the largest automobile manufacturers, Chrysler and General
Motors. The total amount of emergency assistance under these facilities
amounted to US$430 billion, most of which was repaid by the end of
2015, according to data reported by the US Treasury Department. The
US government received an amount roughly similar to its disbursements
in repayments, sales, dividends, interest and other income, offsetting a loss
or write-ofts of around US$35 billion."?

Notwithstanding the success of the TARP investments, it is striking to
note that at the time the program was approved by Congress, the Federal
Reserve and Treasury Department were still not clear as to how these
funds were to be allocated, that is, whether they would be used to pur-
chase impaired assets of banks (in line with the name of the program) or
to make temporary equity purchases in banks in order to bolster their
capital position. Following internal debate, the latter route was chosen. As
events transpired, it is clear that without this rapid and substantial infusion
of liquidity and capital injections to banks and other financial institutions,
the economic impact of the financial crisis would have been far worse than
in fact it was.'*

Notwithstanding the rapidity and boldness of these official actions in
the wake of the Lehman failure, they were not enough to forestall wide-
spread panic in financial markets. This panic had all the features of a tra-
ditional bank panic involving the withdrawal of private bank deposits of
various maturities in response to significant losses in the value of a bank’s
loans or investments because of poor risk management, a major economic
downturn or some other exogenous event. The difference in 2008 of
course was that the conditions of panic originated in the “shadow” bank-
ing system (outside the traditional bank sector), where liabilities were
largely composed of overnight REPOs or commercial paper that were col-
lateralized by an institution’s investments in MBS/CDOs whose value
was largely unknown in the wake of the Lehman failure. That failure also
provoked panic because of great uncertainty not only about the value of
these securitized instruments developed during the housing boom but
also about the number and size of bank and non-bank institutions that had
invested in them or were linked to financial institutions that had heavily
invested in those instruments through special lines of credit.
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These conditions of panic and fear had an immediate effect on eco-
nomic activity, as consumers and investors sharply adjusted down their
expectations of future economic conditions and reduced their spending
in response to a variety of negative signals from financial markets. Equity
markets (i.c., the S&P 500 index) fell by 40 percent during the two-
month period from mid-September (a few days after the Lehman bank-
ruptcy) to mid-November 2008, while real GDP fell by 2.2 percent in the
fourth quarter of 2008, following a more modest decline of 0.5 percent in
the previous quarter. Because of the extensive cross-border financial link-
ages across the Atlantic, economic and financial developments within the
European Union were broadly similar.

In this crisis, as in other financial crises, one can trace a sequence of
effects running from a collapse in asset prices associated with the end of
the housing bubble leading to a downturn in housing activity and then to
turmoil in the financial markets, which in turn had major second-round
effects on the real economy. The sequence as applied to the global finan-
cial crisis began in a segment of the real economy involving the collapse
of the housing bubble in 2006-07, which had negative consequences for
homeowners whose home values fell below the amount of their home
mortgages, as well as negative spillover effects on selected financial insti-
tutions owing to the suspension of trading in CDOs/MBS or a collapse
in the prices for these securities. The breakdown in the market for these
securities occurred as “shadow” banking institutions, facing major liquid-
ity requirements to meet the demands of their lenders, tried to dispose
of their holdings in CDOs/MBS but found few willing buyers except at
“fire sale” prices. This development then led to a widespread withdrawal
of short-term funding for “shadow” banking institutions invested in these
securities, with further second-round effects on the real economy as wide-
spread fear of major financial distress set in. Financial panic would also
have been fed by a process of contagion as the withdrawal of funding from
one financial institution in difficulty raised concerns about other similarly
placed institutions or fears about other institutions that may have been
linked through short-term lines of credit. Citibank became a victim of this
kind of market reaction as with the general withdrawal of liquidity it was
forced to close its off-balance-sheet special investment vehicles and bring
onto its balance sheet the impaired assets in the form of CDOs/MBS that
these entities had purchased. This maneuver raised doubts about the capi-
tal adequacy of Citibank, and in response to investor fears it became one of
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the first institutions to call on the TARP for an equity infusion amounting
to US$50 billion, the largest of any financial institution.

One of the actions taken by the new Obama administration in early
2009 to complement the TARP that helped to quell the financial panic
was the announcement in early February that “stress tests” for the largest
banks would be conducted by the major regulatory agencies for the 19
largest commercial banks with assets exceeding US$100 billion, which
accounted for two-thirds of banking system assets and one-half of bank
loans. These tests were intended to show the extent to which the major
banks were at risk of insolvency because of a lack of adequate capital to
withstand a further extreme financial event. In May 2009, the results of
the stress tests were made public, showing that 10 of the 19 banks needed
to bolster their capital position, which they were required to do before
the end of that year, either by means of raising additional equity through
private placements or by drawing on the TARDP.!®

THE MONETARY AND F1scaL Poricy RespoONSE TO LimiT
THE EcoNoMIc EFreEcTSs OF THE CRISIS

With the outbreak of the financial crisis in the last quarter of 2008, the
monetary and fiscal authorities reacted with a series of measures, as out-
lined above, to contain the economic impact of the financial crisis and to
promote macroeconomic recovery. These measures were primarily focused
on the financial system, based on the judgment that a widespread collapse
of financial institutions would have had a major and long-lasting impact
on economic activity. Some attention was given to relieving the burden of
household debt on consumers, but this was more limited and less vigor-
ously pursued.'® The burden of debt on consumers and certain financial
institutions would prove to be a serious hurdle in promoting economic
recovery because of the problem of so-called debt deflation, which was
discussed in Chap. 2. With the decline in housing values, the net worth
of consumers declined, and consumers facing a sudden shift in their debt
position either defaulted on their loans or cut back on other expenditure
in order to lower their mortgage indebtedness. In either case, the shift
from a continued rise in home values to a decline in home equity removed
a source of financing for durable and other consumer purchases and forced
a cutback in these kinds of outlays. The phenomenon of “debt deflation”
was also a factor determining the behavior of banks, as they dealt with the
problem of loan delinquency or non-performing loans to households and
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businesses. In the face of a decline in asset returns or a write-down in the
value of their loans, banks would have been required to cut back on new
lending in order to meet their minimum capital requirements and reduce
their debt financing as well.

Looking beyond the response of the Fed in fulfilling its role as a
LOLR to prevent a complete collapse of the financial system, central
bank authorities in the United States and other advanced countries were
faced with the challenge of what further monetary policy adjustments
they could make once the “zero lower bound” of short-term policy rates
had been reached. In the United States this limit was reached at the
end of December 2008 when the Fed decided to have the federal funds
rate fluctuate within the narrow range ot 0-0.25 percent. The fact that
this target range for the Fed’s short-term policy rate was maintained
through the end of 2015 is strong evidence of the difficulties faced
by the Federal Reserve authorities in using “unconventional monetary
policies” to promote a sustained economic recovery from the recession
caused by the global financial crisis. The Bank of England, the Bank of
Japan and the European Central Bank also faced similar challenges at
the end of 2008."7

The existence of the zero lower bound for the Fed’s short-term policy
rate presented the FOMC with an asymmetric and unprecedented policy
challenge. If economic recovery proved to be relatively rapid as it had
been in the previous post-WW?2 recessions, then the Fed could return to
its normal practice of adjusting its short-term policy rate through open-
market operations to achieve its macroeconomic objectives. However, as
long as the effects of the recession persisted, the Fed was forced to rely
on unconventional monetary policy actions not involving the direct use
of its short-term policy rate in order to promote its objectives. The zero
lower bound had first been confronted by the Bank of Japan after it was
faced with the challenge of promoting economic recovery in that country
following the collapse of a housing and stock market bubble in the late
1980s. That episode, as well as the aftermath of the global financial cri-
sis, presented an example of what Keynes had defined in the 1930s as a
“liquidity trap” for central bankers. With interest rates effectively at their
zero lower bound, private agents would be indifferent as to whether they
would hold cash or short-term government securities, and thus the central
bank was powerless to promote spending through a reduction in interest
rates on the assumption that it would not lower the yield on its financial
assistance into negative territory. In these conditions, Keynes argued that
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an increase in aggregate demand through an expansion in fiscal policy
would be needed in order to compensate for the reduction in household
and business expenditure and promote economic recovery and an eventual
increase in interest rates.'®

To a significant extent, the policy challenge of “a liquidity trap” and
the potentially positive role of fiscal stimulus in boosting economic activity
were well understood by Chairman Bernanke and the new economic team
that was formed by President Obama following his election in November
2008. In relatively quick order, his administration was able to win
Congressional approval of the American Recovery and Reinvestment Act,
which was signed into law on February 17, 2009, soon after the initiation
of stress tests for the major banks. This program involved a variety of tax
reductions, aid to state and local governments, and discretionary spend-
ing amounting to US$787 billion, or around 5 percent of GDP. This was
a significant achievement, coming as it did only a little more than four
months after the approval of the TARP for a roughly similar amount.
Notwithstanding the good timing of the fiscal stimulus, there were pro-
posals at the time within his economic team for an even larger amount,
which in the light of the slow and long duration of the recovery were
probably justified.

The policy challenge of the zero lower bound for the Fed was in part
alleviated by the decision that was taken in October 2008 to initiate the
payment of interest on the commercial banks” excess reserves held at the
Federal Reserve. This change in Fed procedures had been made with the
approval of the US Congress to give it an additional tool in the conduct
of monetary policy. However, it would also of necessity involve a change
in the manner in which the Fed would raise or lower its short-term policy
rate in the future. One rationale for the decision to pay interest on bank
reserves was to eliminate an implied cost or tax on financial intermediation
or the holding of non-interest-bearing currency and deposits in commer-
cial banks. The other rationale for the payment of interest on reserves was
that it was thought that this change would allow the Fed to target its rate
for overnight reserves, which determines its federal funds or short-term
policy rate, in a more precise way. In practice, however, the federal funds
rate has fluctuated between the lower bound for its targeted level and the
Fed’s interest rate on excess reserves, which is why from the end of 2008
the FOMC has set a range of 0.25 basis points for the fluctuation of its
policy rate.”

The two main instruments of the unconventional monetary policy that
the Fed introduced in response to the Great Recession and the dilemma of
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the zero lower bound were “forward guidance” and large-scale asset pur-
chases (LSAP) or “quantitative easing” (QE), as it has come to be known.
Along with the introduction of these new monetary policy tools, the Fed
has established a number of innovations in its communication practices
in order to improve its transparency and interactions with financial mar-
kets. At the time these two new instruments of unconventional monetary
policy were introduced, it was clearly anticipated that the recovery would
be much quicker than in fact it has been, so that the Fed could return to
its normal policy arrangement based on periodic adjustments in its over-
night federal funds rate through the practice of open-market operations.
The fact that this expectation has not turned out to be correct has meant
that the Fed has been dealing with a highly unusual and unprecedented
policy challenge, which with the passage of time has complicated the tim-
ing and duration of monetary policy normalization. The long duration of
the Great Recession and slow pace of economic recovery in the United
States since the middle of the 2009 when it reached its low point is testi-
mony to the uncertain economic effects of the unconventional monetary
policy, notwithstanding its impact on lowering the term structure of inter-
est rates and raising the prices of financial assets, more generally. To a large
extent, the weakness of this transmission mechanism of monetary policy
has reflected the uncertain environment for new private investment, the
persistent impact of “debt deflation” and the lack of a supporting role
from fiscal policy, as discussed later on in this chapter. Recent research has
also shown that the persistence of the Great Recession has lowered the
level of “potential output” that had prevailed prior to the crisis and may
have been the prelude to a period of “secular stagnation” .2

Under its LSAP program, the Fed targeted the purchase of long-term
assets such as medium- to long-term treasury securities and MBS guaran-
teed by the two GSEs, with a view to reducing the yield on these securities
and through a market process of arbitrage the yields on other long-term
instruments such as home mortgages and corporate bonds in order to
encourage home purchases or re-financing and new business investment.
The program was also expected to induce a decline in the yield of other
financial asset groups such as equities, through an increase in their valua-
tion. In the event, this program endured far longer than anyone at the Fed
anticipated, that s, through October 2014, and was executed through three
separate operations of asset purchases, as well as one (called “Operation
Twist”) involving the simultaneous purchase of longer-term treasury secu-
rities and sale of shorter-term ones, also with the effect of lowering the
yields on long-term securities. The fact that the LSAP program lasted so
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long is testimony to the enduring effects of the financial crisis on economic
activity in contrast with the normal course of business cycles.

The Fed’s program of LSAP or QE in effect began well before the end
of 2008 as the Fed increased its various asset purchase programs to pro-
vide liquidity to financial markets, including the purchase in November of
US$600 billion of MBS guaranteed by the GSEs and the opening of swap
lines of credit to foreign central banks. By early February 2009, these actions
had led to a doubling of the size of the Fed’s balance sheet (to around US$1.5
trillion) compared with its pre-crisis level. Then in early March 2009, the
Fed announced what was to become the first of the three programs of LSAPs
of around US$1.1 trillion, involving an expansion of US$850 billion in the
purchase of MBS from the GSEs and a purchase of government securities of
US$300 billion from other financial institutions. The simple announcement
of this program lowered the yield on 10-year government debt from 3 per-
cent to 2.5 percent. This program of asset purchases was to extend through
March 2010, after which it was expected that the economic recovery would
be well entrenched and policy normalization could begin. In retrospect, it is
clear that the macroeconomic forecasts of the Federal Reserve staff (as well
as consensus forecasts of business economists more generally) were far too
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optimistic as regards the timing and pace of economic recovery from the
recession, which officially ended in June 2009. (Chart 4.1 shows how the
actual pace of recovery of the global economy has been significantly below
the IMF projections made in 2011 and in each of the five subsequent years.)

During 2010, as economic activity continued to remain subdued, the
Federal Reserve Board began to discuss the possibility of a second round
of LSAP, or QE2, as a means of continuing to purchase long-term treasury
securities with a view to reducing their yield and that of other compa-
rable securities and other debt instruments in an effort to spur investment
and consumer durable spending. There was far less unanimity among the
FOMC members as to whether such action was justified, and a number of
members began to voice concerns over the potentially inflationary impact
of the Fed’s QE program. This concern was also expressed later in the year
by a group of prominent conservative economists and commentators in a
letter published in the Wall Street Journal on November 15, soon after the
FOMC agreed to pursue a second program of LSAP (“An Open Letter to
Ben Bernanke”). This program of QE2 set a target of the Fed’s purchase
of US$600 billion of treasury securities through June 2011 (or US$75
billion per month).

With continuing concerns about the pace of economic recovery, the
FOMC then decided in September 2011 to supplement its QE program
with a maturity extension program, or “Operation Twist” as it came to be
known in the financial press. Under this program, the Fed initiated pur-
chase on a monthly basis of long-term government securities in the range
of 6-30 years to reach a cumulative amount of US$400 billion, which was
to be offset by the sale of short-to-medium government securities from
its portfolio of an equivalent amount in the range of zero to three years.
While this swap operation was intended not to have an impact on the total
supply of government securities in financial markets, it was expected to
have an effect similar to the QE program on the supply and yields on long-
term government securities and other financial assets of a similar maturity.
This program was terminated in December 2012.

During the two phases of QE and “Operation Twist”, the FOMC
observed a steady but slow pace of reduction in the rate of unemploy-
ment, from its peak of 10 percent in February 2009, along with a
subdued rate of growth in “core” inflation (i.e., total CPI excluding
food and energy) and labor income. In these circumstances, Chairman
Bernanke and other members of the FOMC debated in 2012 whether
further stimulus from monetary policy was warranted, and agreed to a
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final program of LSAP (or QE3) in September 2012. This program was
on an open-ended basis when it was announced and involved the pur-
chase of long-term Agency-guarantced MBS of US$40 billion a month.
In December 2012, this LSAP program was supplemented by the pur-
chase of US$45 billion of longer-term government securities, thus con-
tinuing the pace of monthly purchases that had been maintained under
“Operation Twist” but without the effect of sterilization. In January
2014, the Fed started to taper the amount of its monthly purchases, and
the program was terminated in October 2014. In quantitative terms,
QE3 was the largest of the three LSAP programs, as the balance sheet of
the Fed increased from around US$2.8 trillion to US$4.5 trillion over
the course of two years.

One operational problem that arose in the implementation of QE was
that there was little or no coordination with the public debt operations
of the US Treasury. Any overt consultation between the two institutions
would have been considered a potential threat to the operational inde-
pendence of the Fed. Nevertheless, studies have shown that during the
lifetime of the Fed’s QE programs (2008-14) long-term purchases of
government securities by the Fed were partially offset by the Treasury
Department’s placement of long-term bonds as it tried to take advantage
of the relatively low interest rate environment to increase the duration of
its debt. The net effect of these two programs was that the quantitative
impact of the Fed’s QE program was reduced by around one-third.*!

The basis on which each of the LSAPs was established in terms of
their size and duration was never made public, but they were intended
to be substantial enough to have an impact on the supply of the affected
bonds in the market. Measured in relation to GDP, the Fed’s balance
sheet expanded from around 5.5 percent in 2008 to a maximum of 25
percent by mid-2014, by means of which the central bank purchased
around 60 percent of all Treasury securities issued during that time
period and an unprecedented 80 percent in 2014.22 Apart from the size
and duration of QE, it is unclear how the FOMC determined the choice
of long-term securities to purchase under its LSAP, whether it be MBS
or government securities. To the extent that the Fed engaged in sizeable
purchases of MBS, as it did under QE1 and QE2, one could argue that
the FOMC was engaging in a type of targeted credit allocation program
to encourage housing sector activity, both at the construction and retail
sale stages.



THE CHALLENGE FOR MACROECONOMIC POLICY IN THE WAKE OF THE CRISIS 89

On the basis of the three programs of QE and Operation Twist, the
Fed’s holdings of long-term treasuries and agency-guaranteed MBS
expanded by around US$4 trillion from early 2009 through the end of
2014. These data suggest a significant expansion in monetary stimulus, as
the main counterpart of these purchases was an increase in reserve money
(i.e., currency issue and bank reserves) reflecting the growth in liquidity
associated with the LSAP. Chart 4.2 shows the increases in the balance
sheet of the Federal Reserve as a result of this program, which was largely
mirrored by similar activity of the Bank of England, the ECB and the Bank
of Japan, although the mix of asset purchases and credit easing varied in
each case.

It is interesting to note that the growth of M2 and M3 in the United
States has not kept pace with the growth of base money, with the result
that the money multiplier (i.e., the ratio of M2 or M3 to base money) has
declined sharply since the onset of the financial crisis. Such an outcome has
completely altered the standard textbook model of the money multiplier
(as discussed in Chap. 2) that had been developed to explain a fairly pre-
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dictable relationship between base money and the stock of money (M2 or
M3) in the period prior to the financial crisis. The multiplier itself was rela-
tively stable and was determined by two other ratios: the currency-deposit
ratio, which was determined by preferences of the general public, and the
reserve-deposit ratio, which was determined by banks. In an era when no
interest was paid on excess reserves held by banks (i.e., prior to October
2008), banks sought to maintain their excess reserves, or reserves in excess
of Federal Reserve requirements, at a minimum level. Both the reserve-
deposit and currency-deposit ratios were fairly stable over time and pre-
dictable, and thus the money multiplier itself was relatively constant over
time. Accordingly, in the monetarist tradition of Milton Friedman and the
Chicago School of economics, the Fed was seen as capable of determining
the growth of the money supply, and thus the rate of inflation, through
its control of base money. This presentation has been at the core of eco-
nomics textbooks for decades. However, this is no longer the case under
the current regime of the Federal Reserve. For some time, even prior to
2008, the Fed has shifted away from an emphasis on the money supply as
an anchor for monetary policy toward a focus on the federal funds rate
as a means of controlling inflation (by means of the demand for credit)
and open-market operations as a tool for controlling that rate. The policy
focus on a low rate of inflation of around 2 percent had been implicit in
the FOMC deliberations for many years prior to the global financial crisis
and became explicit with the release of a policy statement of the Fed in
January 2012. This announcement was one of the many adjustments in
the Fed’s transparency and communication policy that were introduced by
the Federal Reserve under Chairman Bernanke.

Another innovation was the policy of “forward guidance”, which was
initiated in the Fed’s FOMC meeting in December 2008 with a view to
communicating to the markets the FOMC’s expectations for economic
activity and the likely course of its short-term policy rate. Forward guid-
ance had been used in previous FOMC statements, but on an irregular
basis. For a number of years prior to the global financial crisis, statements
had been issued following each FOMC meeting that contained a brief
one- or two-paragraph view of the current economic situation and outlook
along with a signal of the concerns or conditions that would guide policy
rate adjustments in the future. Beginning in December 2008, with the
zero lower bound in effect, the committee began to make more explicit its
expectations for the future path of its policy rate.??
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Forward guidance was expected to influence future interest rates in a
manner similar to actual adjustments of the federal funds rate. The primary
purpose of forward guidance was to influence financial market expecta-
tions of the future path of short-term interest rates that would, in turn,
influence long-term interest rates, especially if the guidance provided by
the FOMC was different from financial market forecasts. As noted earlier,
changes in long-term rates would affect those pertaining to auto loans and
mortgages for consumers, as well as business purchases of plant and equip-
ment. More specifically, forward guidance can affect both components of
long-term interest rates: first, the component that reflects the expected
future path of short-term interest rates and second, the term premium
related to the extra risk of holding a long-term financial instrument in a
world of interest rate uncertainty. If the Fed’s guidance suggests that an
accommodative stance will last longer than expected by the public, then
both components of long-term interest may fall.

How forward guidance affects actual private spending behavior, how-
ever, depends upon whether it is perceived to be a policy commitment on
the part of the FOMC or simply a forecast of the future path of short-
term interest rates. In the former case, the expectations channel linked to
long-term interest rates is likely to be stronger than in the latter case, with
more durable effects on private sector spending. In the latter case, forward
guidance may only validate private sector expectations, or if it suggests a
weaker outlook than expected by the public, it might even dampen con-
sumer and business sentiment with unintended, negative effects on spend-
ing. The impact of forward guidance may also be difficult to disentangle
from the effects of QE. The Fed’s announcement and implementation of
an LSAP program may be viewed as its fulfillment of forward guidance,
and therefore both components of the Fed’s policy may be at work in
influencing the course of long-term interest rates.

Beginning in December 2008, the FOMC issued its first statement for
the future course of short-term policy rates in fairly general language as
follows: “The Committee anticipates that weak economic conditions are
likely to warrant exceptionally low levels of the federal funds rate for some
time.” In March 2009, the committee issued a similar statement, with the
substitution of the phrase “for an extended period” for the phrase “for
some time”. According to a study by two Federal Reserve economists, each
of these statements resulted in a decrease in market expectations of future
rates, as reflected in the price of federal funds futures contracts.** Notably,
each of these meetings was accompanied by first the launch and then the



92 A ELSON

intensification of QE1. Beginning in August 2011, the FOMC shifted the
timeline of its forward guidance from an indefinite to a more date-specific
basis. Following the FOMC meeting of August 9, 2011, for example, the
committee issued a statement in which the last four words of the phrase
“economic conditions are likely to warrant exceptionally low levels of the
federal funds rate for an extended period”, which had been used in state-
ments prior to that date, was changed to “at least through 2013”. Once
again it was possible, according to the study just cited, to detect a decline
in the market expectations of the future funds rate. One month after this
meeting, as noted earlier, the FOMC initiated its maturity extension pro-
gram. On the basis of these estimates, one can conclude that financial mar-
ket participants viewed each of these innovations in forward guidance as a
credible signal, if not commitment, of the Fed’s future policy intent.

A further change was introduced in the FOMC approach to forward
guidance in December 2012 when for the first time the committee linked
its forecast for the stance of monetary policy to specific economic condi-
tions. Accordingly, the statement on December 12,2012, indicated that the
“exceptionally low range for the federal funds rate (i.e., near zero) will be
appropriate at least as long as the unemployment rate remains above 6 %2 per
cent, inflation between one and two years ahead is projected to be no more
than a half percentage point above the Committee’s 2 per cent longer term
goal, and longer-term inflation expectations continue to be well-anchored”.
In addition, the FOMC statement conveyed that monetary policy was
expected to be “highly accommodative” for a “considerable time” after the
end of the LSAP program. Following that meeting, labor market condi-
tions improved and the unemployment rate fell more quickly than had been
expected by both Fed and private market economists. Thus, the thresh-
old of a 6.5 percent rate of unemployment was reached more quickly than
was anticipated in the FOMC’s December 2012 meeting. As a result, in its
March 2014 statement, the FOMC altered once again its targeted refer-
ence point for forward guidance from a quantitative to qualitative basis by
indicating that the duration of exceptionally low policy rates would depend
on a “wide range of information” in the area of “labor market conditions”.
This change initiated a period until the present time in which the FOMC
has emphasized the “data dependent” nature of its policy rate decisions.

It is important to note that the innovations in the use of forward guid-
ance by the FOMC since the outbreak of the financial crisis have also been
accompanied by other changes in the transparency and communication
policy of the Fed. In February 2009, the FOMC began the practice of
releasing on a quarterly basis the range of committee members’ individual
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projections for inflation, unemployment and growth for the medium term
(three years out). Then in early April 2011, the chairman initiated the prac-
tice of holding a press conference on the occasion of these releases. This
action was followed by the formal adoption, as noted earlier, of a 2 percent
inflation target, which was announced in a statement on longer run goals
and policy strategy on January 12, 2012. In this same spirit, the FOMC
released a statement on September 17, 2014, on “policy normalization
principles and plans” to provide some guidance to the public on the condi-
tions that would guide the adjustment of the federal funds rate to a more
normal level and the reduction in the size of the Fed’s balance sheet.

While the adjustments described above in the forward guidance offered
by the FOMC suggest its experimental nature, one can also question the
basis on which the committee was giving preference to its twin statutory
objectives of maximum employment and low inflation in its policy delib-
erations. Even though the committee had adopted an explicit target of 2
percent for the rate of inflation over the medium to long term, the timeta-
ble for accommodative monetary policy seemed to have been conditioned
mainly on labor market conditions. This focus represented a major shift
in the perspective of the FOMC compared with that of the period leading
up to the outbreak of the global financial crisis when, in mid-September
2008 for example, the main concern of the committee in its statements
was the risk of rising inflation. By contrast, the fact that the FOMC began
its process of interest rate normalization in December 2015, even though
the rate of inflation was well below the Fed’s target of 2 percent, has led
to some criticism that the Fed’s action was pre-mature if not unclear as
to what the basis for its decision was. This critique has given rise to many
calls, including from the US Congress, for the FOMC to adopt a formal
model, such as one based on the “Taylor Rule” discussed earlier, at least
for purposes of providing a quantitative reference point for the FOMC to
use while making its decision about the actual level of that rate to be set
for purposes of defining the stance of monetary policy.?> However, adopt-
ing such a rule would be an important shift away from the operational
independence that the Fed now enjoys in pursuing a specific target for
stable inflation of around 2 percent and maximum employment, while
being subject to ex post accountability for the achievement of these goals.
Under the Taylor rule’s approach, there is likely to be an erosion of central
bank independence with closer Congressional scrutiny of each monetary
policy decision of the FOMC.
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ASSESSING THE IMPACT OF THE GOVERNMENT’S POLICY
1O PROMOTE EcoNOMIC RECOVERY

Now that the Fed’s experimentation with unconventional monetary policy
has been concluded, it is fair to ask what was the impact of its use of for-
ward guidance and QE on the pace of economic recovery. As a first step in
answering this question, it is useful to try to measure the extent to which
monetary policy was expansionary or contractionary since the outbreak
of the crisis. In normal times, for purposes of making this judgment, one
could compare the actual federal funds rate adjusted for inflation with
some measure of a “neutral” rate, which is deemed to be consistent with
stable inflation and full employment consistent with actual output at or
near its potential level. If the actual policy rate is above the neutral rate,
then the stance of monetary policy can be judged to be contraction-
ary, in the sense that output is likely to be well below its potential level.
Conversely, if the actual policy rate is below the estimated neutral rate,
then monetary policy is likely to be unduly expansionary, in the sense that
inflation may exceed its targeted level. The concept of the neutral rate of
interest appears to have been first discussed by the FOMC at its meeting
of October 27-28,2015.%¢

The neutral rate of interest is not an observable or measurable statis-
tic, however, and needs to be estimated on the basis of data that can be
observed. Prior to the financial crisis, the neutral rate was estimated to be
around 2 percent—that is, a nominal rate of 4 percent less an expected or
targeted rate of inflation of around 2 percent. However, since the outbreak
of the financial crisis, the neutral rate is estimated to have declined sharply
to a maximum negative level of around 5 percent in mid-2009, with a
gradual recovery since then, albeit still being in negative territory, accord-
ing to various models used by the Fed (Yellen 2015). With the actual
federal funds rate at the zero lower bound since the end of 2008, it too
has been at negative levels of around 1 percent, taking measured inflation
into account. By this comparison, the stance of monetary policy has been
highly contractionary. However, such a comparison fails to take account
of any impact of the Fed’s unconventional monetary policy. In order to
quantify this gap, studies have been carried out that have attempted to
calculate what the trajectory of a “shadow” policy rate for the Fed would
have looked like if the federal funds rate were not limited by the zero
lower bound. This path can then be compared with an estimated path of
the neutral policy rate to show how well aligned the shadow rate has been
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Chart 4.3 Actual and “shadow” federal reserve policy rates (in percent) (Source:
Estimates of the Shadow Federal Funds Rate by Jing Cynthia Wu and Fan Dora
Xia, available at the Federal Reserve Bank of Atlanta (www.frbatlanta.org/cqer/
research /shadow_rate))

with such a rate, and whether or not the stance of the FOMC was rela-
tively expansionary or contractionary by the degree to which the shadow
rate, adjusted for inflation, was above or below the neutral rate. As shown
in Chart 4.3, the results of one of these studies show that the shadow
policy rate has fallen steadily during the period of QE to minus 3 percent
in nominal terms by mid-2014 (or roughly 4—4.5 percent in real terms); at
that point in time, the shadow policy rate would have been lower than the
neutral policy rate estimated by the Fed, thus suggesting that the stance of
monetary policy had become highly accommodative. By the end of 2015,
it has been estimated that both the shadow policy rate and the neutral rate
were approaching the zero lower bound.?”

What determines the neutral rate of interest and why has it declined so
sharply since the outbreak of the crisis? In normal times, the neutral rate of
interest could be expected to rise or fall in line with the expected growth
in the labor force, labor productivity and investors’ risk perception. A


http://www.frbatlanta.org/cqer/research/shadow_rate
http://www.frbatlanta.org/cqer/research/shadow_rate

96 A.ELSON

reduced rate of growth in the labor force and labor productivity would
imply a minimal growth in total output and thus a low level of the neutral
rate of interest. By the same token, a higher risk premium for investment,
due for example to great uncertainty in the economic outlook, would
require a lower neutral or risk-free rate of interest to encourage the same
level of investment as in the past. The neutral rate also reflects the degree
to which consumers have a preference to consume today rather than
tomorrow. A high household preference for consumption today would
tend to raise the neutral rate of interest, so as to encourage an increase in
savings for consumption in the future.

The sharp fall in the neutral rate of interest since the outbreak of the
crisis reflects a number of negative shocks related to many of the factors
just noted. If one thinks of the neutral rate of interest as the equilibrating
device between savings and investment, clearly there has been a downward
shift in investment demand since the outbreak of the crisis, which has been
accompanied by a decline in the neutral rate. With an uncertain economic
outlook, investment demand has continued to be weak, consistent with
the notion that there has been an increase in investors’ risk perception.
There have also been outward shifts in the supply of savings reflecting an
increase in inequality, as well as trends suggesting an increase in global
savings. Finally, one can point to a slowdown in the growth of the labor
force associated with a decline in labor force participation rates and an
aging population. These trends have been matched by a decline in labor
productivity.?®

A number of analysts have argued that the neutral rate or real rate of
interest has been trending downward for a period of time beginning well
before the financial crisis. This fact, along with the slow pace of economic
recovery, has raised concerns that the economy may be facing a period of
“secular stagnation”, noted earlier, similar to that experienced by Japan in
its nearly two-decade period of weak economic growth. Such a prospect
would suggest that the neutral or equilibrium rate of interest will not
return to levels typical of the pre-crisis period. Indeed, in its deliberations,
the FOMC has suggested that the process of interest rate normalization
can be expected to be a slow and gradual one. In their published projec-
tions, FOMC members have also tended to predict that the federal funds
rate will not return to levels that had been observed in the period prior to
the crisis.

Given the slow pace of recovery from the crisis and the significantly
expansionary stance of monetary policy as reflected in measures of the
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shadow federal funds rate, it is fair to ask what has been its quantitative
effect in macroeconomic terms. Rather than try to isolate the effects of the
Fed’s forward guidance and QE, most studies have tended to look at their
combined effects. One recent study by the Fed’s research department has
estimated that the Fed’s unconventional monetary policy contributed 1.5
percentage points to the decline in the unemployment rate since mid-
2009 and 0.5 percentage points to the rate of inflation. These are signifi-
cant but not dramatic effects, especially given the magnitude of the policy
response by the Federal Reserve.?® The same study also suggested that the
policy impact of the FOMC decisions might have been larger had there
been a greater impulse at the beginning of the crisis period than toward
the end, contrary to what in fact occurred. Such a conclusion, however,
suggests that there exists more clarity as to what have been the channels
by which the policy intentions of forward guidance and QE have been
transmitted to the broader economy. For example, it is not clear to what
extent the impact of QE on inflation and unemployment came about as
a result of the effect on spending of a decline in medium- and long-term
interest rates or of an increase in wealth associated with a rise in asset prices
or through some other channel.

Notwithstanding these positive effects of the Fed’s LSAP, some con-
cerns have been raised about the negative effects of this program on
increasing financial risks in the financial system through the creation of
such an abnormally low interest rate environment. In this environment,
investors have been inclined to take on increasingly risky investments in
a search for higher yields in their investment portfolio, such as high yield
“junk” bond mutual funds or exchange-traded funds. In late 2015, as
FOMC officials were sending clearer signals of their intent to begin a
process of interest rate normalization, these kind of investment vehicles
came under increasing pressure and a number of them had to be closed.
Another concern could be the impact of QE on the prices of assets other
than bonds directly affected by the program, such as stocks, real estate,
land and commodities. Has there been any mispricing of these assets that
has distorted investment patterns?

The emergence of these risks raises questions as to whether the Fed was
pursuing due diligence in so far as its responsibility for financial system
stability was concerned. In the wake of the crisis, the Fed was given an
explicit mandate under the Dodd-Frank Bill of 2010 to oversee financial
system stability along with a newly created, inter-agency council called
the Financial Stability Oversight Council under the chairmanship of the
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Secretary of the Treasury. Apart from its oversight responsibilities, the
challenge for the Fed going forward is how it might utilize specific macro-
prudential tools to address system-wide risks associated with a new bubble
phenomenon, for example, as distinct from its micro-prudential responsi-
bility that it exercises through individual bank examinations and supervi-
sion. These issues are discussed in Chap. 7.

In light of the empirical findings on the impact of the Fed’s uncon-
ventional monetary policy and the undershooting of its inflation target
through the end of 2015, it is fair to ask whether there was any other
policy initiative that the monetary authorities could have tried in order
to spur a more rapid pace of economic recovery. One suggestion that
has been made was to experiment with the device of so-called helicopter
money. This term conveys the notion, which can be attributed to Milton
Friedman, that the US Treasury Department would engage in a one-time
lump sum transfer of cash, for example, to every taxpayer or citizen, of a
certain amount to be financed by a non-debt creating loan of the Federal
Reserve. Such an amount would be seen as “manna from heaven” or heli-
copter money by its recipients and would presumably generate successive
rounds of spending. Adair Turner has presented a particularly strong case
for this type of fiscal-monetary stimulus, although it is recognized that this
proposal represents more a theoretical proposition than a practical policy
solution to the slow pace of economic recovery.*

Another issue of debate in judging the impact of the Fed’s uncon-
ventional monetary policy is whether or not it has had negative spillover
effects on emerging market economies. Here the evidence suggests that
emerging market economies have become more sensitive to capital flows
induced by monetary policy conditions in the US economy and expecta-
tions of changes in those conditions. During the period of highly accom-
modative monetary policy and successive rounds of QE, capital flows to
emerging market economies have been quite buoyant. This aspect of finan-
cial globalization has raised challenges for exchange rate and monetary
policy management in these countries to avoid an overheating of their
economies. In some cases, capital controls have been introduced to dis-
courage capital inflows. Concerns of competitive devaluation (or “cur-
rency wars”) and “beggar-thy-neighbor” policies have also been raised.
When Fed officials began to discuss the possibility of a reduction in the
volume of monthly bond purchases under QE3 in the middle of 2013,
signals of this kind created additional volatility in capital flows (“taper
tantrum™) and a reversal of capital flows, which were intensified as the Fed
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moved closer to its date of starting a process of interest rate normalization
in December 2015. Fed officials have tended to downplay concerns about
the negative spillover effects of their actions by arguing that there has been
extensive consultation among central bank authorities of G20 countries
through various international fora and that as long as the policy intent of
the Fed is focused on improving economic conditions in the US economy,
such an outcome has to be, on balance, a net positive benefit for the global
cconomy.?! Following his retirement from the Fed, Ben Bernanke used
the occasion of the annual Mundell-Fleming Lecture at the IMF in early
November 2015 to argue that the negative spillover effects of the Fed’s
QE policy via a depreciation of the dollar on US exports were largely oft-
set by the positive effects of an increase in global demand and US imports
arising from an expansionary policy.?> The issue of international policy
coordination is discussed further in Chap. 7.

Clearly, one of the implications of the empirical studies on the eco-
nomic effects of unconventional monetary policy is that the Fed was fac-
ing significant “headwinds” in its effort to promote economic recovery.
One of these was the dampened risk appetite on the part of private inves-
tors owing to the uncertain economic outlook, as noted above. Another
has been the appreciation of the US dollar, especially since the middle of
2014, which has acted as a brake on export growth. With policy interest
rates at or somewhat below the zero lower bound in the United States and
Western Europe, the announcement of policy changes or intentions had
dramatic effects on the dollar-euro exchange rate as a result of shifts in the
expectations of financial market participants well before policy implemen-
tation began. These effects were particularly strong during the second half
ot 2014 as the ECB was signaling its intent to move to a more expansion-
ary monetary stance while the Fed was signaling its intent to move in the
opposite direction; as a result, the euro depreciated by around 20 percent
against the dollar.

Still another factor dampening the impact of the Fed’s relaxed mon-
etary stance was the shift to a contractionary fiscal stance, which occurred
during the early period of economic recovery. Notwithstanding the politi-
cal consensus that was developed in early 2009 to support a significant
fiscal stimulus package, this consensus was quickly eroded as signs of an
economic and financial turn-around began to be visible after the middle
of that year. What is striking about this experience in fiscal policy-making
is the degree to which there has been a complete absence of any political
or academic consensus on a counter-cyclical role for fiscal policy, unlike
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the case for monetary policy. At one level, doubts about fiscal policy have
reflected concerns about the size of government spending and the level of
the public debt; such concerns were fostered by a view that fiscal retrench-
ment could be stimulative for the economy in situations where the size
of the public debt was judged to be too high. At another level, there has
been a vigorous debate about the economic impact of fiscal expansion and
the size of government multipliers. In the United States, concerns about
the size of government spending and the public debt have been a major
source of debate between the two major political parties, which has for all
intents and purposes prevented the use of discretionary or temporary fiscal
measures as a means of counter-cyclical macroeconomic policy. With the
increase in federal spending for extraordinary measures such as the TARPD,
the early 2009 fiscal stimulus bill and the effects of the economic reces-
sion on tax revenues, the overall central government deficit in the United
States rose from the equivalent of 3 percent of GDP in 2008 to around 10
percent in 2009 (according to data of the Congressional Budget Office),
while the government debt held by the public increased from 39 percent
to 52 percent, measured on the same basis.

In these conditions and with signs of an incipient economic recovery
in 2010, political pressures for fiscal retrenchment grew sharply in the US
Congress, with little appreciation for how the size and timing of a shift in
fiscal policy could represent an important drag on the economic recovery.
This shift was reinforced by the effect of balanced budget requirements at
the state and local government levels, which at least during 2009 had been
overridden by special transfers from the central government as part of its
fiscal stimulus package. Accordingly, at the general government level, fol-
lowing a near doubling of the overall deficit to around 13 percent of GDP
in 2009, the overall government deficit was reduced by one-half over the
next four years, with most of the reduction front-loaded in 2010-11.
According to calculations of the Brookings Institution, the impact of these
changes in fiscal policy on the growth in real GDP shifted from a positive
impulse of around 2 percentage points during 2009-10 to a negative one
of an estimated 1 percentage point during 2012-14.33

Much of the misconception about the potential counter-cyclical role of
fiscal policy relates to the size of fiscal multipliers. Keynes in the General
Theory was the first economist to focus on the notion of a fiscal multiplier,
especially at a time of weakened aggregate demand such as during the
Great Depression, in raising national income by an amount larger than the
increase in government spending. Since his time, there has been a great
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debate about the size of fiscal multipliers, and until recently, especially in
the age of new Keynesian dynamic stochastic general equilibrium (DSGE)
models, they were viewed as relatively small and certainly less than one.
At a conceptual level, one challenge to Keynes’ idea of a significant fis-
cal multiplier has come from the new classical school of economists, who
have argued the case of “Ricardian Equivalence”. This notion, which is
grounded in the notion of rational expectations, argues that any increase
in government spending, whether financed by an increase in taxes or bor-
rowing, will not have any expansionary effect on national output as private
agents will reduce their spending by an equivalent amount in order to pay
now or at some time in the future the taxes that are needed to pay for that
spending. By this logic, fiscal multipliers should be zero.

However, empirical studies have shown that fiscal multipliers can be
positive and larger than one, especially at a time of aggregate demand
contraction such as during the Great Depressions and Great Recession.
For example, one study by Auerbach and Gorodnichenko (2015) has con-
cluded that fiscal multipliers can be as high as 1.5-2 (i.e., one dollar of
government spending can raise aggregate output by US$1.50-$2) and
tend to be higher in economic recessions than in expansions.** The signifi-
cance of fiscal multipliers has also been confirmed in the European context
in relation to the impact of fiscal consolidation or retrenchment programs
within the euro zone, and in particular in the case of Greece (which is
discussed further in Chap. 5).%

In view of the weak recovery and the likely significant size of the fis-
cal multiplier, a number of economists have argued that an increase in
government expenditure on infrastructure projects could contribute in
an important way to the economic recovery without increasing the debt-
to-GDP ratio for the United States because of the low rates of interest
available to the government for its financing needs.®® In this regard, it
is noteworthy that the Federal Government spending on investment fell
to its lowest level in relation to GDP in 2014 and a full percentage point
below the average of 1.5 percent registered for the 1970-2010 period.?”

TuaE FUuTURE OF MONETARY PoLICY

In order to start the process of interest rate normalization, the Fed faced
a new challenge of how it would manage upward adjustments in the fed-
eral funds rate at the end of 2015. Given the enormous expansion in the
reserve deposits of banks at the Federal Reserve, the traditional practice of
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open-market operations could no longer be used. In these conditions, the
Fed has made use of two new procedures to bring about increases in the
federal funds rate. One is an upward adjustment in the level of the interest
rate it offers on banks’ excess reserves that is expected to set a ceiling for
the level of the federal funds rate. Following the decision of the FOMC
on December 17, 2015 to raise its target for the federal funds rate from
a range of 0-0.25 percent to one of 0.25-0.5 percent, the rate on banks’
excess reserves was raised from 0.25 percent to 0.50 percent. In order to
reinforce the effect of this adjustment, the Fed has begun “reverse REPO”
operations with non-bank financial institutions, such as money market
funds, to negotiate the sale of some of its holdings of short-term treasury
bills through overnight REPOs at a rate within the new target range for
the federal funds rate. These transactions have had the effect of withdraw-
ing liquidity from short-term money markets and raising the cost of funds
in those markets to match those charged in the inter-bank market.

To begin the process of interest rate regularization, the Fed suggested
after its last meeting in December 2015 that it would make four 0.25-point
increases in the federal funds rate during 2016, but this projection was
subsequently relaxed in the light of economic developments. The initial
set of projected adjustments in the Fed’s policy rate reflected the median
of the forecasts made by each member of the FOMC which spanned a
significant range. In the future, it would be clearer if the FOMC agreed
on one path of projected interest rate adjustments, subject to revision at
subsequent meetings, to provide a clearer signal of the Fed’s intentions
for monetary policy, instead of publishing a “dot plot” of 14 different
projections.

Once the Fed has raised its short-term policy rate to more “normal”
levels, it will begin the process of reducing the size of its balance sheet, first
by not rolling over its investments in long-term securities when they come
to maturity and then by selling other holdings at a measured pace. The
plan of selling the Fed’s holdings of government securities during a period
when interest rates are likely to be higher than they are now and have been
for a number of years raises the distinct prospect of losses for the Fed.
Potentially this process of normalization could threaten the Fed’s solvency
and shift its position from that of being a significant source of interest
income and revenue to the US Treasury to one of being a contributor to
the government’s budget deficit, apart from any special transfers the Fed
might require to restore its equity position.
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During this process of interest rate normalization, the Fed has had
to manage the somewhat delicate process of keeping commercial bank
reserve deposits at their extraordinary levels. In the absence of Federal
Reserve requirements mandating such high levels of commercial bank
reserves, banks have always had the freedom to convert those balances
into other earning assets in the form of loans to consumers and businesses.
With a required reserve ratio of 10 percent, each dollar of excess reserves
could support a loan of ten dollars. According to one analysis, the current
equilibrium of large excess reserves of the banks depends upon an implicit
understanding that each bank will maintain a high level of excess reserves
as long as it believes that other banks will do the same. This situation
could obviously change, especially were there to be a significant improve-
ment in business activity. In the event of a sudden surge in bank lending
activity, the Fed would be faced with a new challenge of how to forestall
a significant jump in the rate of inflation. In these circumstances, the Fed
would need to start selling portions of its large portfolio of government
securities in order to absorb some of the excess reserves of the banks or
increase the required reserve ratio of the banks. These events would repre-
sent a major departure from the policy scenario which the Fed has recently
been pursuing and would potentially introduce a destabilizing shock into
the financial system.3®

SUMMARY AND CONCLUSION

The policy responses to the financial crisis, first in terms of emergency
measures to deal with the outbreak of full-scale panic and the threat of
economic collapse and then in terms of policy actions to promote eco-
nomic recovery, were unusual in that there was no clear playbook or guid-
ance from contemporary macroeconomic thinking to frame the measures
that were actually adopted by the fiscal and monetary authorities. Instead,
they relied on the basic lessons of the experience of the Great Depression
as regards the need for extraordinary actions by the central bank and the
government. Beginning at the end of 2007, the Fed played an effective
role as an LOLR both at the domestic and international levels to prevent
a collapse of the financial system and sharply reduced its short-term policy
rate to limit the downturn in economic activity. Soon after the failure of
Lehman Brothers in September 2008, the US government complemented
the Fed by introducing a strong program of bank capital repair and fiscal
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stimulus. Similar measures were adopted in the other advanced countries
most affected by the financial crisis.

Facing the dual challenge of a “liquidity trap” and zero lower bound
on its policy lending rate at the beginning of 2009, the Fed quickly shifted
to unconventional monetary policies in the form of “forward guidance”
and “quantitative easing (QE)” in order to stimulate economic recovery.
Contrary to the Fed’s normal focus on short-term interest rates, the latter
policies were aimed directly at reducing long-term interest rates as a means
of promoting home purchases or re-financing the purchase of consumer
durables and business investment. What was not well appreciated initially
by the authorities was the slow and prolonged pace of economic recovery,
which typically follows a financial crisis and the need for a strong program
of stimulus early in the cycle or more rounds of monetary and fiscal expan-
sion than initially assumed.

By most metrics, the Fed and US Treasury injected significant mon-
etary and fiscal stimulus into the economy during 2009-10, but this
coordination was weakened in subsequent years with a shift to fiscal con-
solidation or budget deficit reduction. This reversal of fiscal policy resulted
in a significant drag on economic activity through 2014. During this time
period, there were also conflicts between the Fed’s purchase of long-term
government securities in the financial markets and the US Treasury’s debt
management program aimed at lengthening the term structure of its pub-
lic debt. Most studies suggest that the Fed’s unconventional monetary
policy programs had some limited effect on raising the rate of inflation and
lowering unemployment, but the channels through which these effects
were transmitted to the economy are not clear.

At a time when short-term policy rates have been at their zero lower
bound or even below as in the case of Western Europe, the experience of
dealing with the effects of the crisis has demonstrated that large increases
in central bank base money arising from “QE” are not inflationary, that
fiscal expansion does not raise interest rates and that fiscal multipliers
are greater than unity. Each of these conclusions contradicted economic
doctrine widely held prior to the crisis, in particular as regards the impact
of fiscal policy.

Notwithstanding the sustained impulse of monetary expansion that was
initiated in the wake of the crisis, economic recovery has remained weak.
One reason for this development is related to the long-term impact of
the crisis on potential output as a result of lost labor skills resulting from
long-term unemployment, deferred investment in a climate of economic
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uncertainty and a decline in the capital stock. These effects of the crisis are
captured by the term “hysteresis”. The negative aftereffects of the crisis
and the difficulty of promoting full economic recovery has also raised con-
cerns among many economists that the United States and other advanced
economies may be facing a period of “secular stagnation” because of a
decline in labor force growth and participation, along with a long-term
slowdown in the growth of labor productivity.

The Fed and other major central banks face a number of unprecedented
challenges going forward in attempting to normalize their monetary
policy program and reduce the size of their balance sheets, which have
expanded substantially in relation to GDP especially in the case of the
Federal Reserve and Bank of England. This process of normalization is
likely to play out over several years and will need to be managed carefully
in order not to destabilize the financial system or result in significant capi-
tal losses for the central banks involved. The sustained low level of central
bank policy rates, which have been reduced below zero in the case of a
number of central banks in Western Europe, may have stimulated increas-
ingly risky behavior on the part of investors in search of higher yields while
creating difficulties for banks and other financial institutions because of
the tightening of their interest rate margins.

NOTES

1. These remarks were made in an interview with Martin Wolf at a
Bretton Woods Conference of the Institute for New Economic
Thinking on April 9, 2011, which can be found on YouTube.com.

2. Since the beginning of the crisis, two studies of the historical
record that examine these issues have been carried out by Oscar
Jorda, Moritz Schularick and Alan Taylor “Financial Crises, Credit
Booms and External Imbalances: 140 Years of Lessons” NBER
Working Paper 16569 (Dec. 2010) and “Leveraged Bubbles”
NBER Working Paper 21486 (Aug. 2015). A more elaborate
account of the nature of economic recoveries from financial crises
is presented in Carmen Reinhart and Ken Rogoft (2009) This Time
is Different (Princeton, NJ: Princeton University Press).

3. The term “divine coincidence” can be attributed to academic writ-
ing by Olivier Blanchard and Jordi Gali “Real Wage Rigidities and
the New Keynesian Model” NBER Working Paper 11806 (Now.
2005).
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4. The “Taylor Rule” is attributed to Professor John Taylor of
Stanford University and was first elaborated in Taylor “Discretion
vs. Policy Rules in Practice” Carnegie-Mellon Conference Series in
Public Policy (1993).

5. Jason Furman has provided a number of charts providing com-
parative macroeconomic data on the aftermath of the Great
Depression in the United States and the Global Financial Crisis for
the United States and the European Union (“It Could Have
Happened Here: The Policy Response that Helped Prevent a
Second Great Depression” Remarks at Macroeconomic Advisors’
25th Annual Washington Policy Seminar on Sept. 9, 2015, which
is available at the website of the White House Council of Economic
Advisors www.whitehouse.gov/administration /eop/cea).

6. Ben Bernanke (2015) provides a good first-hand account of the
Federal Reserve’s policy actions during the period immediately
preceding and following the outbreak of the crisis in late 2008
(Ben Bernanke The Courage to Act: A Memoir of a Crisis and its
Aftermath (New York: WW. Norton)).

7. Alan Blinder provides a sober analysis of why the Federal Reserve’s
treatment of Bear Stearns and Lehman Brothers should not have
been different. However, with the benefit of hindsight, things may
appear differently than they did at the height of crisis (“What Did
We Learn from the Financial Crisis, the Great Recession and the
Pathetic Recovery” Working Paper #243 Griswold Center for
Economic Policy Studies Nov. 2014).

8. According to some analysts (Wallison 2015), Fannie Mae and
Freddie Mac bear primary responsibility for fomenting the crisis
because of their heavy involvement in the development, spread and
acquisition of MBS. While these institutions certainly played a role
in the onset of the crisis, other factors must also be considered,
such as the role of the rating agencies, weak financial supervision
by bank regulators and the SEC, and the absence of oversight of
derivative trading; see Peter Wallison (2015) Hidden in Plain
Sight: What Really Caused the World’s Worst Financial Crisis and
Why It Could Happen Again (New York: Encounter Books).

9. For one contribution to this debate, see Robert Hetzel “Monetary
Policy in the 2008-09 Recession” Economic Quarterly Federal
Reserve Bank of Richmond v. 95 (2); pp. 201-33, Spring 2009.
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10.

11.

12.

13.

14.

15.

This commentary is based on a study by Stephen Golub, Ayse
Kaya, and Michael Reay entitled “What Were They Thinking? The
Federal Reserve in the Run-up to the Crisis” Review of International
Dolitical Economy, vol. 22(4), pp. 657-692 (2015).

Under the Chairmanship of Ben Bernanke, FOMC members were
encouraged to speak out on a variety of issues relevant to the Fed’s
work, including FOMC policy decisions. This practice has contrib-
uted to greater transparency regarding the Federal Reserve’s role
in the economy.

These estimates of the impact of lender of last resort financing is
taken from Qianying Chen, Marco Lombardi, Alex Ross and Feng
Zhu “Global Impact of US and Euro Area Unconventional
Monetary Policies: A Comparison”, a paper presented at the 16th
Jacques Polak Annual Rescarch Conference of the IMF, Nov. 5-6,
2015.

The official record of investments and repayments under the TARP
can be found in the fiscal year Agency Financial Reports — TARP of
the Office of Financial Stability of the US Treasury Department,
which are available at www.treasury.gov/initiative /financial-
stability /reports.

According to one model-based set of estimates (Blinder and Zandi
(2015), in the absence of the government’s emergency financial
measures in late 2008 and early 2009, the decline in real GDP for
the US economy would have been 14 percent instead of 4 percent,
the unemployment rate would have peaked at 16 percent instead
of 10 percent and the recession would have persisted for three
years, or more than twice as long as it did in fact (Alan Blinder and
Mark Zandi “The Financial Crisis: Lessons for the Future” Report
of the Center for Budget and Policy Prioritics, October 15, 2015,
available at www. cbpp.org).

The new Secretary of the Treasury under President Obama, Tim
Geithner, was the leading proponent of stress tests and bank recap-
italization as an alternative to outright nationalization of the banks
that was strongly advocated by some officials in the administration
or members of Congress. For an analysis of the stress test opera-
tion, see Marcelo Fernandez, Deniz Egan and Marcelo Pinheiro
“March Madness in Wall Street: What Does the Market Learn
from Stress Tests?” IMF Working Paper/15/271 (Dec. 2015);
Timothy Geithner (2015) Stress Test: Reflections on Financial Crises
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16.

17.

18.

19.

20.

(New York: Broadway Books); and Gary Gorton “Stress for
Success: A Review of Timothy Geithner’s Financial Crisis Memoir”
Journal of Economic Literature v. 53(4); pp. 975-95, Dec. 2015.
This thesis is fully explored by Atit Mian and Amir Sufi (2015)
House of Debt (Chicago: University of Chicago Press) and is also
examined by Bernanke (2015) op. cit. in his comments on the
failed restructuring programs of the Federal Housing Authority.
Technically, the ECB did not reach the zero lower bound for its
main lending rate until the end of 2015, following a reduction to
1 percent in mid-2009 and an aborted attempt to raise it in
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CHAPTER 5

The Role of the International Financial
Architecture Prior to and Since the Global
Financial Crisis

Given the international dimensions of the financial crisis, it is important
to consider the defects in the global financial order or international finan-
cial architecture (IFA) that contributed to the onset of the crisis and how
it has responded since. During the post-WW?2 era, the Bretton Woods
Institutions, and the International Monetary Fund (IMF) in particular,
have been at the core of the IFA that governments established to oversee
and promote global financial stability. With the growth and expansion of
economic and financial globalization, the IFA has needed to be reformed
over time, but the outbreak of the global financial crisis in late 2008 pro-
vided clear evidence of the defects in that system and the need for further
reform.

In the remainder of this chapter, I discuss briefly the main elements of
the IFA and how it has evolved over time. Then I examine in more detail
the particular problems in the functioning of the IFA that contributed
to the onset of the crisis. This discussion is followed by an examination
of the main reforms of the IFA that governments have initiated and the
contributions that the IFA has made to the resolution of the crisis. Finally,
I consider the role of the IMF in the crisis of the euro zone, and in Greece
in particular, within the context of the so-called Troika (the European
Commission (EC), European Central Bank (ECB) and the IMF).
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WHAT Is THE INTERNATIONAL FINANCIAL
ARCHITECTURE (IFA)?

The global financial order or IFA comprises the “rules of the game” or
standards and codes that countries are expected to observe in their inter-
national financial relations and the cooperative institutional arrangements
that governments have established to oversee and promote stability of the
international monetary and financial system.! The international monetary
system refers to the arrangements for the payment and transfer of funds
from one currency to another to support trade in goods, services and
financial assets. It centrally involves the exchange rate arrangements among,
members and the rules on exchange transactions and currency controls.
The international financial system includes the international monetary sys-
tem, as well as the flows in capital across countries and the changes in the
asset and liability positions of private and public agents. The IMF was
established in 1944 to be the central institution of the international mon-
etary system for the oversight of its members’ exchange rate arrangements
and macroeconomic policies, to foster inter-governmental cooperation in
international monetary relations and, along with other international orga-
nizations, to promote international financial stability.

Initially, the post-war international monetary order was organized on
the basis of a gold-exchange standard, which was intended to be a more
flexible version of the gold standard that had existed for many decades
prior to WW1 but could not be managed eftfectively in the period between
WWI1 and WW2. Under the gold-exchange standard or Bretton Woods
system established after WW2, the dollar was tied to gold at a fixed price
of US$35 per ounce and all other currencies were tied to the dollar at
exchange rates that were to be monitored and adjusted, if needed, with
the supervision and approval of the IMF. The IMF was also available to
provide financial assistance to countries in making the transition from one
exchange rate peg to another or moving toward a regime of full current
account convertibility, which was a principal objective of IMF member-
ship. This system worked well for a time to support the resurgence of
global trade in the aftermath of WW2 but had to be abandoned in 1972
as the United States failed to maintain a stable rate of inflation and was
unable to honor its commitment to surrender gold in exchange for excess
dollar liabilities accumulated by other countries.

In the wake of this breakdown, the members of the IMF agreed to
move to a more decentralized system of exchange arrangements, in which
each country was free to determine the nature of the exchange rate system
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it would operate (whether fixed or floating) and the IMF was charged
with exercising surveillance over that system and the supporting macro-
economic policies to make it viable. Under the Bretton Woods system,
trade in goods and services grew to dominate international monetary
transactions, while capital flows were generally subject to control and limi-
tation during an era when domestic banking transactions were subject to
tight regulation. However, international banking transactions had been
expanding in offshore markets (such as the euro-dollar market), and from
the mid-1970s these and other capital flows began to dominate interna-
tional monetary transactions (as discussed in Chap. 1), thus opening the
era of financial globalization as the advanced countries relaxed limitations
and controls on capital flows.

As capital account convertibility became widespread among advanced
countries and some emerging market economies during the 1980s and
1990s, the members of the IMF debated toward the end of that period
whether capital account convertibility should also be established as a goal
of IMF membership. But this proposal was formally rejected in 1998
because of the resistance from many emerging and developed countries
in the IMF. These countries were worried about the volatility of inter-
national capital flows and the difficulty of managing international capital
flows at a time when they were still pursuing reforms in exchange rate
management, domestic monetary policy and banking regulation. There
was also great concern at the time among these countries regarding their
vulnerability to financial crises and the frequency of these events, which
raised doubts among the emerging market economies about the benefits
and virtues of full capital account liberalization.

The emerging market financial crises, which reached a peak of virulence
in East Asia in the late 1990s, led to a second reform of the IMF and
what had come to be known as the IFA. The latter reform was intended
to strengthen the arrangements for promoting the stability of the global
financial system and for protecting countries in their transition toward
capital account liberalization. While not a formal objective of IMF mem-
bership, as in the case of current account convertibility, the official view
within the IMF was that capital account liberalization was still a desir-
able goal for developing and emerging market economies in terms of the
benefits of foreign direct investment, access to foreign project financing
and consumption smoothing during temporary periods of commodity
price swings. What had to be clarified were the pre-requisites and prior
reform stages that countries needed to complete in pursuit of this objec-
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tive. Some of these were embodied in a series of international standards
and codes, which were developed to define the appropriate institutional
and disclosure requirements to support statistical and financial reporting,
and fiscal and monetary policy decision-making, as well as the arrange-
ments to encourage the development of capital market institutions and
banking and financial market regulation. Many of the latter codes were
defined by international committees or organizations, such as the Basel
Committee on Banking Supervision, which had been established by the
advanced countries (organized via the G10) since the 1980s and convened
from time to time at the facilities of the Bank for International Settlements
(BIS) in Basel, Switzerland. In 1999, these various fora were loosely orga-
nized under an umbrella organization called the Financial Stability Forum
(ESF), which among other things was given responsibility for focusing
the work of these committees and organizations on the oversight of the
global financial stability and for coordinating with the IMF in present-
ing their views to the semi-annual meetings of its International Monetary
and Financial Committee (IMFC). The IMEC is the political directorate
of finance ministers and central bank governors that examines key devel-
opments in the global economic and financial system and approves the
work program of the IMF. The FSF also organized institutional reviews
in coordination with the IMF and the World Bank of the progress coun-
tries, both advanced and emerging markets, were making in bringing their
internal operating procedures in conformity with the international stan-
dards and codes through the preparation of Reports on the Observance
of Standards and Codes (ROSCs) and the Financial Sector Assessment
Program (FSAP). Along with the FSE, a new informal G20 committee of
leading advanced and emerging market countries was formed to monitor
developments in the global economic and financial system and efforts to
improve the IFA. Political governance of the IFA still remained under the
de facto control of the G7 (Canada, France, Germany, Italy, Japan, the
United Kingdom and United States).

Within the IMEF, efforts were made to strengthen its macroeconomic
surveillance activities and increase its financial resources while establish-
ing a new precautionary lending facility to provide a contingent line of
credit for emerging market countries that could be vulnerable to sudden,
destabilizing shifts in capital flows. A new Sovereign Debt Restructuring
Mechanism (SDRM) operating under the umbrella of the IMF was also
considered in the early 2000s as a means of promoting early resolution
of the external debt sustainability problems for countries that could not
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be addressed solely by means of macroeconomic adjustment programs.
Because of the resistance of the US government and some other advanced
countries reflecting the concerns of private creditors, a much less ambi-
tious approach on debt restructuring was adopted, which introduced new
clauses in debt contracts to allow for collective action by a majority of
creditors to establish new terms for sovereign debt in arrears even if some
other creditors objected.

TaE RoLE oF THE IFA N THE LeEaD-Up TO
THE GLOBAL FINANCIAL CRISIS

In the period leading up to the global financial crisis, it was generally
assumed among policy-makers in the advanced countries that efforts to
improve the IFA needed to be focused primarily on the developing and
emerging market economies as they moved toward capital account liber-
alization. Financial crises were assumed to be a problem mainly for these
countries, which needed to be addressed by the IFA as regards both its
crisis-prevention and crisis-management dimensions. The advanced coun-
tries generally guided the process and pace of IFA reform and, in many
instances, used their practices and policies as benchmarks for “best prac-
tice” guidelines in many of the standards and codes that were developed.

At the same time, as major participants in the institutional framework
of the IFA, the advanced countries were mainly responsible for the defects
of the IFA in addressing problems that were brewing in the lead-up to the
crisis. These can be classified into four principal domains: international
policy coordination, the oversight of global financial stability, international
financial regulation and the international lender of last resort (ILOLR)
mechanism. In each of these operational dimensions of the IFA, there
were major shortcomings that contributed to the outbreak of the financial
crisis, which are briefly discussed in the paragraphs that follow.

International Policy Coorvdination

One of the objectives of the IFA is to provide a mechanism or forum to pro-
mote international policy coordination or cooperation to deal with emerg-
ing threats to macroeconomic stability at the regional or global level. The
issue in this domain is why the IFA, and the IMF in particular as the prin-
cipal international organization charged with responsibility for exercising
surveillance over its members” macroeconomic policies and financial risks,
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was unable to bring about a coordinated adjustment of policies to deal with
growing financial imbalances associated with the housing bubbles in a num-
ber of advanced countries. In the period prior to the crisis, it was generally
recognized that there was a major expansion in global liquidity (or “sav-
ings glut”) associated with growing imbalances in the flow of capital from
surplus countries in East Asia to the advanced countries that supported
a decline in real interest rates and an unconstrained increase in financial
leverage and innovative finance linked to housing bubbles. This growth in
liquidity within the advanced countries associated with the growing prob-
lem of global imbalances prior to the financial crisis can be identified with a
surge in financing that supported housing bubbles not only in the United
States but also in the United Kingdom, Ireland, Portugal and Spain. In
the case of the United States, this phenomenon played out, as detailed in
Chaps. 2 and 4, within the “shadow” banking system and with the growth
in new securitized financial instruments. In the European Union, and euro
zone in particular, this phenomenon was revealed in the flow of banking
credits from northern tier countries to southern tier countries following the
inauguration of the euro zone and the sharp drop in risk premia associated
with borrowing by the southern tier countries. Soon after the launch of a
common currency and monetary policy, coupled with agreed rules on fiscal
behavior, credit risks across the euro zone were perceived to have reached a
common convergence point that gave rise to a sharp growth in bank credits
from the current account surplus countries of the northern tier of the euro
zone to the deficit countries of the southern tier.

In this environment of growing global and regional imbalances, the
IMF’s surveillance operations at the country and global levels ideally
should have been able to identify emerging financial risks and vulnerabili-
ties and to advise countries on the needed policy adjustments to deal with
them. One of the objectives of the IMF’s macroeconomic surveillance
operations is to promote orderly adjustment programs for countries fac-
ing domestic or external financial imbalances and to facilitate international
policy collaboration to bring about joint adjustment efforts or to deal with
the spillover effects of these efforts. The IMF’s influence on countries is
greatest when a country is seeking its financial assistance, as in these cir-
cumstances the IMF can seek to establish policy conditions attached to
the disbursement of such assistance. At other times, when the IMF has
identified a macroeconomic problem requiring policy adjustment, it is up
to the member country to demonstrate a willingness to cooperate with the
IMF in finding a solution to the problem.
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The IMF’s macroeconomic surveillance of member countries is carried
out by means of its annual Article IV consultation exercise, which results
in an examination and discussion of a staff report for each country, typi-
cally once a year, at its Executive Board comprising representatives of all
the IMF membership. Since the late 1990s, these exercises also included
for many advanced and emerging market countries an FSAP report, if
voluntarily undertaken by the member country. At the global level, the
IMF’s surveillance function was carried out through two semi-annual
exercises focused on its World Economic Outlook (WEO) report and
Global Financial Stability Report (GESR). Beginning in the mid-2000s,
the IMF began to experiment with a new multilateral surveillance exercise,
which was focused directly on the issue of global imbalances and involved
the United States, the euro zone, China, Japan and Saudi Arabia.

In an internal review of the IMF’s surveillance activities in the lead-
up to the financial crisis conducted by the IMF’s Independent Evaluation
Office (IEO) in 2011, that office identified a number of shortcomings in
the IMF’s country and global efforts. At the national level, the IEO con-
cluded that the IMF failed to “warn countries at the center of the crisis,
nor the membership at large, of the vulnerabilities and risks that eventually
brought about the crisis” and that it “gave too little consideration to dete-
riorating financial sector balance sheets, financial regulatory issues, to the
possible links between monetary policy and global imbalances, and to the
credit boom and emerging assct bubbles”.> On the basis of these conclu-
sions, it is clear in retrospect that the IMF in its bilateral surveillance of the
major countries with systemic financial importance was too sanguine in its
assessment of potential financial risks and gave too much credence to the
authorities’ views about the benefits of financial innovation, the resilience of
financial systems and the soundness of financial regulation and supervision.

In the case of the United States, it is worth noting that its bilateral con-
sultation procedure did not encompass an FSAP report during the period
of the housing bubble as it did for many other advanced countries. This is
simply because at that time the FSAP exercise was voluntary and the United
States did not agree to undertake one. Whether an FSAP exercise would
have identified the problems associated with the surge in housing finance
that led to the crisis in the United States will never be known; however, it
is likely that such an exercise would have called attention to the absence of
a proper regulatory framework for the “shadow” banking system.

In mid-2006, the IMF Managing Director at the time initiated a new
multilateral consultation procedure in an effort to focus greater attention
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on what was perceived to be a growing problem of global imbalances in
the current account positions among the countries noted earlier. The IMF
staff as the technical secretariat for this exercise prepared an analysis of
each country’s contribution to this problem and possible policy adjust-
ments each country could make to deal with it. The representatives of
each participating country, however, only took note of the IMF propos-
als and essentially re-affirmed policy commitments they had already made
at the national level, without indicating a willingness to pursue further
policy adjustments. In their review, the IMF Executive Board and the
IMEC essentially ratified these responses and failed to call for any follow-
up action. Accordingly, the consultation procedure was suspended at just
about the time that the first signals of the global financial crisis in the
United States were being registered. This exercise was a good example of
the unwillingness of major countries in the IMF to use the institution as a
forum for achieving policy coordination.?

Among the advanced countries operating within the G7 grouping,
there have been isolated instances of macroeconomic policy coordination
that reached a high point during the period 1978-87. These were high-
ranking policy meetings at the finance minister level, which crystallized
agreements at a Bonn Summit in 1978, to pursue macroeconomic stimu-
lus in response to the 1974-75 global recession, followed by two agree-
ments to deal with adjustment of the US dollar (the Plaza Accord of 1985
and Tokyo Accord of 1987).* These were ad hoc policy agreements grow-
ing out of an informal club of the leading advanced countries that may not
have any analogue at the multilateral level, notwithstanding the merits of
one, owing to the focused objective of the meeting, the small number of
participants, and their similar economic stature. Only more recently, in the
immediate aftermath of the global financial crisis, has the G20 forum been
utilized for such a purpose, as detailed in the next section of this chapter.

Oversight of Global Financial Stability

In the second dimension of the IFA’s responsibility dealing with the over-
sight of global financial stability, one can also identify shortcomings in the
period leading up to the global financial crisis. In this dimension of the
IFA, the IMF again plays an important role, but one which it shared with
two other organizations, the BIS and the FSE. The BIS has provided tech-
nical support for a number of specialized committees, such as the Basel
Committee for Banking Supervision and the Committee on the Global
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Financial System (CGES), which had been established by the G10 coun-
tries (of Western Europe and North America) to monitor developments
in these arcas.® The FSF, as noted earlier, was set up in 1999 to provide a
coordinating mechanism for these and other committees of the G10 with
the work of the IMF and World Bank.

In the years immediately preceding the outbreak of the financial crisis,
the CGES undertook studies on two topics directly related to the crisis,
namely the role of credit ratings in structured finance (CGES 2005) and
the role of housing finance in global financial markets (CGFS 2006).°
However, in both reports the committee came to a relatively benign assess-
ment of the risks associated with the securitization of mortgage finance
and generally endorsed the expanded role of capital market funding of
household financial products. It also did not find any conflict of interest in
the role of the credit rating agencies in their evaluation of these securitized
instruments. More generally, it highlighted the role of reputational cred-
ibility across institutions and financial agents in sustaining the integrity
and soundness of the transactions and operations in these activities. In
retrospect, this was obviously a flawed assessment of developments under
way in the “shadow” banking system but one that was in accord with the
views of the US monetary authorities at the time.

For a number of years, the staff of the BIS has provided an important
independent assessment of the developments in the global economic and
financial system, which is crystallized in the organization’s annual reports.
In the years prior to the crisis, these reports were calling attention to the
risks associated with the persistence of global imbalances and the under-
pricing of risks in the expansion of derivatives and securitized finance.
However, as a selective club of central bank organizations (including of
course the governors of the G10 central banks), the BIS does not have a
clear mandate for the oversight of global financial stability. Thus, while its
reports can provide a basis for discussion and debate, they are not intended
to guide policy action on the part of BIS member governments.

The ESF had a potentially important role in the period leading up to
the financial crisis as it had a mandate from the G7 countries to coordinate
the work of a number of specialized committees in Basel, the BIS and the
IMF in their joint work on global financial surveillance. Accordingly, it
was the Chairman of the ESF, rather than the Managing Director of the
IMEF, who was authorized to address issues of global financial stability at
the semi-annual meetings of the IMFC. The IMF’s views on global finan-
cial stability emerged from its work on its semi-annual GESRs, but these
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did not receive any input from the FSF. The primary focus of the FSF in
the years prior to the crisis was on reforms in the area of international
financial regulation (see next section of this chapter) and the ongoing
program of international standards and codes.

The GESRs of the IMF represented its primary output in the oversight
of global financial stability. Prior to 2007, the GFSRs were focused to a
significant extent on the problems of the emerging market economies in
addressing vulnerabilities that gave rise to the financial crises of the 1990s,
as a primary concern of the IMF. However, they also called attention to
the potential negative spillovers of growing global imbalances and the risks
associated with the rapid growth of household financial debt in the US
economy. Unfortunately, these concerns were not translated into a call
for clear policy action, neither at the level of the Executive Board of the
IMF nor within the IMFEC. In part, this outcome reflects the consensus
style of deliberation in these councils and a reluctance to engage in seri-
ous criticism of individual member countries, especially in the case of the
advanced countries. This lack of a strong independent voice in the institu-
tional arrangements of the IFA was one weakness that was highlighted in
the Turner Review of the UK Financial Supervisory Authority in its early
2009 evaluation of the factors leading up to the financial crisis.”

In the area of global financial oversight, one has ultimately to find fault
with the surveillance carried out by the G7 central bank governors and
finance ministers, which prior to the financial crisis represented the politi-
cal steering committee for the IFA. In the communiqués of their meetings
prior to the financial crisis, concerns about global imbalances were being
raised but not about the financial conditions in the advanced countries that
gave rise to the crisis, notwithstanding warnings from some of the work
coming out of the BIS and IMF. This lack of focus obviously reflected
benign views within the G7 on the benefits of capital market development
and the expansion of derivative trading.

International Financial Regulation

The primary focus of attention of the IFA in this domain has been for a
number of years the development and enforcement of minimum capital
standards for commercial banks. This work began in the 1980s with the
formation of the Basel Committee on Banking Supervision and was for-
malized in 1988 with the first Basel Capital Accord (Basel I). This accord
established minimum capital requirements for commercial banks within
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the G10 countries, which over time have become a global banking stan-
dard. The basic approach of the first Basel Accord was to establish a mini-
mum capital requirement of 8 percent in relation to a bank’s assets, which
was differentiated according to risk weightings of selected categories of
those assets ranging from zero to 100 percent. Holdings of sovereign debt
or marketable securities carrying an AAA rating of a credit rating agency
received a risk weighting of zero and therefore no capital requirement,
while loans to businesses and households typically carried a 100 percent
weighting and therefore the full 8 percent capital requirement.

While an important step in harmonizing bank regulation across coun-
tries, over time the Basel I Accord was seen as defective. One concern was
that the capital requirement had a pro-cyclical bias in its effect on bank
lending activity, especially in conjunction with “fair-value” or mark-to-
market accounting rules, which tended to magnify or reinforce the normal
cycles of economic activity. During the upswing of a credit cycle, when the
valuation of bank assets as sources of collateral and earnings increased, the
capital position of banks would improve and they would have an incentive
to take on more leverage to increase their loans and investments. During a
subsequent downturn, as asset valuation was reduced and loan impairment
rose resulting in charges against capital, banks would have to restrain new
lending, thus reinforcing a weakening in economic activity. Another defect
of direct relevance to the surge in housing finance was that the capital stan-
dard encouraged banks to shift investments in mortgage-backed securities
(MBS) and collateralized debt obligations (CDOs) to off-balance-sheet
entities (special investment/purpose vehicles) where they would be sub-
ject to very low capital charges. This limitation in the Basel Capital Accord
clearly encouraged the expansion of the “shadow” banking system.

In the late 1990s and early 2000s, work began on the development
of a revised banking standard, which was intended to establish, among
other things, a more refined breakdown of risk weightings for purposes
of determining capital requirements for all but the largest banks. This
revision (Basel II) was finalized in 2004 and was being implemented in
Western Europe and North America as the pre-conditions for the global
financial crisis were coming to a head. It was broadly reflected within a
revised EU Capital Accord in 2007 and was in the process of being incor-
porated in the regulation of the top 15 or so internationally active banks
in the United States. For these banks, the revised accord represented, in
effect, a significant relaxation of the capital requirements that had been in
place. Instead of a uniform risk weight-adjusted capital requirement, the
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new accord introduced a new three-pillar approach, which in the light of
the financial crisis has been shown to have been severely flawed. The first
pillar established that each of the large commercial banks would determine
their capital requirements on the basis of their own internal risk models
and assessment programs. The second pillar required that these models
and assessment methods be subject to supervisory review. The third pil-
lar required that the banks increase the public disclosure of their financial
positions and risk exposures in order to allow greater private market scru-
tiny of their activities as a disciplining force on their operations. As noted
in Chap. 2, this new approach turned out to be significantly flawed in
practice as bank risk assessment models were inadequate to cover the full
range of risks that banks could be exposed to, while bank supervision was
too mild in its scope and penetration. In addition, the information that
banks released to the markets was incomplete and misleading in many
cases. In the wake of the financial crisis, it was agreed that a radically dif-
ferent approach needed to be developed under a Basel III Accord, which
is discussed in the next section of this chapter.

The International Lender of Last Resort (ILOLR) Mechanism

In this domain of the IFA, the IMF had a potentially important role to
play as the rough counterpart at the international level of a central bank
in its function as a lender of last resort at the national level. However, in
practice, the IMF is strictly limited in the amount of financial resources
that it can provide to its membership, and except in the case of natural
disasters, these resources are extended on a phased basis, subject to the
fulfillment of certain policy conditions agreed with the member country.
Thus, the IMF cannot “lend freely at a penalty rate of interest on the basis
of good collateral”, as a national central bank can. Nevertheless, during
the 1980s and 1990s, the IMF was usually called upon by countries expe-
riencing financial crises, simply because it was the institution best situated
to provide financial assistance and macroeconomic policy advice on a rela-
tively quick timetable. This arrangement has reflected a certain asymmetry
in how the ILOLR mechanism has functioned for the advanced countries
and other developing and emerging market economies. For the former
group, ad hoc, unconditional swap lines of credit have been established
outside the operation of the IMF, as and when the need arose, to deal
with liquidity problems, with the Federal Reserve playing a key role in its
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provision of dollar liquidity. For most other countries, the IMF has been
for all intents and purposes the ILOLR, but with limits and conditions on
its financial assistance.

In the wake of the Asian financial crises of the late 1990s, it was agreed
in 1999 to establish within the IMF a new Contingent Credit Line (CCL)
to provide a more rapid disbursement facility for countries facing “sud-
den stops” in capital flows and speculative currency attacks. Under the
CCL, a country would be pre-qualified for access on the basis of a favor-
able assessment resulting from the IMF’s annual Article IV consultation
or macroeconomic assessment exercise and its subscription to the Fund’s
standard for data dissemination. However, in view of the fact that no
country sought access to the facility, it was terminated in 2003. Essentially,
there were two problems with its operation. One was that the amount of
financial assistance that could initially be drawn down at the time of acti-
vating a request was relatively limited, and further access was made subject
to mutual agreement between the IMF and the country seeking assistance
on a policy program to deal with the conditions motivating the request.
This limitation created doubts among potential borrowers as to whether
adequate financial assistance would be provided under the facility at the
time of activating a request. The other concern with the CCL was that an
announcement of eligibility to use the facility might be considered to be
a signal of potential problems that financial market participants were not
aware of.

More generally, in the wake of the emerging market financial crises
of the 1990s, many of the middle-income countries participating in the
international capital markets considered that conditional access to IMF
resources was too onerous and that it carried a stigma in terms of the
negative signal it sent to potential private lenders. Accordingly, beginning
in the early 2000s, one can observe a process of extensive foreign reserve
accumulation on the part of these countries that represented a form of
self-insurance. This trend continued throughout the period leading up
to global financial crisis and represented one of the factors contributing
to the global savings glut and global imbalances noted earlier. Foreign
reserve accumulation was particularly strong among countries in East
and Southeast Asia and Latin America, which had been heavy borrowers
from the IMF in previous decades. As such, this trend of self-insurance
reflected a failing on the part of the IFA to provide an adequate ILOLR
mechanism.
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TuaE RoLE OF THE IFA IN THE WAKE OF THE GLOBAL
FinanciaL Crisis

Given the global dimensions of the financial crisis of 2007-09, the IFA
played an important role in coordinating a response. Through mid-2010,
the response of the IFA in its crisis-management role can be judged to
have been generally positive. In addition, in view of the defects in the IFA
discussed above, which contributed to the onset of the global financial cri-
sis, a number of reforms were introduced to improve its crisis-prevention
capabilities. The first important response of the United States, the United
Kingdom and the euro zone was to summon the G20 to replace the G7 as
the coordinating political body for the IFA. This was formalized in the first
meeting of the G20 at the leaders’ level in Washington, DC, in November
2008, which was followed up by meetings in London (April 2009) and
Pittsburgh (September 2009). The agenda of the G20 was focused essen-
tially on three aspects of crisis response: the first was the mobilization
of financing for liquidity support for countries directly affected by the
financial crisis; the second was the coordination of a policy response; and
the third was initiating the process of IFA reform to prepare for a post-
crisis global financial order. Each of these is briefly discussed in the rest of
this section. Then in the final section of the chapter, the role of the IMF
as crisis lender to countries in the euro zone, and Greece in particular, is
examined.

The IFA and Crisis Financing

Consistent with the two-tier structure of the ILOLR described earlier,
actions were taken to expand on an unprecedented scale the size and
scope of the Federal Reserve international swap network and the financing
arrangements mobilized through the IMF for other countries. As noted in
Chap. 4, the Fed began to set up its swap line network in December 2007
with the opening of lines of credit for the ECB and the Swiss National
Bank. In September 2008, the network was expanded with the opening of
credit lines for the central banks of Australia, Canada, Denmark, England,
Japan, Norway and Sweden. Shortly thereafter, in October 2008, a swap
line was opened with New Zealand and then in November 2008 for the
first time with the central banks of Brazil, Korea, Mexico and Singapore;
the latter four ended up being precautionary as no dollars were requested
under these lines of credit. By September 2008, the limit for the swap
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lines had been raised to US$620 billion, but in November it was decided
that drawdowns by the Bank of England, the ECB, the Bank of Japan and
Swiss National Bank would be exempted from any limit because of the
high demand for dollar liquidity in those countries. By February 2009, the
total amount drawn under all these swap lines reached a peak of US$600
billion.

In the case of the IMF, a number of initiatives were taken to allow it to
play a vital second line of defense for countries seeking financial assistance
in the wake of the global financial crisis. First, between September 2008
and July 2009, lines of credit under the normal “stand-by arrangements”
of the IMF were approved for 12 countries, mainly in Eastern and Western
Europe (Armenia, Belarus, Bosnia & Herzegovina, Georgia, Hungary,
Iceland, Latvia, Romania, Serbia and Ukraine), as well as Pakistan and
Mongolia. In addition, three arrangements that were cautionary in nature
were established for Costa Rica, El Salvador and Guatemala, under which
no drawings were made. In many cases, normal limits for borrowing were
relaxed and parallel credits were arranged with the European Union and/
or the World Bank. As a result, the total financing available under these
programs amounted to around US$143 billion.® In addition to these
financing arrangements, further efforts were made to create an emergency
liquidity line for emerging market countries in a strong macroeconomic
position that was unsuccessful with the establishment of the CCL in 1999.
In March 2009, the Flexible Credit Line was created, which allowed total
access in individual cases to reach ten times a country’s quota or financial
subscription in the Fund (far in excess of normal borrowing limits) and
for a period of up to three years. Under these conditions, three countries
(Colombia, Mexico and Poland) came forward in April and May 2009 to
request assistance for a total amount of US$80 billion. Consistent with
the precautionary nature of these credit lines, no disbursements were
made. The total amount of Fund resources made available under these 18
arrangements (around US$223 billion) was an unprecedented commit-
ment of IMF financing at a single point in time (mid-2009).

In view of the potentially large demand for Fund resources, the G20
leaders in April 2009 agreed to triple the available resources of the IMF
to around US$750 billion by means of an augmentation of special lines
of credit that a number of advanced countries had made available for
the Fund to draw on for its lending operations under the so-called New
Agreements to Borrow, which were raised to a limit of US$500 billion. As
a result of these augmentations, the IMF was able to expand its lending
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on a major scale in the aftermath of the crisis. During the period from late
2008 to the end of 2013, the Fund approved lending arrangements for
a cumulative amount of US$400 billion to 38 countries affected by the
crisis.

At the same time, the leaders authorized a special allocation of Special
Drawing Rights (SDRs) by the Fund equivalent to around US$250 bil-
lion, which was made available to all countries in amounts proportional to
their quotas. SDRs were initially created in 1969 to become a supplement
to other reserve currencies in the international monetary system (dollars,
euros, pounds and yen), but prior to 2009 there had only been two alloca-
tions amounting to around US$35 billion. Thus, they constituted only a
relatively small part of foreign reserve assets in the system, contrary to the
expectations at the time they were created.’

The actions described above taken by the Federal Reserve and the
G20 through the IMF represented a bold attempt to enhance the ILOLR
mechanism of the IFA in order to quell the panic phase of the global finan-
cial crisis that erupted in September 2008. Although these adaptations
were ad hoc and experimental in nature, they undoubtedly were impor-
tant in limiting the potential damage that the crisis could have thrust upon
the global economic and financial system. The complete absence of any
similar set of arrangements in the 1930s is one important reason why the
economic collapse of the Great Depression was as large as it was.

Setting the Policy Agenda

The second essential role the G20 played in response to the global finan-
cial crisis was to forge agreement on a set of appropriate policy actions
to be implemented at the national level, which would be coordinated
in an effective manner. These actions essentially involved a substantial
easing of monetary policy, official support for the financial sector, and a
strong fiscal stimulus. The work of the G20 in the wake of the crisis in
the area of international policy coordination represented a major change
in the role of the IFA in this domain compared with the pre-crisis experi-
ence and was highlighted in the communiqué of the Leaders’ Summit
in September 2009 when they declared that the G20 was “the premier
forum for international policy cooperation.” During the 2008-10 period
when this cooperation was at its highest, the IMF for all intents and pur-
poses was assigned the role of technical secretariat for the G20. The IMF
took the lead in determining the size of the fiscal effort that would be
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appropriate to sustain the global economy in the wake of the crisis and
in quantifying the magnitude of the financial sector losses in the most
affected countries that would need to be addressed through public and
private capital injections. The IMF also prepared periodic updates on the
state of the global economic and financial system for G20 meetings as
well as reports on the implementation of policies by G20 countries in the
three areas noted above.

On the policy front, the G20 called for early action by the central banks
of the advanced countries to provide liquidity support to financial institu-
tions facing a withdrawal of funding or difficulties in liquidating assets.
At the same time, policy interest rates were reduced to very low levels
and programs of quantitative easing were initiated to provide monetary
stimulus at a time of substantial economic retrenchment. The Federal
Reserve, Bank of England and Bank of Japan were particularly aggressive
in this area, whereas the ECB was somewhat slower to react. Through
June 2009, the total amount of liquidity support among the central banks
of the advanced countries amounted to US$2.7 trillion, or an average of
nearly 7 percent of each country’s GDDP.1

Along with liquidity support, the G20 endorsed early action to provide
support to the financial sectors of the most affected countries through a
broad-based program of deposit guarantees, asset purchases, loan guar-
antees and capital injections. Through mid-2009, the quantitative impact
of these actions was quite substantial, with an amount of US$7.7 trillion
having been committed, or the equivalent of around 25 percent of GDP
for the G20 countries.!!

In the fiscal area, the G20 in its first meeting in November 2008 played
an important role in calling for programs of substantial fiscal stimulus and
endorsed the call of the IMF Managing Director for a coordinated fis-
cal stimulus equivalent to 2 percent of GDP (not counting the effect of
automatic stabilizers). The European Union was initially hesitant in this
area, in large part because of the resistance of Germany, but with the urg-
ing of the EC, it too agreed to a program of fiscal relaxation. For 2009,
estimates of the IMF suggest that for the G20 as a whole, government
fiscal positions deteriorated by around 6 percent of GDP, on a weighted
average basis, with respect to the pre-crisis level of 2007. Of this amount,
2 percentage points can be attributed to the discretionary action of fis-
cal stimulus on the part of governments to deal with the crisis while the
remainder reflected the impact of automatic stabilizers triggered by the
crisis.'?
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One important initiative of the G20 in following up on members’ pol-
icy commitments was a process of “peer review” or Mutual Assessment
Program (MAP), which the leaders agreed to in the Pittsburgh Summit of
September 2009. This process was agreed at both the finance ministers’
and leaders’ levels in the context of a “Framework for Strong Sustainable
and Balanced Growth”, which was intended to identify and coordinate
adjustments in aggregate demand and supply on the part of G20 member
countries that could be expected to restore global economic growth to
its pre-crisis trajectory. The IMF was called upon to play a key role in the
MAP in that it was expected to evaluate the economic recovery programs
that G20 countries developed for their global impact and consistency and
propose any adjustments for governments to consider in their summits in
Toronto (June 2010) and Seoul (November 2010). The MAP of the G20
was a clear improvement over the failed attempt at a multilateral consulta-
tion process within the IMF prior to the outbreak of the financial crisis,
which was discussed earlier. The information sharing, the transparency on
policy goals and programs, and the active interchange of views within the
G20 represented an unprecedented effort at institutionalizing a mecha-
nism for international policy cooperation, if not coordination, in the mac-
roeconomic field that had not existed beforehand at either the ministerial
or leaders’ level. Generally, under the MAPD, a positive effort was made in
assessing the impact of government’s policy commitments and monitoring
their implementation, but there was little evidence of a change in a gov-
ernment’s policy program resulting from the MAP. The process that came
closest to this aspect of “peer review” was one of “comply or explain” in
which participants were expected to report on the degree to which their
policy programs fulfilled prior commitments and to provide an explana-
tion for any shortfalls or deviations. With the passage of time, however,
one problem that has interfered with the MAP and the G20’s focus on
IFA reform has been that its agenda has become much more diffuse, with
national and international agencies pressing to have the G20’s agenda
expanded to cover a number of other issues of international concern. As a
result, in the Leaders” Summit in Turkey (November 2015), for example,
a dense communiqué of 12 pages (single-spaced) was issued, to which was
attached over 100 annexes, reports and supplementary materials on a vari-
ety of topics relevant to the wide-ranging Summit deliberations.!?

From a substantive policy perspective, the main problem arising from
the MAP was that, acting on the IMF’s advice, the G20 advocated in 2010
a shift from fiscal stimulus to fiscal consolidation in 2010-11, which turned
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out to be premature in view of the weak recovery of the global economy.
This advice received particularly strong support from EU governments,
which were concerned about the significant build-up in government debt
and solvency risks arising from their initial response to the financial crisis.
At the same time, the IMF and G20 continued to advocate substantial
monetary easing as the most effective policy to support economic recov-
ery. In retrospect, it can be argued that a coordinated monetary and fiscal
expansion would have been much more effective in promoting economic
recovery, especially given the potentially large fiscal multipliers at a time of
suppressed aggregate demand owing to a large private debt overhang and
the relatively limited incremental demand for credit in response to lower
interest rates. As a result of the fiscal consolidation effort supported by the
MAP, it is estimated that the overall general government balance in rela-
tion to potential GDP for the OECD countries shifted from an average
deficit of around 3 percent in 2009 to near balance in 2010 and a surplus
of 1 percent in 2011, thus reversing most of the fiscal stimulus introduced
in 2009.1*

Initiating the Process of IFA Reform

The main focus of the G20 in the area of IFA reform was to make insti-
tutional changes in order to improve its capabilities in the oversight of
financial system stability and international regulation. The first area mainly
involved strengthening the surveillance operations of the IMEF, while
the second involved reforming the Basel capital standards, among other
things. In regard to both of these objectives, an important institutional
change was the conversion in April 2009 of the FSF to a Financial Stability
Board (FSB). With the creation of the ESB, its membership was expanded
to include all the G20 members and its responsibilities in coordinating the
activities of the various committees associated with the BIS were strength-
ened. Essentially, the IMF and the FSB have become the twin pillars of
the IFA, with the IMF having a principal role in the international adjust-
ment mechanism and international policy coordination and the FSB with
oversight for international financial regulation and other infrastructural
aspects of the IFA such as international accounting rules, the organization
of securities markets and the control of money laundering; the FSB and
IMF both share responsibility for the oversight of financial system stabil-
ity. This new arrangement for systemic stability oversight under the IFA
was confirmed by the G20’s request to have the FSB and IMF collaborate
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in the preparation of a joint semi-annual assessment of global financial
stability risks (or “Early Warning Exercise”) for both the G20 finance min-
isters/central bank governors and the IMEC, drawing on their separate
specializations under the IFA.

The main focus of reform for the IMF in the wake of the global finan-
cial crisis was to strengthen its surveillance operations in an effort to deal
with some of the problems that had been identified in the lead-up to the
crisis noted earlier. At the country level, one change that was made in
2010 was to have an FSAP exercise and an accompanying Financial System
Stability Assessment (FSSA) conducted on a mandatory basis for each of
the 25 systemically important financial center countries, once every five
years. While this was an important change, as prior to the financial crisis
the FSAP was a voluntary exercise, one can certainly question whether
the FSSA should not be conducted on a more frequent cycle at least for
the most important financial centers such as the United Kingdom and the
United States. Another innovation that has been made in the IMF surveil-
lance exercises was to initiate so-called Spillover Reports for a number of
advanced countries in order to assess the economic effects on other coun-
tries of policy adjustments made in those countries. Also, as a complement
to its semi-annual WEO and GFSR exercises, the IMF initiated in 2009
a new Fiscal Monitor Report in order to assess the current outlook and
medium-term sustainability for the public finances of the main advanced
and emerging market economies.

In the area of financial regulation, the G20 working through the FSB
initiated a broad reform agenda involving a strengthening of the Basel
capital standard, shifting the trading of derivatives from a non-transparent
OTC basis to central clearinghouses, establishing guidelines for the res-
olution or liquidation of large complex financial institutions (i.e., “too-
big-to-fail” banks) and extending supervision and regulation to shadow
banking institutions such as money market funds and any non-bank finan-
cial institution that is deemed to be systemically important. The ESB has
been actively involved in coordinating the work of the various Basel-based
agencies in implementing these reforms and in monitoring compliance by
the G20 countries.

In the case of the United States, most of the reforms mentioned above
were embraced in the Dodd-Frank Wall Street Reform and Consumer
Protection Act that was signed into law in July 2010. That bill also estab-
lished a new macro-prudential supervisory responsibility for the Federal
Reserve to focus on issues of financial system stability in addition to its
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bank-specific or micro-prudential regulatory function and the macro-
economic focus of its monetary policy operations. This new dimension
of financial supervision was also reinforced by the creation of a Financial
Stability Oversight Council that is chaired by the US Secretary of the
Treasury and comprises representatives of all the supervisory agencies of
the US government. One of the challenges for the Fed and other central
banks in recent years in fulfilling their mandate for macro-prudential or
systemic stability oversight is determining how the traditional interest rate
tool of monetary policy should or should not be used, and when and
which macro-prudential tools (e.g., loan-to-value and debt-to-income
limits for mortgages) should be employed. Generally, the Fed has adopted
the approach that monetary policy should continue to be focused on its
twin mandated objectives of low and stable inflation and full employment
and that systemic financial oversight is best exercised through enhanced
supervision of systemically important financial institutions, for example by
means of annual stress tests.!

Perhaps the most detailed regulatory reform spearheaded by the
G20 in the light of the financial crisis has been the revision of the Basel
Capital Standard (Basel III). While the basic framework of the three-
pillar approach of Basel II was maintained, a number of new features were
added. These included an overall leverage or capital-asset ratio of at least
3 percent, a liquidity coverage ratio and net stable funding ratio, in addi-
tion to important changes to the basic capital requirements for banks. For
example, the basic definition of “core” capital was strengthened to include
equity investment and retained earnings, and the minimum requirement
for this component was raised from an actual average of around 1 percent
prior to the crisis to 7 percent. In addition, a counter-cyclical capital buffer
was added along with a capital surcharge for large complex financial insti-
tutions. While there has been much debate as to whether these changes go
far enough (see Chap. 7), it is clear that they represent an improvement
with respect to the regime (Basel II) that was being implemented just
prior to the global financial crisis.

IMF INVOLVEMENT IN THE EURO ZONE CRISIS

The euro zone crisis that erupted in full force in 2010 represented the
second phase of the global financial crisis. Prior to the outbreak of the
crisis in September 2008, a number of EU countries, such as the United
Kingdom, Ireland, Portugal and Spain, had been experiencing credit
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booms and housing bubbles similar to those of the United States. This
pattern of financial market behavior was another symptom of the global
savings glut that had reduced long-term interest rates and increased finan-
cial flows between emerging market economies and the advanced econo-
mies. While the external current account for the euro zone as a whole was
roughly in balance, as noted in Chap. 2, which implied that net capital
inflows between it and the rest of the world were close to zero, there were
large imbalances within the zone. Essentially, the northern tier countries
of Germany, Netherlands and Belgium were large net exporters of capital,
while the countries on the periphery such as Greece, Ireland, Portugal and
Spain were large importers. These imbalances within the euro area were
similar to the global imbalances between emerging market and advanced
countries, which were fueling credit booms in the latter countries more
generally. As noted earlier, these imbalances within the euro zone were
facilitated by the large reduction in risk premia for loans and sovereign
debt spreads for the latter group of countries and the widespread faith in
the Stability and Growth Pact (SGP) for maintaining fiscal sustainability
within the curo zone.'® In practice, however, the SGP had many design
flaws and was very weakly enforced and observed, even in the case of the
core euro zone countries (France and Germany).

Initially, following the outbreak of the global financial crisis, the euro
zone suffered many of the same aftereffects as those suffered by the
United States, given the large entanglement of its banks in the acquisi-
tion of new securitized instruments/derivatives (MBS, CDOs and CDS)
and the financing of housing bubbles in the four countries cited above.
In addition to solvency concerns for a number of individual banks in the
northern tier countries, there was a “sudden stop” in bank credit flows
from the surplus countries to deficit countries within the euro area in the
wake of the financial crisis, which created more systemic concerns in the
latter group. Except in the case of Greece and Portugal, the problem of
bank debt was one of private sector debt, which was most extreme in the
case of Ireland. In that case, prior to the crisis, bank debt had risen by a
factor of more than four times from 2001 to 2007 and was equivalent to
nearly 800 percent of GDP in the latter year.!”

Essentially, the global financial crisis confronted the euro zone with
two problems. One was how to handle bank debt problems in the defi-
cit countries where there was no central euro zone facility for bailouts,
as the ECB was proscribed from assuming that role. This problem first
played out in the case of Ireland. In 2009, when its largest banks faced
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threats of insolvency because of mortgage credits that could not be repaid
after the bursting of a housing bubble, the government decided that it
had to provide a blanket guarantee of their deposits and liabilities given
their systemic importance, which ultimately lead to a substantial increase
in government debt (of around 35 percent of GDP). The second problem
was one of macroeconomic adjustment for the deficit countries that had
experienced much higher inflation than the surplus countries prior to the
crisis and had lost external competitiveness as a result. With a withdrawal
of external financing, the problem for those countries was how they would
be able to restore competitiveness and a viable balance of payments posi-
tion when they were part of a currency union and could not benefit from
a devaluation of their own currency.

The trigger for the euro zone crisis was the revelation by a new gov-
ernment in Greece in October 2009 that prior governments had misre-
ported fiscal data to the EC for purposes of the SGP for a number of years
and that its debt problems were much larger than had previously been
reported. As a result, according to the new government, the budget deficit
was expected to rise to the equivalent of 12.5 percent of GDP in 2009, or
more than three times the projections of the previous government, while
its debt-to-GDP ratio was expected to reach 130 percent. In the light of
these revelations, it is clear that Greece had been in flagrant violation of
the Maastricht criteria embodied in the SGP calling for a fiscal deficit of 3
percent of GDP and a public debt ratio of 60 percent of GDP for a num-
ber of years if not since its entry into the euro zone.

With the euro zone already in recession because of the fallout from the
global financial crisis, government finances in the periphery countries were
under pressure because of the effects of automatic stabilizers in lowering
revenues and increasing expenditure for social safety net programs. As a
consequence, countries with high public debt burdens, such as Greece,
Ireland and Portugal, were facing the prospect of perverse debt dynam-
ics because of an increase in sovereign debt spreads owing to higher risk
premia. Thus, they would need to borrow additional funds simply to
cover the debt service on existing debt, which could quickly give rise to
an unsustainable debt situation. The prospect of a default scenario was
made more likely by actions on the part of the credit rating agencies in
downgrading the ratings on their bonds in late 2009 and early 2010. The
debt problems for these governments also had the potential of creating
problems for banks within the euro zone that were heavily invested in the
sovereign debt of its members because of the AAA ratings it had received
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prior to the crisis. Within countries such as Ireland, this “doom loop”, as
it has been called, operated in reverse, as the debt assumed by the govern-
ment in guaranteeing the solvency of its major banks, coupled with the
impact of the economic contraction caused by the financial crisis on gov-
ernment finances, created serious concerns in financial markets about the
government’s fiscal sustainability.

In the wake of the global financial crisis, the euro area was very poorly
prepared in terms of crisis-management institutions to deal with the asym-
metric shocks caused by the financial crisis within the zone. There was no
central fiscal authority to pool the resources of deficit and surplus coun-
tries, which would allow for cross-border risk sharing and resource trans-
fers to countries experiencing the impact of a sharp economic downturn.
Nor was there any stabilization mechanism attached to the euro area that
would allow explicit lending to governments in need of funding to deal
with a debt crisis. The only central institution underpinning the monetary
union was the ECB, which had the power to expand liquidity in response
to changes in macroeconomic conditions, but it was proscribed from lend-
ing to member governments or national central banks for bailout pur-
poses. Its emergency lending facility, which it operated through member
central banks of the zone, was intended to function as a standard LOLR
mechanism for banks with good collateral facing a liquidity shortfall.

As a partial remedy for this institutional gap, the governments of the
euro zone agreed to establish a European Financial Stability Facility (EESF)
in May 2010, which was authorized to borrow funds in the international
capital markets up to a limit of 440 billion euros, with the guarantees of
its constituent member governments, to finance stabilization loans to euro
zone governments. This facility was replaced in October 2012 lender of
last resort permanent European Stability Mechanism (with a total lend-
ing capacity of 500 billion curos), in which euro zone governments made
equity contributions.

In these conditions, the IMF was seen as a potentially important exter-
nal creditor, which had already become active in stabilization loans to
countries of Eastern and Central Europe in late 2008 with the outbreak
of the financial crisis. At first, there was reluctance on the part of euro
zone leaders to involve the IMF on the notion that they were expected
to deal with any economic or financial difficulties without the assistance
of outside institutions. However, in view of the IMF’s financial resources
and its experience designing stabilization programs, it was decided to have
it work in partnership with the ECB and the EC, acting on behalf of the
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EEFSE, under what came to be known as “the Troika”. This was an unprec-
edented arrangement for the Fund and raised questions about its gover-
nance, especially in view of the junior status it was given by its European
partners. In line with a long-standing tradition, the IMF was headed at
the time of the financial crisis by a European, Dominique Straus-Kahn,
a former finance minister from France, who was eager to have the IMF
involved in the problems of the euro zone, even if its independence was
somewhat compromised. In addition, members of the EU have had a dis-
proportionate weight in Board representation and voting power in the
Fund, which only began to be reduced in a reform of IMF governance that
was approved in late 2010. (This reform, however, only became effective
in early 2016 because of extensive delays by the US Congress in approv-
ing it.) In retrospect, it would have been preferable for the IMF to have
operated in parallel but independently of the ECB and EC, as it has done
in many other programs of financial assistance, for example with the US
Treasury Department, the World Bank and regional development banks.
Greece became the first euro zone country to enter into a macroeco-
nomic adjustment program supported by financial arrangements with the
Troika in May 2010, followed by Ireland in November 2010, Portugal
in May 2011, a second arrangement with Greece in 2012, and Cyprus
in 2013.18 Spain, the other country of the periphery that was facing pri-
vate debt and bank solvency problems as a result of the financial crisis,
decided to manage its own adjustment program without outside assis-
tance. The IMF programs with Greece, Ireland and Portugal were some
of the largest financial arrangements in IMF history not only in absolute
amounts but also in relation to the country’s quota in the Fund and the
size of its GDP. What was also unusual in these programs is that the IMF
invoked a special exemption from an operational requirement established
in 2002 that financial arrangements involving exceptional access to IMF
resources well in excess of normal borrowing limits needed to have a cer-
tification from its management and staff that the country’s external debt
was sustainable with a high degree of probability. However, without for-
mal discussion, an exemption from this requirement was first sought in
the case of Greece on the grounds that there was a high risk of contagion
and systemic spillovers from the Greek crisis for other governments and
banking sectors in the euro zone. This systemic exemption has been highly
criticized not only for the ad hoc way in which it was requested but also
because of the undue influence of European governments in the decision-
making of the IMF. The need for debt restructuring in the adjustment
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program for Greece had been discussed within the IMF, but this possibil-
ity was ruled out by the ECB on the grounds that it would have inflicted
significant losses on banks within the euro zone that held Greek sovereign
debt.”

Each of the programs supported by the IMF for the euro zone coun-
tries focused on three objectives: a reduction in the country’s external
current account deficit, an improvement in the government’s fiscal posi-
tion and debt sustainability and the repair of financial institution balance
sheets.?® The results of the programs revealed some common patterns.
In each of the euro area programs, the reduction in the external current
account deficit turned out to be larger than projected, but the debt-to-
GDP ratio remained higher than programmed because of a weaker level
of output. As planned, the current account adjustment was achieved by
an improvement in the government finances and a depreciation in the real
effective exchange rate. Because of the common currency arrangement
for these countries, a real depreciation had to be achieved by an “internal
devaluation” involving a decline in the ratio of the domestic price index in
relation to that of their major trading partners. Historically, this pattern of
exchange rate adjustment has proven to be very difficult to achieve with-
out a change in the nominal value of the currency that, for example, other
countries in Europe outside the euro zone, such as Iceland, were able to
rely upon in their recovery from crisis.

During the program period 2010-14, the rate of internal devaluation
based on changes in the consumer price index achieved in the four euro
arca programs ranged from a high of 5.5 percent for Greece to alow of 1.75
percent for Portugal. According to IMF estimates, using relative unit labor
costs, the real effective exchange rate devaluation was much greater, rang-
ing from 8 percent in the case of Portugal to 15 percent for Greece.?! This
discrepancy in the two measures of internal devaluation can be explained
by the fact that labor market reforms in the adjustment programs for these
countries were generally achieved in advance of product market reforms
and the supply response of new businesses was weaker than projected
because barriers to entry were removed more slowly than expected with
the result that consumer prices were slower to adjust than unit labor costs.

It should be noted that the adjustment programs for the euro zone
countries were made more difficult by the fact that there was no arrange-
ment within the zone for surplus countries or countries with lower-than-
average inflation to pursue an expansionary fiscal policy in a counter-cyclical
fashion, which would have eased the deflationary burden on the countries
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in the periphery. To a large extent, this defect was inherent in the fiscal
limits of the SGP, which were uniform for all countries regardless of their
cyclical position. This austerity-only policy of the euro area reflected in
particular the attitudes of the ECB and the German government and rep-
resented one of the main factors inhibiting a stronger economic recovery
for Europe in the wake of the financial crisis.??

On the fiscal side of the adjustment programs, the cyclically-adjusted pri-
mary government balance in the euro area programs improved by around
5.5 percent of GDP over a three-year period, broadly in line with program
targets. This outcome, however, implied that the actual improvement in
the primary balance was larger than the number just cited because of the
lower-than-projected level of output that resulted from these programs.
Studies by the IMF have shown that the fiscal multipliers during the three
years from the start of each of the programs were significantly larger than
assumed in the programs. As a result, the growth forecast errors, that is,
the difference between actual outcomes and program projections, were
found to be more negative in programs that included a larger fiscal adjust-
ment.?® Simply put, fiscal austerity in the curo area adjustment programs
was amplified by large fiscal multipliers. Other studies have shown that
fiscal multipliers can be equally large on the upside, especially in situa-
tions where there is weak aggregate demand and the zero lower bound
on interest rates is in effect, thus confirming Keynes’ original hypothesis
developed at the time of the Great Depression.?*

The program with Greece has been the most difficult and contentious
of the adjustment efforts supported by the Troika. In part, this was due
to the fact that the original program excluded any debt restructuring, as
noted ecarlier, even though the public debt ratio for Greece at 145 percent
of GDP was much higher than for the other three countries. As a result,
the internal adjustment effort was programmed to be much larger than
in the other three cases. The adjustment program also included a num-
ber of structural conditions to deal with institutional defects in public
sector operations and weaknesses in the business environment of Greece.
This plan created implementation problems for the government, and as a
result it was unable to complete some of the program reviews and qualify
for full disbursement of the financial package assembled by the Troika.
Accordingly, a new program that included a roughly 50 percent reduction
in the face value of Greek public debt was negotiated in March 2012. By
then, euro area governments were beginning to experience some decline
in the spreads for their sovereign debt, but this reduction became much
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more significant following the commitment made by Mario Draghi, the
President of the ECB, in a speech at the end of July 2012 “to do whatever
it takes to preserve the euro”. This speech was followed in early August
2012 by the announcement of the ECB’s Outright Monetary Transactions
program, under which the ECB would engage in the direct purchase of
euro area sovereign bonds in the secondary market to support their prices
by buying them in potentially unlimited quantities on the condition of
economic and fiscal reform efforts by the government concerned, as for
example under programs agreed with the Troika.

One other factor that affected the outturn under euro area programs
that needs to be recognized is the degree of political commitment exhib-
ited by the government and other political bodies to the adjustment pro-
gram negotiated with external creditors. This commitment was probably
the strongest in the case of Ireland and weakest in the case of Greece. The
program with Ireland is notable in that the Irish government was already
well advanced in a fiscal adjustment program before an agreement with the
Troika was completed in November 2010. The government was also clear
with its creditors as to what it could realistically deliver in terms of policy
measures and in assessing the quantitative impact of its fiscal adjustment
effort. There was also a strong degree of public trust in what the govern-
ment was trying to achieve and a recognition among the major stakehold-
ers in the country that a program supported by the Troika offered the best
chance of recovery.?

These same qualifications cannot be made about the adjustment pro-
grams with Greece. In that case, a uniform degree of commitment to
the program was clearly lacking in the national parliament, with many
factions viewing the program conditionality as an imposition from the
outside. As time has passed, there has been a significant weakening of
trust between the government of Greece and its European creditors, as the
latter group has continued to insist on internal adjustment measures that
have become increasingly more difficult to implement without further
debt restructuring. As a result, in the first two adjustment programs with
the Troika, the degree of compliance with program targets and conditions
was very uneven, with slippages not only with respect to quantitative fiscal
targets but also in regard the structural reforms in areas such as tax admin-
istration, the pension system and collective bargaining arrangements. As
a result, Greece was only able to complete 5 of the 12 reviews included
in its second program with the Troika. Thus, a third adjustment program
was negotiated in mid-2015. At this point, the IMF decided to operate
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independently of the Troika, in particular to be able to press for further
debt restructuring as a basis for its continued involvement.?® As of carly
2016, the program with Greece needed to be revised (once again) because
of non-compliance with program targets; nevertheless, the European
members of the Troika continued to insist on fiscal targets (without debt
restructuring) that the IMF claimed were unattainable.

Among other things, this experience has shown the important role that
an SDRM could play within the IFA (and the euro zone as well), which
is taken up in Chap. 7. More generally, the crisis of the euro zone has
revealed major structural flaws in its design as regards its inability to func-
tion as a banking union, a fiscal union and a political union in support of
its common currency.?”

SUMMARY AND CONCLUSION

In view of the global dimensions of the crisis, it is important to consider
the role of the IFA in the lead-up to the crisis and since. The IFA repre-
sents the cooperative arrangements that governments have put in place
to safeguard global financial stability by means of its crisis-prevention and
crisis-management capabilities. Since the end of WW2, the IMF has been
at the center of the IFA because of its global and country macroeconomic
assessment exercises and its ILOLR financing. Since the 1980s, its work
has been supplemented by a number of specialized committees and orga-
nizations that have focused on certain infrastructural aspects of the global
financial system, such as financial regulation, accounting and the organiza-
tion of securities markets. In the decade preceding the crisis, these activi-
ties were overseen by the FSE.

Prior to the crisis, there were clear deficiencies in the activities of the
IFA in four areas: the oversight of global financial stability, international
policy coordination, international financial regulation and LOLR financ-
ing. In its oversight function, the work of the IMF and ESF was not well
coordinated in assessing risks to the global financial system, in part because
both organizations were heavily focused on dealing with vulnerabilities of
the emerging market economies in the wake of a series of financial crises
in the 1990s. International policy coordination was handled on an ad hoc
and limited basis among the G7 countries, but these countries were not
willing to use the IMF as a forum for such purposes as revealed in the failed
multilateral consultation exercise during 2006-07. International financial
regulation had been mainly oriented to the establishment of minimum
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capital requirements for commercial banks in the advanced countries, but
these requirements were in the process of being significantly relaxed for
the major banks just prior to the crisis. This change, together with regimes
of “light touch” supervision, reflected an attitude in the major financial
centers that financial markets and institutions were largely self-regulating.
The ILOLR mechanism operated on an asymmetric basis for advanced
countries and the rest of the IMF membership. The former group enjoyed
essentially unconditional access to emergency funding under an ad hoc
network of central bank swaps, whereas other countries had to rely on
limited access financing from the IMF subject to policy conditions. Prior
to the crisis, many emerging market countries had begun a process of
self-insurance through the accumulation of substantial foreign reserves in
response to the stigma and limitations they associated with borrowing
from the IMEF. This action contributed to a global savings glut and the
problem of global imbalances that supported the development of housing
bubbles and credit booms in a number of advanced countries.

Since the outbreak of the crisis, the G20 has replaced the G7 as the
political directorate for the IFA and acted quickly to mount a response
in three areas: the mobilization of exceptional financing for the IME,
the coordination of fiscal and monetary policy adjustments among its
membership to support global economy and the commencement of
reforms to the IFA. In the first area, the G20 tripled the resources of the
IMF to around US$750 billion, while the Federal Reserve expanded its
swap network to 14 countries with financing of US$600 billion. In addi-
tion, an allocation of SDRs amounting to US$250 billion was distrib-
uted among IMF member countries. In the second area, the G20 forged
agreement among the advanced countries on a program of fiscal stimulus
equivalent to 2 percent of GDP, along with a program of monetary eas-
ing and support for their financial sectors through asset purchases and
equity injections. The IFA reforms have focused on strengthening IMF
surveillance and its coordination with the FSF (now ESB), improving
the Basel Capital Accord through stronger capital requirements, shifting
OTC derivative transactions to central clearinghouses and establishing
resolution mechanisms for large and complex (“too-big-to-fail”) finan-
cial institutions.

The IMF has also played an important role together with the EC and
the ECB in supporting adjustment programs for four countries of the euro
zone that experienced a series of debt crises during the second phase of
the global financial crisis beginning in 2010. The programs with Cyprus,
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Ireland and Portugal were generally successful in supporting fiscal sta-
bilization and economic recovery, notwithstanding the constraints on
monetary and exchange rate policies inherent in the euro zone financial
architecture. The program with Greece, however, has suffered from pro-
tracted difficulties since 2010, reflecting defects in program design and
implementation and insufficient debt relief.

NOTES

1. A more elaborate and detailed discussion of the IFA can be found
in Anthony Elson (2011) Governing Global Finance: The Evolution
and Reform of the International Financial Architecture (New York:
Palgrave Macmillan).

2. IMF Independent Evaluation Office (2011) “IMF Performance in
the Run-up to the Financial and Economic Crisis: IMF Surveillance
in 2004-07” (IME-IEO 2011), p. 7.

3. A detailed critique of the IMF multilateral consultation procedure
can be found in Paul Blustein “A Flop and A Debacle: Inside the
IMF’s Global Rebalancing Acts” Center for International Governance
Innovation (CIGI) Paper #4 (June 22, 2012).

4. These agreements are examined in Jeffrey Frankel “International
Coordination”, a paper presented at the Asia Economic Policy
Conference organized by the Federal Reserve Bank of San
Francisco, Nov. 19-20, 2015. A more elaborate assessment of the
Plaza Accord of September 1985 can be found in C. Fred Bergsten
and Russell Greene (eds.) International Monetary Cooperation:
The Plaza Agreement after 30 Years (Washington DC: Peterson
Institute of International Economics) April 2016.

5. The G10 actually comprises 11 countries, that is, the G7 coun-
tries and Belgium, the Netherlands, Sweden and Switzerland.

6. These reports of the CGES are “The Role of Ratings in Structured
Finance: Issues and Implications” CGES Report #23 (January
2005) and “Housing Finance in the Global Financial Market”
CGES Report #26 (January 2006) both of which are available at
www.bis.org/cgfs

7. The Turner Review, which was one of the first assessments of the
failure of global banking regulation and the international financial
architecture in the lead-up to the financial crisis, together with an
outline of regulatory reform, was produced under the direction of
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10.

11.

12.

13.

Adair Turner, then chairman of the Financial Services Authority
(ESA) of the UK (FSA “The Turner Review: A Regulatory
Response to the Global Banking Crisis”, March 2009).

These early post-crisis IMF arrangements are reviewed in IMF
(2009), “Review of Crisis Programs” IMF Policy Paper (September
14, 2009).

As an international reserve asset, SDRs can be exchanged by mem-
ber countries of the IMF with a need for international liquidity for
the usable or convertible currencies (i.e., dollars, euros, pounds
and yen) held by other countries. An allocation of SDRs does not
increase the total amount of liquidity in the international monetary
system but rather allows it to be redirected toward countries with
a need for foreign exchange to meet their foreign payment obliga-
tions. On November 30, 2015, the IMF decided to include the
Chinese renminbi (yuan) along with the other four currencies
mentioned above as part of the basket of major currencies used for
purposes of determining the value of the SDR, with effect from
October 1, 2016. In addition to explanatory material about the
SDR on the website of the IMF, one can find a useful discussion of
the SDR in Maurice Obstfeld “The SDR as an International
Reserve Asset: What Future?” Rapid Response Report #11,/0885
International Growth Centre (London School of Economics),
March 2011.

These figures are cited in Stijn Claessens, Geoftfrey Underhill,
Deniz Igan and Luc Laeven, “Lessons and Policy Implications
from the Global Financial Crisis” IMF Working Paper #10,/24
(February 2010).

The actions taken by the advanced countries to support their finan-
cial sectors in the wake of the crisis are discussed in Claessens et al.
(2010).

These data are taken from IMF “The State of Public Finances
Cross-Country Fiscal Monitor: November 2009” IMEF Staff
Position Note #09 /225 (November 3, 2009).

As just one particular example, one can point to the Report of the
G20 Climate Finance Study Group, which has been conducting an
ongoing exercise since 2012 in identifying ways in which G20
countries, among other things, have been developing financial
instruments to support climate finance and stimulate climate-
friendly private investment consistent with the UN Framework
Convention on Climate Change. This is a large, open-ended com-
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mitment on a major global issue that requires the sustained atten-
tion of the G20 Leaders and Finance Ministers, along with many
other problems requiring global cooperation.

These data are taken from a report of the IEO of the IMF, review-
ing the response of the IMF to the financial crisis during the
2008-13 period (IME-IEO “Evaluation of the IMF Response to
the Financial and Economic Crisis” October 27, 2014).

One study that examines the trade-ofts involved in the use of mon-
etary policy for systemic stability objectives can be found in IMF
“Monetary Policy and Financial Stability” IMF Policy Paper,
August 28, 2015.

For a succinct and well-reasoned analysis of the factors leading up
to the euro zone crisis, see Richard Baldwin et al. (2015)
“Rebooting the Euro Zone” Center For Economic Policy
Research, Policy Insight #85 (November 2015).

These data are taken from Baldwin et al. (2015).

The IMF financial and adjustment programs with Greece, Ireland
and Portugal during 2010-11 were evaluated by the Independent
Evaluation Office of the IMF in a report issued on July 28, 2016
(“The IMF and the Crises in Greece, Ireland and Portugal: An
Evaluation by the Independent Evaluation Office”), which can be
accessed at www.ieo-imf.org.

The issue of debt restructuring in the 2010 adjustment package for
Greece and the background to the “systemic exemption” for the
IMF financial arrangement is discussed in Paul Blustein “Laid
Low: the IMF, the Euro Zone and the First Rescue of Greece”
CIGI Paper #61 (April 2015).

This section draws on material provided in an internal IMF evalu-
ation of'its financial arrangements with all countries affected by the
global financial crisis during the period 2008-14 (IMF “Cirisis
Program Review” IMF Policy Paper, November 9, 2015).

These figures are drawn from Figure 18 on page 28 of the IMF
report cited in footnote 20.

These issues are explored in a paper by Ashoka Mody “Living
(Dangerously) Without a Fiscal Union” Bruegel Working Paper
2015/03 (March 2015).

This statistical result was established in a paper by Blanchard and
Leigh (2013), which was cited in Chap. 4, and was corroborated
by the IMF study cited in footnote 20 (IMF 2015).


http://www.ieo-imf.org
http://dx.doi.org/10.1057/978-1-137-59750-2_4

146 A ELSON

24.

25.

26.

27.

These studies are examined in an article by Auerbach and
Gorodnichenko (2015), cited in Chap. 4.

These points were made by Patrick Honohan, just prior to his res-
ignation as Governor of the Central Bank of Ireland, in a speech at
the London School of Economics on November 17, 2015 “Debt
and Austerity: Post-Crisis Lessons From Ireland”.

A brief, but incisive, analysis of the state of play between Greece
and the IMF was presented by Olivier Blanchard, the former
Economic Counselor of the IMF, in the IMF blog (iMFdirect)
“Greece — Past Critiques and The Path Forward”, July 9, 2015.
Progress has been made since 2012 in the creation of a banking
union but not in the other two dimensions needed for a successful
economic and monetary union (EMU). These issues are examined
in the context of a long-term plan for implementation in a special
report of the European Commission “The Five Presidents’ Report:
Completing Europe’s Economic and Monetary Union” June 22,
2015, which is available at ec.curopa.cu. A more detailed focus on
the medium-term requirements of EMU reform is provided in
Richard Baldwin and Francisco Giavazzi (2016) (eds.) Rebooting
Europe — How to Fix Europe’s Monetary Union: View of Leading
Economists (London: Centre for Economic Policy Research), which
is available as an eBook at www.VoxEu.org. The case for creating a
sovereign debt-restructuring regime for the euro zone, which
would operate in conjunction with the ESM is laid out in Chap. 1
of Giancarlo Corsetti et al. (2016) Reinforcing the Euro Zone and
Protecting an Open Society (London: Centre for Economic Policy
Research Press).
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CHAPTER 6

The Global Financial Crisis and Inequality

The connections between global financial crisis and income/wealth
inequality have been subject to much debate since the onset of the Great
Recession. Certainly, the impact of the financial crisis on personal wealth
and employment has raised concerns about increasing income inequality
now more than was the case prior to the onset of the crisis, as reflected,
for example, in the “Occupy Wall Street” movement that surfaced in
late 2011. In addition, there has been much discussion about the role of
inequality in precipitating the credit boom preceding the global financial
crisis, as well as the role of the financial sector in exacerbating the long-
term rising trend in inequality. It is therefore appropriate in assessing the
lessons of the global financial crisis to focus on these issues, which is the
purpose of this chapter. On the basis of the evidence available thus far, it
appears that inequality and the global financial crisis have interacted in
a mutually reinforcing manner. The growth of the financial sector was
one factor (among others) that contributed to the worsening in income
inequality prior to the crisis, which in turn played a role in the build-up
of forces that gave rise to the financial crisis. To complete the cycle, the
impact and effects of the financial crisis have further exacerbated the prob-
lem of income inequality.

In the first section of this chapter, I examine the main factors that have
contributed to the long-term rising trend in income inequality, which
clearly predates the global financial crisis, and the role of the financial
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sector in contributing to that trend. The discussion then turns in the sec-
ond section to the question of why the issue of income inequality was less
of a concern in mainstream economics before the financial crisis than it
has been since. The explanation for this issue has something to do with
the dominant framework of macroeconomics and policy design examined
in Chap. 3. The third section of the chapter looks at the question of how
the problem of income and wealth inequality may have contributed to the
onset of the crisis, again, not as the primary factor but as one among oth-
ers that were discussed in Chap. 2. The concluding section of the chapter
considers how some of the financial reforms that are under way may con-
tribute to an improvement in income distribution or at least reduce the
adverse impact of the financial sector on income inequality in the future.

THE FINANCIAL SECTOR AND INCOME INEQUALITY

The rising trend in income inequality in the advanced countries, and in
the United States in particular, has been under way for some time and
roughly coincides with the onset of economic and financial globalization
that expanded from the late 1970s. Because of data limitations, econo-
mists have tended to focus on income inequality as distinct from wealth
inequality. Income inequality is commonly measured using the Gini coef-
ficient, which measures the share of total income accruing to different per-
centiles of the population, with zero indicating perfect equality of income
distribution and one indicating maximum inequality. In the United States,
income inequality has followed a U-shaped curve since the mid-1930s,
with its Gini coefficient falling from a peak of around 0.50 in 1933 to an
average of around 0.37-0.39 during the post-WW?2 period through the
early 1980s. Since then, it has steadily risen to around 0.44 in 2007, just
prior to the crisis, and further to 0.46 by 2013.! The United Kingdom
has followed a broadly similar U-shaped pattern, although it has not been
as deep, nor have the measured Gini coefficients been as high as in the
United States. The United States is somewhat unique among the OECD
countries in that it now has the highest level of inequality among the
group according to this measure, except for Chile and Mexico.

Other measures of income inequality trace out a picture of deterio-
ration similar to that of the Gini coefficient. For example, the share of
income accruing to the top 1 percent of the income scale in the United
States has also followed a U-shaped pattern, falling to a share of around
8 percent by around 1980 and then rising to one of nearly 20 percent in
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Chart 6.1 Share of income by population group in the United States (Source:
The World Wealth and Income Database (www.wid.world))

2013, about the same as it was on the eve of the Great Depression (see
Chart 6.1). Notably, there was a steady erosion in the income share of the
bottom 90 percent of the income scale during this same time period in the
growth of financial globalization from 67 percent in 1980 to 54 percent
in 2007, a trend which has continued since the global financial crisis. In
line with these trends, the earnings of the top decile of the income scale as
a ratio of median earnings has risen from an average of around 1.75 in the
mid-1960s to nearly 2.50 in 2013.2

Thanks to the work of Emmanuel Saez and Thomas Piketty, readers
now have access to a unique cross-country database on wealth inequality,
which has been developed from national tax records for the last 100 years.
The publication of Piketty’s book Capital in the 21st Century in 2014
caused a sensation not only because of the clarity and starkness of its find-
ings but also because the timing of its publication coincided with greater
public awareness of the problem of inequality among the advanced coun-
tries, which had been dramatized by the effects of the global financial
crisis. These data pointed to a U-shaped pattern of inequality in wealth in
the United States, which was more striking than in regard to income, as
measured by the share of wealth concentrated among the top 0.1 percent
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of the population. In 1929 on the eve of the Great Depression, this share
was 25 percent, which then dropped fairly steadily to around 7 percent in
1978. Since then, however, the trend in this measure of wealth concentra-
tion has reversed course, rising to nearly 18 percent in 2007 and then to
around 22 percent by 2012, close to where it was in 1929. In 2012, what
is stunning to see is that the share of wealth accruing to the top 0.1 per-
cent of the population is virtually the same as that accruing to the bottom
90 percent of the distribution, thus having eliminated over time a differ-
ence in shares between these two groups that was as high as 26 percentage
points in favor of the latter group in 1978 (see Chart 6.2).* Within these
overall trends, what is of more immediate interest for purposes of this
book is an understanding of the factors that have contributed to the rise
in inequality since the late 1970s and the role that the financial sector in
particular may have played, which are discussed below.

At the level of workers’ income, there are a number of trends that have
become more marked with the passage of time, which have suppressed the
growth in wage income. One manifestation of these trends is that from
around 2001 the share of labor income, as distinct from capital income,
in total income has been declining. For a number of years since around
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Chart 6.2 Share of wealth by population group in the United States (Source:
Emmanuel Saez and Gabriel Zucman “Wealth Inequality in the US” (www.
gabriel-zucman.cu/uswealth))
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1980, the share of labor income in total national income was fluctuat-
ing around an average of 62-65 percent. In fact, from the 1960s, with
the early development of economic growth theory, one of the assumed
constants of the steady state, according to Nicholas Kaldor, was that the
share of labor would remain relatively fixed over time, which in fact it did
for a number of decades after Kaldor’s assertion. However since around
2001, this share dropped to around 55 percent by 2013, contradicting
that prediction. While a definitive explanation for this change is still being
developed, a number of contributing factors have been identified. One is
the divergence between real wage gains (or hourly compensation of work-
ers) and productivity growth. Between 1948 and 1978, these two series
tracked each other quite closely, as one would expect for an economy
growing at or near its potential rate. However, for the next three decades
from around 1980, there has been a growing divergence, with productiv-
ity growing by 74 percent and real wages growing by only 9 percent.*

While part of this divergence represents an acceleration in the growth
of productivity, the data also reflect some compression of wage growth.
The latter phenomenon has coincided with a steady decline in the share
of manufacturing in the US economy over the past few decades that has
accelerated with the impact of globalization and trade. A general trend
toward the outsourcing of basic US manufacturing to countries with
lower-skilled, lower-paid workers, such as China, has undoubtedly created
downward pressure on manufacturing employment in the United States.
A recent study has estimated that import competition from China dur-
ing the period 1999-2011 reduced employment in manufacturing by an
amount in the range of 2—-2.4 million jobs. This trade effect has led to sus-
tained unemployment and wage stagnation for displaced workers mainly
because the US labor market has not been able to absorb these workers
in other occupations, even though the demand for skilled labor resulting
from trade with China has increased. Import competition from China has
been growing for some time, with China’s exports of manufactured goods
rising from 2 percent of global manufactured exports in 1990 to 16 per-
cent in 2011.°

The other important trend that has suppressed overall wage growth in
the United States, while contributing to income inequality, is the diver-
gence between wages for low-skilled and high-skilled labor as a result of
technological change. The effects of skill-biased technological change,
combined with a process of capital deepening, have now been well docu-
mented and have shown that the wages for skilled labor have increased
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while those for low-skilled labor have decreased, with the combined net
effect of increasing wage inequality and reducing the overall share of labor
income.® The declining share of manufacturing in the US economy and
the compression of low-skill wages related to foreign competition have
also occurred at a time of declining union membership, which had clearly
been a factor in aligning real wages and productivity gains in the early
post-WW?2 years.

The financial sector has been an important contributor to the overall
increase in corporate profits and the rising relative share of capital income,
especially since 2000. It has also played a role in the growing divergence
between income of the top 1 percent of the income scale and that of the
rest of the population. One striking development has been the increase in
the relative size of the financial sector in total GDP, rising from 2.8 per-
cent in the 1950s to 7.6 percent on the eve of the global financial crisis.
Such a rise is consistent with all the direct evidence we have for the growth
of financial activity in the economy, such as credit outstanding in rela-
tion to GDP and the size of financial transactions, including in particular
the growth of derivative trading, attendant upon the liberalization of the
financial sector and the onset of financial globalization. While it is unques-
tionably the case that the growth of banking services and financial market
activities is essential for the development of a modern economy, there may
nevertheless come a point when this growth becomes counter-productive.
In this connection, recent research has shown that the growth of the finan-
cial sector contributes to overall productivity and economic growth up to
a certain point, after which it becomes a drag on total productivity. Such a
point appears to have been reached in the period leading up to the finan-
cial crisis, with the case of Ireland and its surge in banking activity preced-
ing its banking crisis in 2008 as a strong case in point.” According to one
study carried out by International Monetary Fund (IMF) economists, the
inflection point for the finance industry arises when the ratio of private
sector credit to GDP rises above 100 percent of GDP, which would also
be a signal of the increasing risk of a financial crisis.® All the countries most
heavily involved in the pre-crisis housing bubbles and the aftereffects of
the global financial crisis (Ireland, Portugal, Spain, the United Kingdom
and the United States) clearly had exceeded that threshold.

More generally, the growth in financialization of the modern economy
and the churning of transactions in financial markets related to deriva-
tive trading in mortgage-backed securities, collateralized debt obligations
and credit default swaps prior to the financial crisis are other examples
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of potentially unproductive activities in the financial sector. Along with
these trends, there is some evidence suggesting a growing inefficiency in
the delivery of financial services, notwithstanding the positive benefits for
efficiency in the financial industry associated with the ICT revolution.
According to the work of Thomas Philippon, the cost of supplying US$1
of financing from the financial sector increased from around US¢20 in
1989 to US¢24 in 2011, a trend which coincided with a steady increase
in the cost of financial intermediation.® Compared with the cost of other
non-financial trading activities in the economy, Philippon concludes that
the share of financial services in GDP is around 2 percentage points higher
than it should be, signaling an annual resource misallocation of around
US$280 billion. Some of this cost undoubtedly includes rents in the form
of salary compensation and trading profits, as reflected in the lower tax
treatment afforded to the earnings of private equity and hedge fund man-
agers. It may also reflect rents accruing to too-big-to-fail (TBTF) financial
institutions and the lower cost of their borrowing because of assumed
bailout protection from the US government, which according to esti-
mates of the IMF could be in the range of US$25billion to US$50 billion
annually.'?

The finance sector has also contributed to the sharp increase in wage
inequality discussed earlier. For example, between 1979 and 2005, man-
agers in the finance industry increased their share in the top 1 percent
of the income pyramid from 7.7 percent to 13.9 percent, and from 11
percent to 18 percent of the top 0.1 percent of the income groups.'! As
a result of these trends, the ratio of average wages in the financial sector
compared with the average for non-financial sector workers rose from 1 in
1980 on a normalized basis to 1.7 in 2006. On the basis of these data, it
is not difficult to understand some of the motivation for the Occupy Wall
Street movement in the United States or the popularity among the mil-
lennial generation of concerns about income and wealth inequality raised
by Senator Bernie Sanders in the US presidential campaign of 2015-16.

INEQUALITY AND MAINSTREAM EcoNOMICS PRIOR
TO THE CRISIS
While some economic research on issues of inequality was undoubtedly

in progress prior to the financial crisis in terms of developing new data
on wealth inequality (Piketty and Saez) and examining the factors behind
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growing wage inequality (David Autor of Harvard University), income
inequality was not a significant part of the macroeconomic discourse or
policy dialogue. In part, this lapse may be explained by the intense inter-
est in the Great Moderation and the factors accounting for the success of
macroeconomic stabilization. However, it may also have reflected certain
conceptual biases in the economics profession that discounted the impor-
tance of income inequality as an issue of serious concern. This tendency
is perhaps best captured by a statement by Robert Lucas, the dean of the
new classical school of macroeconomics, who wrote in 2003: “Of the ten-
dencies that are harmful to sound economics, the most seductive and, in
my opinion, the most poisonous is to focus on questions of distribution....
the potential for improving the lives of poor people by finding different
ways of distributing current production is nothing compared to the appar-
ent limitless potential of increasing production.”? Around a decade later,
economists at the IMF argued convincingly on the opposite track that
inequality matters for growth and its sustainability and that raising the
income share of the poor is also good for growth.!3

Lucas’ statement reflected a long-standing belief among economists
that there is an inherent trade-off in economics between efficiency (or
maximum growth) and equity, as noted in Chap. 3, and that focusing
policy on issues of equity would be detrimental to economic growth. Such
a view was the basis for a belief in the power and efficacy of so-called
trickle-down economics. This notion was also consistent with an impor-
tant idea in macroeconomics of the post-WW?2 era that improvements in
the functioning of markets and price flexibility would bring about maxi-
mum social welfare and that this result was invariant to different sets of
initial endowments or patterns of income distribution. While improving
market efficiency provides a positive benefit for the economy, in isolation
it ignores the fact that power relations within the economy related to the
role of unions or the influence of large corporations can distort the role of
market forces, thus frustrating the achievement of economic and allocative
efficiency.

The focus on economic efficiency and competitive markets that is inher-
ent in most macroeconomic modeling has also tended to ignore issues of
equity or income inequality in that it builds on the notion that rewards to
the factors of production (i.e., capital and labor) are determined by market
forces such that wages result from the marginal productivity of labor while
returns to capital are linked to its marginal productivity. These results are
consistent with the objective of maximum social welfare noted earlier and
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thus can be considered “just” or “appropriate” from an economic perspec-
tive. Again, this result ignores the outcome of countervailing power rela-
tions in the economy and the appropriation of rents by different economic
groups that can prevent the achievement of a desirable welfare objective.

Some readers of Thomas Piketty’s recent book have argued that its
statistical results and grand historical sweep show that modern finance
capitalism leads inevitably to great inequality. This would be a mistaken
reading. Some degree of inequality is integral to the functioning of a capi-
talist market economy and the incentives needed to promote investment
and foster entrepreneurial activity. But the highly distorted picture of
wealth inequality that Piketty and Saez have presented is another matter
entirely. This result very much depends upon the “rules of the game” for
the economy that result from the power relations and political forces in a
given society, which determine the regulatory framework and institutional
arrangements necessary for it to function. These rules may change over
time as a result of the interplay of political forces (e.g., the coming of the
Progressive Era and the New Deal in the United States), or wealth may be
redistributed or extinguished as a result of extreme economic events (e.g.,
the Great Depression) and exogenous events such as war.

Prior to the publication of Piketty’s book, one popular idea from the
literature on economic growth was that over time market economies
should display a tendency toward income convergence. This notion had
both a statistical and a theoretical basis. The statistical foundation is best
associated with the work of the Nobel laureate Simon Kuznets, one of
the pioneers in the compilation of national accounts on a historical basis.
In the mid-1950s, he propounded the thesis based on his statistical work
that the process of economic growth should in its early stage lead to some
inequality of incomes as workers migrate from rural agricultural areas
where incomes tend to be low to urban industrial zones where wages and
income tend to be higher. Over time, however, as this phase of industrial
transformation is completed, the earlier rise in income inequality would be
reversed with the growth of a large middle class attendant upon the spread
of manufacturing and construction activity.!*

The theoretical basis for a convergence of incomes in market economies
over time comes from the neoclassical growth model. In its simplest for-
mulation, this model posits that over time there should be a tendency for
poorer countries to grow faster than rich ones as foreign direct investment
flows from the latter group to the former group to benefit from the higher
marginal productivity of capital in poor countries. Over time, this process
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will lead to a convergence of income levels between the two groups of
countries or a catch-up phase. The same process takes place within coun-
tries as capital flows from richer regions to poorer ones, thus bringing
about an increase in income levels in the poorer regions and a convergence
of income levels more generally. At the global level, however, what we
observe is not absolute convergence among countries as predicted by the
neoclassical model but rather conditional convergence. The latter concept
of convergence means that there is a tendency among countries that share
a number of common elements such as culture, education or institutions,
for income levels to converge. This tendency can be observed among dif-
ferent member states of the European Union or euro zone, as well as
states of the United States. While this theoretical framework may help to
explain a rise in the average or median level of income among a group of
commonly situated countries or regions, it largely ignores the distorting
effects on average income levels arising from large income gains for a tiny
segment of the population.

THE ROLE OF INEQUALITY IN BRINGING
ABouT THE GLOBAL FINANCIAL CRISIS AND THE IMPACT
OF THE CRISIS ON INCOME INEQUALITY

The origins of the financial crisis in the sub-prime segment of the mort-
gage finance market in the United States suggest that income inequal-
ity and the burden of debt on low- and middle-income families were
important factors in the housing bubble that preceded the crisis. Both
the decline in relative income levels of poor families and the relaxation of
mortgage underwriting standards created a situation during the decade
preceding the crisis in which workers’ debt-to-income ratios were rising.
As long as housing values were also rising during the bubble phase of the
crisis and MBS received a strong demand from investors, this emerging
problem of financial fragility was concealed. Growing inequality at the top
of the income scale increased the savings among wealthy investors who
became a prime target for the marketing of AAA-rated MBS. This pattern
of increased borrowing at the bottom of the income scale and increased
saving at the top was reflected in a tendency for consumption inequality to
rise more slowly than income inequality in the years prior to the crisis. But
once the housing bubble burst, the fragility of the financing arrangements
linked to growing inequality came into full view, with the cascading effects
described in earlier chapters of this book.!®
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The data on income inequality and household debt show a striking
parallel in the period leading up to the financial crisis. According to data
collected by Kumhof and Ranciere (2010), while the top 5 percent of the
income distribution increased their share of total income from around 22
percent in 1983 to 34 percent in 2007, the ratio of household debt of all
income groups to GDP rose from 49 percent to 98 percent.'® When one
excludes the top 5 percent of the income scale in the measurement of
household debt, one can see a more than doubling in the ratio of house-
hold debt to family income for the same time period, with a particularly
large jump in the period after 2000 when the housing bubble became
more intense (see Chart 2.1).

In the aftermath of the financial crisis, there has been a heightened
awareness of the problems of income inequality in the advanced countries,
in part because of Piketty’s book but also out of concern for the impact of
the crisis on working class families. As a result, it became an important issue
in the presidential campaign of 2015-2016 in the United States, at least
among Democratic Party candidates. Income inequality has also become
an important issue in macroeconomic policy discussions, as reflected, for
example, in the debate as to whether the Fed’s policy of quantitative easing
(QE) has favored disproportionately the top 1 percent of the income scale
because of its positive impact on financial asset prices (see below).

Since 2008, it is clear that the growing income inequality that was
evident prior to the crisis has continued to widen. During the sharpest
period of decline of the Great Recession in 2009, all income groups were
affected by the large jump in unemployment and destruction in financial
wealth. Thanks to the effect of social safety net expenditures, overall pov-
erty rates did not increase significantly. However, since 2009, the recovery
in income has largely favored the upper income groups. This tendency is
captured by the simple fact that nearly 60 percent of the income gain in
the United States during the period 2009-14 accrued to the top 1 per-
cent of the income scale, and the top 0.1 percent in particular, according
to data compiled by Emmanuel Sacz.'” In addition, it is noteworthy that
in 2014, the income share accruing to the top 10 percent of the income
distribution reached 50 percent, the highest share measured in Saez’ data-
base going back to 1917. It is also the case that wealth inequality has
continued to widen since the onset of the crisis, as noted carlier. Prior to
the crisis, the share of wealth held by the bottom 90 percent of the wealth
distribution was on a declining trend because of the massive dis-saving
associated with the increase in household debt. Following the crisis, this
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downward trend has continued. The major collapse in the value of low-
and middle-income housing outside the urban centers of large metropoli-
tan areas has more than offset any improvement in savings as working class
families have struggled to lower the burden of their debt. In fact, the share
of wealth of families in the bottom 90 percent of the wealth distribution
fell by around 20 percent between 2007 and 2012 while that of the top 1
percent increased by 24 percent (sec Chart 6.2).18

The other concern about income inequality that has been raised in
the aftermath of the financial crisis is whether the policy of QE pursued
by central banks in the advanced countries has contributed to the trends
in inequality described above. The issue here is that by design QE is
intended to lower the yields on long-term bonds in order to make bor-
rowing more attractive, which also has the effect of increasing the prices of
these assets. By a process of arbitrage, this effect carries over to the prices
of other bonds outside the scope of the central bank’s asset purchases,
and stocks and foreign assets, as well, that may be part of investors’ port-
folios. Since these assets are disproportionately held by the upper strata
of the income distribution, if not mainly the top 1 percent, the policy of
QE taken in isolation has contributed to a widening of income or wealth
inequality. It has also been argued that the Fed’s policy of QE has tended
to depress the yields on fixed income assets, which are important invest-
ments for middle-income and elderly groups. On this point, however, it
needs to be recognized that the Fed has largely accommodated a decline
in long-term interest rates and the “natural” rate of interest that has been
under way for some time, as discussed in Chap. 4. Officials of the Federal
Reserve have also pointed out that QE has had the effect of increasing
home prices to varying degrees across different regions of the country
while stimulating employment, both of which effects have tended to
improve the income and wealth position of middle-income and working
families. In sum, it needs to be recognized that QE and monetary policy,
more generally, have had different portfolio and economic effects in the
short-to-medium term, which are offsetting to some degree. Thus, it is
largely an empirical matter as to what the net effect of QE has been on
income distribution for that time frame. Over the long term, however,
monetary policy should be neutral with respect to its effects on the real
side of the economy, and income distribution in particular. Accordingly,
one must look at factors such as globalization, technological change and
power relations in the economy, as noted earlier, in explaining changes in
income distribution."
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On the quantitative side, various studies have tried to measure the
net impact of changes in asset prices occasioned by monetary policy on
income or wealth distribution. In regard to equity prices, it is important
to note that through the end of 2015 the value of the US stock market
as reflected in the S&P 500 index was not much higher than it would
have been by extrapolating the trend growth path that the index was on
during the seven-year period ending in 2007. This implies that the index
has largely recovered from its major collapse during the peak phase of the
Great Recession when it lost 35 percent of its value. From this perspec-
tive, if there was any significant effect of the Fed’s QE on the value of the
equity market, it was to speed up its recovery compared to what it would
have been in the absence of a stimulative monetary policy.

Some studies have tried to quantify the net effect of QE on wealth
distribution by looking at its impact on different channels of influence.
One study by two economists at the University of Massachusetts tried to
quantify the net distributional impact of the Fed’s QE in terms of gains
in employment, the rise in asset prices and the lower cost of mortgage
refinancing. On balance for the period 2011-13, the net effect of QE
on these three variables was estimated to have been mildly reinforcing of
income inequality.?? In another study, in the context of the euro zone, two
European economists attempted to measure the effects of a 10 percent
increase in bond prices, equity prices and home prices associated with the
QE policy of the European Central Bank on the net wealth position of
the population of various euro area countries using a benchmark survey
of wealth distribution for 2010. On balance, this exercise resulted in a
moderate net reduction in wealth inequality, with broadly similar effects
across the euro area countries. The increase in bond prices would be rela-
tively neutral across the wealth strata while the impact of a home price
increase would reduce income inequality because of its positive impact
on the middle groups of the wealth strata, which would mildly offset the
skewed effect of an increase in equity prices that would favor only the top
5 percent of the wealth distribution.?! Further evidence on the impact of
monetary policy and QE on wealth inequality was provided by a recent
study by the Bank for International Settlements that showed that wealth
inequality has indeed risen since the financial crisis in the United States,
the United Kingdom and selected countries of the euro zone and that
monetary policy has contributed to that trend through the positive impact
of QE on equity prices. This effect was only measured to have been partly
offset through the equalizing effect of increases in home prices.?
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In general, one can argue from a conceptual point of view that mon-
etary policy has a number of different economic effects that do not lead
to an unambiguous case for its positive or negative impact on inequality in
the short-to-medium term. Moreover, the quantitative studies that have
been conducted do not allow us to reach a firm conclusion on this issue,
as well.

THE IMrAaCT OF FINANCIAL REFORM MEASURES
ON INCOME INEQUALITY

As recounted in Chap. 5, reform of the financial sector has been at the
core of national and international efforts to deal with the problems that
contributed to the onset of the global financial crisis. The main reform
issues will be taken up again in Chap. 7, but at this stage it is useful to con-
sider what impact some of these reforms might have on limiting the nega-
tive impact of financial sector activity on income inequality. In this regard,
reforms in five areas could be considered: (1) the imposition of a tax on
financial market transactions (FTT), (2) limits on executive compensation,
(3) actions to terminate bailouts of large complex financial institutions
that are deemed TBTE, (4) the separation of consumer finance protection
from the normal safety and soundness regulation of banks and other finan-
cial institutions and (5) the termination of favored tax treatment for the
compensation of hedge fund and private equity managers and for long-
term capital gains. There are undoubtedly other aspects of the financial
reform that will have potential effects on income distribution, but the
ones discussed here are perhaps more important.

An FTT has a long history of debate going back at least to proposals
emanating from a famous Yale economist, James Tobin, who proposed in
1972 a currency transactions tax to limit speculation in foreign exchange
transactions. Since the global financial crisis, the FTT has again become a
focus of debate. Most proposals suggest a tax expressed in terms of basis
points ranging from 1 to 10, or 0.01 to 0.1, percent. Against the back-
ground of the global financial crisis, one advantage of an FTT is that it
would likely reduce the amount of high-volume, speculative trading that
can potentially be a destabilizing factor in financial markets and has been
an element that helped to create inefficiencies in the financial sector and
increase its size without commensurate social value, as discussed earlier
in this chapter. Such a tax would also be highly progressive in nature as it
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would mainly fall on those individuals in the top one-fifth of the income
distribution who account for most of the trading in financial markets.?
One concern about an FTT is that it might lead to a shift of financial trad-
ing to offshore markets. However, it should be noted that an FTT already
exists in a number of G20 countries (as well as Hong Kong and Singapore)
and is scheduled to be introduced in 11 countries of the European Union
in mid-2016. If such a tax were imposed in a coordinated manner among
the main financial center countries, then transfers of trading from one
country to another would be less likely to occur.

Executive compensation in the financial sector was clearly a factor
contributing to wage inequality and excessive risk-taking on the part of
financial institutions in the lead-up to the financial crisis. Generous bonus
payments linked to high short-term trading profits were one among many
factors that contributed to financial instability and unsound banking prac-
tices that preceded the crisis. Since the crisis, executive compensation has
become the focus of international attention in an effort to limit the poten-
tial for future financial instability. In April 2009, the Financial Stability
Board (FSB) adopted a list of Principles for Sound Compensation Practices,
which were endorsed by the G20 Leaders at their summit in Cannes,
France, in November 2011. This document sets out certain guidelines
for the determination and reporting of fixed and variable components of
executive pay and for the role of corporate boards in ensuring that the
variable component linked to performance provides appropriate incentives
for maintaining the solvency of the financial institution concerned. While
these standards are voluntary for members of the FSB, they have been
subject to the G20’s peer-review process and periodic monitoring by the
ESB. In most countries, executive compensation practices since the crisis
have become an integral element of the supervisory process. In the case of
the European Union, within its capital requirement directives governing
the prudential rules for banks and other financial institutions, caps have
been set for the relationship between the variable and fixed components
of executive compensation. In the United States, guidelines have been set
determining that bonus payments in the form of stock options become
available only after a minimum period of three years.

The G20’s focus on sound compensation practices has been a useful
endeavor in focusing attention and outside scrutiny on the incentives for
excessive risk-taking in financial institutions. However, it is not clear that it
has had any effect in limiting the scale of executive pay in the financial sec-
tor, which has been a factor in driving increases in wage inequality. To deal
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with this aspect of executive compensation, changes in income tax policy
are required, along with corporate reforms prohibiting the combined roles
of Board Chairman and Chief Executive Officer in one person and the
creation of independent or outside directors.

Ending the implicit bailout protection for TBTF financial institutions
has been a key focus of financial reform efforts in the wake of the global
financial crisis. Such protection generated a subsidy for these institutions
in increasing their leverage through market borrowing that created rents
in the form of higher compensation for their top executives. It also implied
that any gains from risky behavior were privatized while any losses from
such behavior were socialized in the form of taxpayer-funded bailouts.
The two elements of financial reform that have been focused on ending
TBTF protection are higher capital requirements for large complex finan-
cial institutions and the creation of a credible resolution mechanism to
deal with their dismemberment in the event of insolvency. Both of these
reforms have been strongly endorsed by the G20 at the international level
and have been developed under the coordination of the ESB.

An increase in capital requirements and the capital-asset ratio of finan-
cial institutions is one of the most important changes that can be made to
limit the risk of financial crises and the negative spillovers of bank failures.
In this regard, it is striking to note that in the case of non-financial corpo-
rations a capital-asset ratio of 40 percent or more is common, whereas for
financial firms prior to the crisis, ratios of 3 percent or less have been the
norm. There is no reason why these ratios should be so different, and in
fact prior to the creation of the Federal Reserve System, most banks were
financed mainly by private equity. Since that time, the lender of last resort
financing of the Federal Reserve, the creation of deposit insurance, the
implicit government subsidies for borrowing by TBTF institutions and the
favorable tax treatment of interest payments on loans have created power-
ful incentives for banks to increase their leverage. As a result of the crisis,
the FSB has coordinated efforts to revise the Basel Capital Accord, which
has resulted in a significant increase in the minimum bank capital require-
ments and the imposition for the first time of a minimum capital-asset
ratio. The important question is whether these changes go far enough.
Certainly in the case of the new minimum capital-asset requirement of
3 percent they do not, as this ratio still allows for a very high degree of
leverage. Most of the advanced countries have set national requirements
that are above this guideline; in the case of the United States, the Fed has
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stipulated a ratio of 4 percent for banks up to US$100 billion in assets and
5 percent for those above that threshold.

In regard to capital requirements, the Basel Committee has further
refined the risk-weighted system of asset classification to determine mini-
mum ratios while minimizing the link of risk weights to the ratings of
credit rating agencies. This is an important change, given the gross fail-
ings of the agencies to apply strict objective standards in their evalua-
tion of securitized instruments in the period preceding the global financial
crisis. As a general rule, capital requirements have been increased with
the strengthening of the basic tier-1 capital requirement (equity financ-
ing plus retained earnings) and the addition of a new capital surcharge
for “systemically important” financial institutions. Some other innova-
tions have been made that allow for the imposition of a counter-cyclical
capital requirement, along with a new minimum liquidity requirement and
loss-absorbing debt category. While these changes represent a significant
improvement over the Basel II regime, a good case can be made that they
do not go far enough (see Chap. 7).

In the other dimension of financial reform related to insolvency regimes,
it seems that significant progress has been made. The FSB has established
guidelines for the constitution of bank resolution frameworks that will
facilitate the coordination of national efforts to deal with the insolvency
of globally significant financial institutions, which was not possible in the
immediate wake of the financial crisis. In the case of the bankruptcy of
Lehman Brothers, for example, insolvency proceedings were initiated in
more than 80 countries owing to its large network of international affili-
ates. In the United States, where the largest share of Lehman Brothers’
financial operations was located, a bankruptcy plan covering claims of more
than US$350 billion was approved in late 2011, but the processing of
these claims was still under way as of mid-2016.2* As the failure of Lehman
Brothers was the immediate trigger for the global financial crisis with its
negative spillover effects on financial markets, employment and poverty
levels, the existence of an efficient resolution mechanism for large, system-
ically important financial institutions, distinct from the time-consuming
bankruptcy framework for non-financial corporations, would go a long
way toward eliminating the moral hazard of the implicit bailout protection
for these institutions that existed prior to the crisis. In this way, high risk
and unsound banking practices should be greatly reduced as managers and
corporate directors will understand the consequences of failure of their
firm more clearly. In the case of the United States, the initiation of stress
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testing as a regular feature of bank supervision along with the supervisory
certification of “living wills” that large financial institutions are required to
prepare to facilitate their dismemberment in the event insolvency should
reinforce the objective of eliminating TBTF protection.

Another important change in regulatory practice since the crisis that
has a potentially important impact on income distribution is the separa-
tion of the oversight of consumer finance regulation from normal micro-
prudential regulation and supervision. Prior to the financial crisis, there
was an increasing amount of fraud and abuse in the marketing of sub-
prime mortgages, which contributed to unsustainable debt burdens for
low-income homeowners. Even though the Federal Reserve well before
the crisis had broad power to stop deceptive and unfair mortgage lending
activity, in practice this authority was not exercised in the Fed’s normal
safety and soundness supervision of banks. In the case of other lenders
outside the Fed’s purview, either consumer protection laws did not apply
or regulatory oversight was badly fragmented among a number of dif-
ferent agencies. In the aftermath of the crisis, a new Consumer Finance
Protection Bureau was established in the United States in 2010 with the
explicit mandate to regulate banks and credit unions under existing con-
sumer protection laws. It also has the authority to pursue cases of unfair
or predatory lending practices by credit card agencies and other lenders,
as well as the operators of “Ponzi” schemes and illegal offshore investment
scams.

A final area of financial reform that would have obvious implications for
income distribution is the elimination of the special US tax treatment for
executive compensation in the hedge fund and private equity business and
for long-term capital gains. While no changes have yet been made in these
areas since the crisis, they are receiving more attention in public policy
debate. During the liberalized regulatory environment that preceded the
global financial crisis, one of the benefits accorded to hedge fund and
private equity executives as a result of intense lobbying was the favored
tax treatment of their earnings. Instead of treating the earnings of these
individuals as ordinary income for tax purposes subject to the normal pro-
gressive schedule of income tax rates, a special provision was included
in the US tax code that designated their earnings as “carried interest”,
subject to the same favored tax rates as long-term capital gains, or roughly
half the rate that would apply to high-earning professionals in other fields.
This is an example of a pure rent created by distorted government action,
ostensibly justified on account of the substantial risk undertaken by these
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financial managers to improve the functioning of financial markets. Even
if this claim were true, it is by no means clear that it warrants a special
tax subsidy from the government, especially in view of the inefficiencies
associated with increased financialization of the economy and the poten-
tially large social costs of high-risk speculative activity in financial markets
preceding the crisis. In view of the concerns raised about executive com-
pensation earlier in this chapter, other ways should be sought to increase
the progressivity of taxes on very high-income earners either through an
increase in marginal tax rates or through the elimination of exemptions,
and tax loopholes and subsidies that favor the very rich.

The treatment of long-term capital gains also has a significant relation-
ship with the financial industry as most of these gains for tax purposes are
generated by financial market activity and apply to high-income individu-
als. One simple proposal under consideration in this regard is to lengthen
the period for distinguishing short-term from long-term capital gains:
from one year under current law to three or four years. The intent in this
case is to lengthen the holding period of financial assets and reduce the
incentive for active market trading.

SUMMARY AND CONCLUSION

A rise in income and wealth inequality has been under way in many
advanced economies (and especially the United States) since the onset of
globalization, with marked increases in the share of income and wealth
accruing to the top 1 percent of the population. Prior to the global finan-
cial crisis, the financial industry played a role in exacerbating income
inequality, which then became a factor in contributing to its onset. The
financial sector also contributed to the growing share of capital (as distinct
from labor) income in total national income and to the marked divergence
between high-income and low-income wage earners. It is important to
recognize that other factors such as the decline in union power, trade
policy and technological change also played an important role in bringing
about these changes in income distribution. Growing income inequality
in the United States, which was the country at the center of the financial
crisis, contributed to a sharp rise in debt-to-income ratios among working
class families that participated in the housing bubble preceding the crisis.
Issues of income distribution and inequality were not a major concern
among macroeconomic researchers and practitioners prior to the crisis, in
large measure because of their intense focus on the promotion of growth
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and allocative efficiency, as well as the objectives and methods of mac-
roeconomic stabilization. To a large extent, rapid economic growth was
viewed as the most effective solution to poverty while a focus on redistrib-
utive policies was considered detrimental to growth. The economic effects
of the financial crisis, along with the impact of a major study of long-term
trends in income distribution by Thomas Piketty, have raised the profile of
issues of income inequality in public debate and economic research. Since
the crisis, income inequality has continued to rise as the income share of
the top tier of the income distribution has recovered more quickly than
the rest of the population.

Some commentators have alleged that the unconventional monetary
policy of the major central banks has contributed to income and wealth
inequality because of its positive effects on the prices of financial assets,
which are held and traded more actively by individuals in the top tiers
of the income distribution. Over the long term, it is unlikely that these
effects will significantly influence income distribution, while in the short-
to-medium term, it needs to be recognized that they are likely to be
counter-balanced by the impact of stimulative monetary policy on reduc-
ing unemployment and promoting home ownership. Empirical studies
focusing on the short-term effects of monetary policy on income inequal-
ity have not shown conclusive results.

A number of financial reforms undertaken since the crisis or under con-
sideration can be expected to play some role in reducing income inequality
in the future, as reflected in efforts to limit gains in executive compensa-
tion, to end bailout protection for systemically important financial insti-
tutions and to improve consumer finance protection. In this regard,
attention should also be given to the imposition of a financial transactions
tax and the suspension of favored tax treatment for income earnings in
the asset management industry. However, major improvements in income
distribution will require sustained efforts in tax reform, education policy
and job training over a number of years.
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CHAPTER 7

The Quest for Financial Stability
at the National and Global Levels

This chapter deals with two critical dimensions of the reforms that have
been under way since the global financial crisis, where there are particular
challenges. One of these is the area of financial stability oversight at the
national level, which was sorely lacking in the years prior to the financial
crisis. This is commonly referred to as macro-prudential supervision, as
distinct from micro-prudential supervision that is focused on the safety
and soundness of individual financial firms. The other dimension, which
embraces financial stability oversight at the global level, is the reform of
the international financial architecture (IFA), where again, as discussed
in Chap. 5, there were serious shortcomings in the detection of, and
response to, major financial imbalances and risks that were accumulating
in the international financial system prior to the financial crisis.

THE OVERSIGHT OF FINANCIAL SYSTEM STABILITY

To a large extent, one could conclude that the global financial crisis
reflected a major failure of financial stability oversight, both at the national
and international levels. In the United Sates, for example, macroeconomic
policy, and monetary policy in particular, was focused primarily on the
achievement of low inflation and full employment consistent with GDP
close to its potential level. The experience of the Great Moderation sug-
gested that monetary policy was becoming increasingly more successful in
the achievement of these goals. However, under the surface beyond the
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scope of the monetary authorities, growing imbalances related to high-risk
financial activities were building, which led to a financial crash with dev-
astating consequences. A centralized focus on systemic stability issues as
part of the macroeconomic orientation of the monetary authority would
have identified areas of concern where action was required. Of course, one
of the difficulties for the Federal Reserve was that many of the problems
leading up to the crisis were playing out in the “shadow” banking system
outside the normal purview of its supervision.

Since the crisis, much attention has been given to the need for incorpo-
rating a macro-prudential or financial stability perspective into the activi-
ties of central banks in the countries most affected by the crisis. This is
not a new issue and had been part of central bank deliberations during
the early years of financial globalization when problems of international
banking failures led to the creation of the Basel capital standards. It has
also been part of the experience of central banks of a number of emerging
market economies, often with a particular focus on exchange rate stability
through the use of capital controls.! In the advanced countries, financial
stability concerns receded as policy-makers’ attention shifted to macro-
economic stabilization objectives and with the belief that financial liberal-
ization could help to make the financial sector more self-stabilizing. The
global financial crisis has shattered that belief and brought financial system
stability concerns back to the forefront of central bank policy discussions.

Prior to the crisis, as noted in Chap. 4, a dominant frame of thinking
about monetary policy and financial stability was conveyed by the phrase
“lean and clean”. This phrase was meant to convey the notion that mon-
etary policy should “lean against the wind”, in the sense that it should
be tightened soon enough in the upswing of a business cycle to avoid
overheating and inflation. This posture together with proper supervision
and risk management within the financial sector was thought to be the
best protection against the failure of one or more financial institutions.
However, if a bank failure did occur, it was imperative to deal with its reso-
lution (or “cleaning”) promptly to avoid contagion with other financial
firms. This was the approach adopted by the Federal Reserve in the late
1990s in dealing with the failure of the hedge fund Long-Term Capital
Management, as recounted in Chap. 3.

In addressing recent concerns about financial system stability, it is
important to understand what is meant by financial system stability or a
macro-prudential perspective and how to operationalize this dimension of
central bank policy. Two questions are paramount. Can financial system
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stability be addressed through the normal tools of monetary policy or
does it require separate instruments? If the latter, how do they need to be
coordinated with the central bank’s regulatory or supervisory functions?

The simplest way to think about financial system stability is to consider
how resilient the financial system is to external or exogenous economic
shocks, such as a sharp fall in the price of oil or a major stock market
index, significant changes in the yield curve or an increase in the risk pre-
mium on government debt. However, it is also true that financial systems
because of their interconnectedness and network of relationships display
emergent properties that cannot be detected by the traditional focus of
micro-prudential regulation and supervision on the safety and soundness
of individual banks. In these conditions, the resilience of the system can
be tested by an endogenous shock, as distinct from the kinds of exogenous
shocks mentioned above, such as the failure of a major financial institution
or problems in the housing finance segment of the system. The global
financial crisis was an example of financial system instability caused by a
series of endogenous shocks and emergent properties of the system that
were not well understood by the regulatory authorities, not just in the
United States but also in other advanced countries.

Should financial system stability be added to the macroeconomic policy
objectives of the Federal Reserve and other central banks? In a direct sense,
yes it needs to be a central concern of the monetary authority in terms of
gauging the risks of a crisis in the financial system from either endogenous
or exogenous sources, and the obvious threats such events can pose to its
macroeconomic objectives. In addition, the central bank policy-makers
need to be alert to the possible impact of monetary policy on the behavior
of commercial banks, for example, in the upswing of a business cycle, if
the stance of monetary policy is too accommodative and credit growth is
accelerating. An example of the systemic stability perspective of monetary
policy prior to the global financial crisis was the concern that monetary
policy of the Federal Reserve was too relaxed during the expansion phase
of the housing bubble, as judged by the extent to which the actual level of
the federal funds rate was well below the policy rate that would have been
appropriate according to the calculation of the well-known “Taylor Rule”
(see Chap. 4).

Ifitis clear that financial system stability needs to be a principal concern
of the central bank consistent with its regulatory and monetary policy
responsibilities, there is still debate as to whether or not it is appropriate
to use the standard tools of monetary policy to deal with issues of systemic
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stability. There may be situations in which the objectives of financial stabil-
ity coincide with the macroeconomic policy objectives of the central bank
and changes in its policy rate can deal with both objectives at the same
time. For example, in the case of a credit boom, where there might be
growing concern over inflationary pressures, as well as undue risk banks
may be assuming without adequate provisioning, an increase in the central
bank’s short-term policy rate can help to address both concerns. However,
there may also arise cases where the central bank has adopted a relaxed
monetary stance in the interest of promoting a more rapid recovery from
recession and yet its low-interest-rate policy has induced excessive risk
taking on the part of some financial institutions in a specific sector of
the economy. In such a case, the macroeconomic and financial stability
objectives are in conflict and an increase in the central bank’s policy rate
to deal with stability concerns runs the risk of delaying or cutting off the
economic recovery. A recent example of this case was provided by the
Swedish National Bank (Riksbank) in 2010-11 when it raised its policy
rate by 175 basis points to deal with a credit boom in housing, at a time
when the country was still struggling to recover from the spillover effects
of the global financial crisis. It quickly became evident that this action
on the part of the Riksbank had a significant dampening effect on the
economic recovery as reflected in a decline in output and employment,
at which point the central bank authorities decided to reverse course.?
This example also shows that interest rate policy is a blunt instrument
that cuts across many different sectors of the economy and cannot be
targeted at one sector or activity in particular. In the example just given,
the central bank should address financial stability concerns with the use of
its monetary policy tools only if, for example, the benefits of forestalling
a financial crisis with its severe negative effects on the aggregate economy
outweigh the costs of derailing an economic recovery, either in the short
term or the long term.?

Given the possible dilemmas for the use of monetary policy tools to
deal with systemic stability issues, there has been much discussion on the
range of macro-prudential tools that central banks have at their disposal.
Some of these are quite specific, such as the application of limits on the
debt-to-income or debt-to-value ratios connected with borrowing by
individual persons, households and firms. These limits can be applied to
specific sectors of activity or types of financial institutions. The application
of these kinds of tools would have been appropriate during the housing
bubble in the United States prior to the global financial crisis, but they
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were not available to be used by the regulatory authorities. Another spe-
cific tool that can be imposed on banks is dynamic loan provisioning that
can be helpful in dampening credit expansion during the upswing of a
business cycle, as requirements for increasing provisions against possible
loan losses are raised at a time when credit growth is more buoyant and
then relaxed during the downturn of the credit cycle. The application of
these specific tools of macro-prudential regulation is still being analyzed
and tested across many countries in regard to the timing of their applica-
tion, the magnitude of the measures to be introduced and their coordina-
tion with monetary policy.*

A major focus of macro-prudential supervision in the wake of the global
financial crisis is on the problem of dealing with systemically important
financial institutions (SIFIs) or too-big-to-fail (TBTF) institutions. While
there is unanimous agreement that the implicit government subsidies and
protection for such institutions need to be removed in a way that is cred-
ible to their shareholders, creditors and financial markets more generally,
it is not yet clear that the requisite institutional or regulatory changes have
been put in place. In this area, macro-prudential supervision needs to be
closely aligned with micro-prudential regulation and with the agency in
charge of bank resolution in an event of insolvency to contain the large
negative externalities of the failure of a SIFI.

In the micro-prudential area, supervisors must be concerned with the
safety and soundness of large complex financial institutions, but they also
need to understand its network of relationships with the broader financial
system at home and abroad in order to be able to gauge the potential
impact of its failure. In this regard, under the Dodd-Frank legislation,
SIFIs in the United States are required to prepare resolution plans or
“living wills” for approval by the Federal Reserve and Federal Deposit
Insurance Corporation (FDIC), which would explain the various com-
ponents of the firm’s business operations, including its asset and liability
structure, and how these could be closed down if necessary in the event of
insolvency either by means of a bankruptcy proceeding or bank resolution
process. These plans are intended to avoid the cumbersome, lengthy and
highly disruptive proceedings of the Lehman Brothers” bankruptcy. Thus
far, through the end of 2015, only one of the plans submitted by eight
SIFIs had been judged by the Federal Reserve and FDIC to be satisfac-
tory. If this new resolution mechanism is not credible, which is an open
question since it has not yet been tested in the United States or in other
advanced countries, then financial markets will not be convinced that
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TBTF protection has been removed. An additional complication is that
SIFI resolution mechanisms need to be coordinated on an international
basis. This requirement has not yet been satisfied, although the Financial
Stability Board (FSB) has prepared guidelines for the design of such
mechanisms among its members in order to facilitate their joint operation
should the need arise, which is a likely future eventuality given the strong
international connections among SIFIs globally.

One regulatory innovation with both a micro-prudential and macro-
prudential dimension that was introduced in the wake of the crisis, as
noted in Chap. 4, was the initiation of “stress tests” for all large banking
institutions and not just the more limited groups of SIFIs. These tests are
designed to gauge the extent to which the tier-1 capital or equity position
of a bank would be threatened and reduced in the event of an extreme
economic or financial shock, including the failure of a SIFI. Over time,
different scenarios have been prepared by the regulatory authorities for
these annual stress tests, which the banks must incorporate in their inter-
nal risk models to determine the degree to which their equity would be
affected. The results of these exercises are reviewed by the bank supervi-
sors, and if they indicate a high risk of a significant loss of capital, steps
must be taken by the bank in question to alter its business operations or
strengthen its equity holdings. Since the time these stress tests were intro-
duced in 2009, they have become an important and essential component
of the supervisory process in the United States.

Another key innovation in macro-prudential regulation that is not yet
fully implemented is related to the revised Basel Capital Accord (Basel
IIT) that was approved by members of the FSB and disseminated in 2010.
Basel III represents a significant improvement over the regime that was
in place prior to the financial crisis with its obvious defects that contrib-
uted to the onset of the crisis, as discussed carlier in this book. In addi-
tion to an increase in the core tier-1 capital requirement, Basel III has
introduced an additional capital conservation buffer of up to 2.5 percent
of risk-weighted assets. In the event this buffer is eliminated by a bank’s
losses, such an event becomes a trigger for a mandatory increase in its
capital holdings sufficient to restore the buffer. The new accord also allows
for the introduction of an additional counter-cyclical capital requirement
of up to 2.5 percent, which regulators can impose to moderate bank credit
expansion during the upswing of a business cycle and reverse in the down-
swing. Such a requirement would be similar in its effect to that of dynamic
loan provisioning noted earlier. A further innovation in Basel III is the
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introduction of an incremental capital requirement of 1.5 percent of risk-
weighted assets exclusively for SIFIs. Finally, Basel III incorporates for
the first time an overall leverage ratio of capital to the total, as distinct
from risk-weighted, assets of a bank of 3 percent. This number, however,
implies a very high leverage ratio of 33, which in the light of the financial
crisis must be considered to be too relaxed. But, as in the case of all the
new components of the capital accord, this is a minimum ratio, which
country authorities can increase if they wish.

In addition to these modifications of the basic capital requirement,
Basel III has established a new liquidity requirement for banks to ensure
that they can liquidate certain of their assets to meet depositor or creditor
withdrawals and a “stable net funding ratio” to ensure that banks are not
overly dependent on very short-term liabilities (e.g., overnight repurchase
agreements or commercial paper) that can evaporate in periods of stress.
Finally, Basel I1I introduces a requirement for banks to issue certain bonds
that are convertible to equity in the event of a crisis and can add to their
“total loss-absorbing capacity”. In practice, such bonds have been desig-
nated as contingent convertible bonds.

All the changes described above are important improvements in the
Basel Capital Accord and address both the micro-prudential and macro-
prudential needs of the regulatory authorities. However, these various
new requirements are being phased in over a number of years, as stipulated
by the FSB, and thus their full operational impact across the advanced
countries will not be known until the end of the decade. Accordingly, it is
not safe to say when, and if, the problem of TBTF will be removed and to
what extent the oversight of financial system stability in the countries most
affected by the global financial crisis will be strengthened.

In the latter regard, there are also questions about whether appropriate
institutional reforms are being made to strengthen the macro-prudential
dimension of bank regulation. In the United States, for example, a clear
demarcation of institutional responsibility for macro-prudential regulation
is lacking, while the oversight of financial system stability is shared among
different agencies. Within the Fed, which has responsibility for the super-
vision of most banks and, since the crisis, also SIFIs, regulatory policy is
defined by the Board of Governors, while monetary policy is the respon-
sibility of the Federal Open Market Committee (FOMC). However, these
two bodies are not well defined, as all the seven members of the Board
of Governors are also members of the FOMC, while presidents of the
regional Federal Reserve banks (which conduct supervision on behalf of
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the Fed), who rotate as voting members of the FOMC, do not partici-
pate in the discussions on regulatory policy of the Board of Governors.®
A more serious defect is that regulatory practice and supervision in the
United States continues to be very fragmented among a number of dif-
ferent agencies. Under the Dodd-Frank Reform Act, instead of unifying
or simplifying this institutional structure, the decision was made to cre-
ate a new coordinating body, the Financial Stability Oversight Council
(ESOC), under the chairmanship of the Secretary of the Treasury, which
comprises representatives of all the other regulatory agencies. Apart from
the further complication of this arrangement, placing the FSOC under
the lead of a senior political figure in the executive branch rather than
a technocratic appointee similar to the Chairman of the Fed’s Board of
Governors is not a good idea.

By contrast, the United Kingdom has established a simpler institutional
structure for its regulatory policy. Macro-prudential regulatory policy
since the crisis has been clearly vested in the Bank of England, through
the work of a new Financial Policy Committee (FPC) chaired by the
Governor of the Bank, who also chairs its Monetary Policy Committee.
The FPC comprises the representatives of the agencies outside the Bank
of England with responsibility for supervising financial institutions, as well
as three outside members including currently a former vice-chairman of
the Federal Reserve Board of Governors. In the case of the curo area,
macro-prudential regulatory policy for banks and credit institutions has
become the joint responsibility of each of the national central banks of the
euro area in coordination with the European Central Bank (ECB) under
the Single Supervisory Mechanism that was created in 2014. The ECB
also coordinates with the European Systemic Risk Board of the European
Union, which was created in 2011 in the oversight of financial system
stability at the level of the European Union.

With all the changes in Basel I11, one can raise two questions of concern:
(1) Has it become too complicated? (2) Does it go far enough in reducing
the risk of future financial crises? On the first question, a good case can be
made in the affirmative. When the first Basel Accord was agreed in 1988,
the agreed rules were encompassed in a document of 30 pages; however,
for the Basel IT regime 14 years later, the revised agreement was described
in a document of around 350 pages. The most recent revision (Basel I1T)
is laid out in more than 600 pages, which has required more than 1000
pages of documentation for its conversion into local rule making in the
United States and the United Kingdom.® On top of this, the provisions of
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the Dodd-Frank Act in the United States are spelled out in 848 pages and
call for the specification of more than 400 separate administrative rules by
various regulatory agencies, which could involve more than 10,000 addi-
tional pages of documentation. Apart from the fact that the rule making
for the Act has not been completed as of mid-2016, or six years since its
enactment, one has to worry about the administrative costs involved in the
implementation of these rules by the banks and their supervision by the
regulatory agencies, as well as the burden these rules have placed on bank
operations in the United States.

Notwithstanding the complexity of the regulatory changes that have
been made since the financial crisis, a second question naturally arises as
to whether they go far enough in reducing the risk of another crisis of
the magnitude experienced in 2008-09. In this case, unfortunately, the
answer is no. As noted before, the new capital-asset ratio has been set at
3 percent or the equivalent of a leverage ratio of 33, which was typical of
the most vulnerable firms before the crisis. This is admittedly a minimum
guideline, and the United States, for example, has set its own ratio at 4
percent for banks with assets of up to US$500 billion and at 5 percent for
banks above that threshold, still generous amounts. However, if this lever-
age ratio was meant to act as a real constraint on the size of financial insti-
tutions and eliminate the problem of TBTE, it should have been set at a
much higher number. Neel Kashkari, who was in charge of the Temporary
Asset Relief Program of the US Treasury in 2009 and was appointed as
the president of the Federal Reserve Bank of Minneapolis in late 2015, has
suggested that the leverage ratio should be set in the range of 4 or 5 to 1.7

As for the capital requirements of the Basel III Agreement, one can
also argue that they may still be too low. With the new agreement, the
minimum tier-1 capital ratio for banks on a comparable basis has been
raised from around 1 percent of risk-weighted assets prior to the crisis to
8.5 percent by 2019 and to 11 percent in the case of SIFIs. This is a sig-
nificant increase. However, there is no intrinsic reason why banks should
not be asked to issue more equity and less debt in order to finance their
operations. The higher the share of equity on the balance sheets of the
banks, the safer they will be as shareholders will have more “skin in the
game” and thus will have a greater incentive to make sure that the banks
they own are not undertaking excessively risky activities. At present, as
discussed in Chap. 3, banks are benefitting from three government subsi-
dies, which make it more attractive for them to increase their leverage or
reliance on debt financing. One is the benefit that commercial banks enjoy
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from a government guarantee or insurance for their customers’ deposits.
In the absence of an appropriate schedule of insurance rates that forces
banks to internalize the costs of their behavior in terms of individual or
systemic failure, government deposit insurance can be an inducement to
risky lending activity, including that supported by leverage. This charac-
terization applies to the operations of the FDIC of the United States prior
to the global financial crisis, which was even rebating to banks some of the
fees they had paid for insurance because of the large size of the insurance
fund.® The second subsidy is the tax deductibility of interest payments
on debt, which creates an artificial incentive for banks to rely more on
debt than equity in financing their investment and lending activities. The
third subsidy arises from the implicit government guarantee of banks that
are deemed to be TBTEF, which lowers their cost of market borrowing.
The presence of these subsidies, along with the absence of constraints on
executive compensation, provides a powerful set of inducements for banks
to take on more leverage while placing more of a burden on bank super-
vision to counteract their artificial incentives. Thus the “moral hazard”
that these subsidies create for banks and the potentially high social cost of
their failure that have not been internalized by the banks should be offset
through higher capital requirements.’

One perceived problem for banks in issuing more equity is that an
increase in shares will dilute the value of stock for existing shareholders
and reduce the rate of return on equity for all shareholders. Under present
practice, the lower the equity share of banks and the higher their leverage,
the larger will be the return on equity for a given yield on assets. In this
scheme of things, investors require or expect a higher rate of return to
compensate for the higher risk they bear as owners of the bank or financial
institution with high leverage. However, with a higher share of equity on
the liability side of the balance sheet, a bank would assume less risk in its
operations and shareholders would be satisfied with a lower rate of return
for a more secure portfolio of investments and a safer financial institution.!?
It is also the case that since the financial crisis, higher reserve requirements
for banks have not been associated with a reduction in bank credit to GDP
ratios or a significant increase in the intermediation (net interest) margins
for global SIFIs in the United States and Western Europe.!!

In the light of the above considerations, it can be argued that bank
capital requirements as defined in terms of risk-weighted assets should be
much higher than they are set to be under Basel III. The revision of the
Basel Capital Accord still allows banks to rely extensively on leverage and
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does not eliminate the problem of TBTFE. As a result, the large gains from
risky behavior remain fully internalized for banks, while the large exter-
nalities of individual or systemic failure involve a potentially heavy social
cost in terms of tax-paid government bailouts or the perverse economic
effects of a financial crisis. The only way to eliminate this large asymmetry
of results is to increase the core equity requirement for banks. Professor
Anat Admati of Stanford University, who has been a staunch and persis-
tent advocate of higher capital requirements for banks, has argued that
they should be in the range of 20-30 percent.!? Other analysts have shown
that a minimum risk-weighted capital ratio of 20 percent would have been
sufficient to cover the loan losses associated with 85 percent of the bank-
ing crises in OECD countries since 1970. Such a level would reduce the
likelihood of a crisis from once every 20 years to once every 100 years.!?
Apart from the significant improvement in the safety of banks that such
an increase in capital requirements would produce, it would also virtu-
ally eliminate the problem of TBTF or at least reduce the likelihood of a
financial crisis to a once in a century event. A risk-weighted capital require-
ment of 20 percent would be roughly double the current capital-asset and
leverage ratios to be maintained by banks in the United States. An even
simpler solution would be to operate with only an capital asset ratio or
leverage ratio and set that requirement in the range of 20-25 percent, as
discussed earlier. With a higher capital requirement for banks, however, it
needs to be recognized that there is a risk of regulatory arbitrage as finan-
cial intermediary activity shifts to the “shadow” banking system where
regulatory requirements have typically been lower. Thus it is important
as the process of regulatory reform unfolds that the perimeter of micro-/
macro-prudential regulation be expanded.

REFORM OF THE INTERNATIONAL FINANCIAL
ARCHITECTURE

The intensive work that has taken place in revising the Basel Capital Accord
reflects the area or dimension of the IFA where perhaps the greatest reform
activity has been focused since the outbreak of the crisis. This is appropri-
ate given the major weaknesses in financial regulation that preceded the
crisis and the obvious defects of the Basel II regime, which countries were
implementing prior to its outbreak. However, there are other areas of the
architecture where reform efforts are needed as well, which are briefly dis-
cussed in the remainder of this chapter. Each of these reforms should help
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to improve the IFA with a view to reducing the risks of financial globaliza-
tion and the likelihood of future crises. The dimensions of the architecture
where additional reforms are needed are as follows: the governance of the
global system, international policy coordination, the international lender
of last resort (ILOLR) mechanism and sovereign debt restructuring.

Global Governance

There are important issues related to the governance of the IFA that affect
both its legitimacy and effectiveness where further reform is required.
These relate to the coordination and oversight of the IFA and clarification
of the roles of the FSB and International Monetary Fund (IMF). Since
the outbreak of the global financial crisis, the G20 has assumed de facto
responsibility for the political oversight of the IFA and the coordination of
its operational agenda. In effect, the G20 is playing the same role that the
G7 did prior to the crisis. Neither of these two groups, however, operates
on the basis of any institutionalized authority as does, for example, the
Security Council or the P5 (China, France, Russia, the United Kingdom
and the United States) within the United Nations. Both the G7 and G20
represent self-selected groups and as such can be perceived as lacking legit-
imacy. The G7 represented the largest shareholders in the IMEF, although
this was not the criterion that determined its existence or membership; the
G7 also shared a common commitment to an open trading and financial
system within the post-WW2 political order as supported by institutions
such as the IMF, World Bank and the World Trade Organization. The
members of the G7 and the United States in particular decided on the
membership of an expanded G20 following the East Asian financial crisis
for purposes of overseeing reforms to the IFA that would be of benefit for
developing and emerging market countries. It was the UK prime minister
(Gordon Brown at the time) who took the lead in calling for a meeting
of the G20, rather than the G7, at the heads-of-state level in late 2008 to
coordinate a response to the global financial crisis, which was followed up
by semi-annual meetings over the next two years. Such action was fortu-
itous, as it led to a rapid and united response to the crisis that helped to
restore confidence in the capacity of the major economic powers to avoid
a repeat of the Great Depression.

Notwithstanding the positive role that the G20 played in limiting the
damage from the global financial crisis, one can easily challenge the legiti-
macy of this group as there are no clear rules that determine either its
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overall size or membership. As noted before, the G20 comprises more
than 20 members, with Spain as a permanent guest member and 3—4
less developed countries invited to attend its meetings as temporary
guest members on a rotating basis. By contrast, the membership of the
International Monetary and Financial Committee (IMFC) of the IMF and
the Development Committee for the World Bank, which are of roughly
the similar size as that of the G20, are grounded in the treaty provisions
of these two organizations with clear rules for membership on the basis of
quota or voting shares in these two organizations. A further complication
in the governance arrangements for the IFA is that the finance ministers
and central bank governors of the G20 usually meet on a quarterly or
semi-annual basis to help prepare the economic agenda for the annual
heads-of-state summit and to follow up on their past commitments, even
though the membership of this group has a close similarity to that of the
IMEC and Development Committee. This large redundancy in committee
structure leads to a duplication of work and tends to diminish the impor-
tance of the institutionalized committees of the IMF and World Bank.
One important governance reform would be to merge the G20 with the
IMEC at the ministerial level and convert the IMFC into an International
Monetary and Financial Council in order to give it more authority. The
membership of the G20 at the heads-of-state level could be changed to
conform to that of the IMFC. Consistent with its more elevated status,
the IMFC should also assume responsibility for overseeing the work of the
ESB in order to solidify its key coordinating role in the IFA and to ensure
closer coordination in its work with that of the IMFE.'*

As noted earlier in this chapter, the FSB has assumed an important coor-
dinating role in driving global financial regulatory reform since the financial
crisis. Like the G20, it developed out of the Financial Stability Forum that
was formed at the same time to oversee efforts to establish international
standards and codes for financial practices in an effort to help eliminate the
conditions that gave rise to emerging market financial crises. Following its
conversion to the FSB in April 2009, it has become the body responsible
for coordinating the changes in international financial regulation, as well
as other infrastructural aspects of the international financial system, such
as accounting practices, the trading of derivatives and solvency reform. In
view of this responsibility, it is appropriate and convenient to designate the
ESB and the IMF as the twin pillars of the IFA. Accordingly, it is critical
for the governance of the IFA that these two organizations be well coordi-
nated. At an institutional level, this is supported by the fact that the IMF is
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represented in the meetings of the FSB, as is the ESB in the meetings of the
IMEFC and G20. The IMF and FSB also collaborate in the preparation of
an “early warning” risk assessment of the international financial system for
the meetings of the IMFC. The two organizations have also agreed to have
the FSB’s peer review of its members’ regulatory practices provide inputs
into the Fund’s Financial Sector Assessment Program on a mandatory basis
each five years. One obvious shortcoming, however, in the ability of the
ESB to carry out its work is that it has a very limited secretariat (less than
50 staft), while its main leadership role is filled on a part-time basis by one
of the central bank governors who sits on its governing council, instead of
a permanent, full-time executive. Accordingly, the staffing and organiza-
tional structure of the FSB need to be strengthened in order to fulfill its
role as one of the two pillars of the IFA.

Another defect in the governance of the IFA is that neither the FSB
nor the IMF has a clear mandate for overseeing the international financial
system or global financial stability. The Articles of Agreement of the IMF
provide a clear mandate for the IMF to oversee the international mon-
etary system through its responsibilities to monitor member countries’
exchange rates systems and practices and their foreign reserve manage-
ment. However, the IMF does not have a similar mandate to monitor
or oversee the international capital transactions or capital controls of
its members. In 1998, as noted earlier, a proposal was considered by its
membership to extend the Fund’s surveillance responsibilities to capital
account transactions of its members, with a view to promoting capital
account liberalization as an objective of IMF membership, as is the case for
current account liberalization, but this reform was not approved in view of
the capital account problems which the Asian crisis countries were facing
at the time. Such an amendment should be reconsidered with a view to
making explicit an institutional responsibility within the IFA for oversight
of global financial stability. Such a reform would be consistent with giving
the IMEC or a newly instituted IMF Council an institutional role in coor-
dinating the work of the IMF and ESB, as suggested earlier.

International Policy Coovdination

In late 2008 and early 2009, the G20 Leaders Summit played an impor-
tant role in promoting a coordinated fiscal response to the evolving global
financial crisis, which was followed by an attempt at international policy
coordination in the macroeconomic arena through its peer review Mutual
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Assessment Program (MAP), for which the IMF served as the technical
secretariat. The MAP was closely coordinated with the IMF’s Article IV
consultation or macroeconomic surveillance procedure and was most
intense during the period 2009-11. While this exercise was useful in pro-
moting a common understanding of the global economic setting and a
mutual understanding of each participant’s national policy perspective
(policy cooperation), it is generally the view that the MAP was not suc-
cessful in bringing about significant adjustments of major countries’ mac-
roeconomic policy program (policy coordination). It is also the case that
over time, the central focus of the G20 on its MAD has been diverted to
a number of other issues of global concern, with the result that its impact
on economic policy coordination has largely dissipated. This has created a
vacuum within the IFA that needs to be filled. The IMF is the logical insti-
tutional choice for supporting a revitalized policy coordination process,
especially with an enhanced role for the IMFC or IMF Council.

Since the crisis, the IMF has reformed its surveillance procedures with a
view to strengthening its oversight of member countries’ macroeconomic
policies and prospects, as well as its analysis of the global economy through
a variety of reports that could provide the essential technical inputs for
effective policy coordination at the international level. This reform was
articulated in the IMF’s Integrated Surveillance Decision of 2012, which
established the basis for coordinating the Fund’s traditional bilateral con-
sultation or macroeconomic surveillance exercises with a new multilateral
consultation procedure, which would build on the informal multilateral
consultation exercise that was attempted without success in 2006-07.
The decision also incorporated an understanding that the spillover effects
of policy adjustments by the systemically important countries should be
taken into account by the national authorities and evaluated in the Fund’s
country surveillance exercises. As a result, the IMF has experimented
with a variety of new reports examining the global impact of macroeco-
nomic policies among the major economies (External Sector Reports)
and their particular impact on emerging market and developing countries
(Spillover Reports), as well as reports to support a multilateral consulta-
tion procedure, although such a procedure has not yet been invoked in
view of the MAP exercises of the G20.

Since the crisis, it seems clear that the technical expertise of the IMF
has been enhanced and that it is ideally suited to play the role of a facilita-
tor for policy coordination at the international level. The problem is that
there have not been many instances of successful policy coordination in
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the past. As noted carlier in Chap. 5, the G7 countries were successtul
on three occasions in the 1980s in addressing issues of currency valua-
tion, but these experiences involved a select group of advanced countries
dealing with a specific issue of important national interest. There also was
implicit agreement within the group on the means to bring about cur-
rency depreciation or appreciation. The multilateral consultation exercise
of 2006-07 involved a more heterogeneous group of countries, which
convened not on their own initiative but rather at the behest of the IMF
Managing Director. An additional problem was that there did not exist
at the time a common understanding or agreement among the countries
involved on the sources of the global imbalance problem and the role each
country played in bringing it about. The G20 exercise on fiscal stimulus in
2008-09 was a good example of policy coordination mainly because of the
crisis conditions at the time and the consensus that existed on the policies
needed to confront it.

In mid-2016 another moment existed in which international policy
coordination by way of fiscal stimulus should have been attempted. Eight
years following the onset of the crisis, economic recovery had not been
fully achieved, and the advanced countries were well below their stated
inflation objective of a 2 percent annual target, despite a prolonged period
of monetary ease. In the conditions of weak demand that existed, it would
have been appropriate for the major countries to coordinate a package of
fiscal expansion to stimulate economic activity in a more direct way, espe-
cially at a time when the cost of government borrowing was so low.!* One
of the major countries could summon the G20 to take up this issue (e.g.,
China, which is the host of the Leaders Summit for 2016) and call on the
IMF to play a more active role than in the past in proposing different sce-
narios of fiscal stimulus and assessing the policy trade-ofts for each of the
major countries in formulating a program of tax cuts and/or expenditure
increases.'®

As a possible alternative option to fiscal stimulus that was discussed in
Chap. 4, the disbursement of what has been called “helicopter money” has
been proposed, by which is meant that the central bank would purchase
government debt on a permanent basis in order to finance a program of
direct government transfers to cach citizen or taxpayer.!” Such a program
would likely be inflationary, but it is not clear that it would be more ben-
eficial for the economy than a concerted program of public investment
in infrastructure that would have positive multiplier effects on economic
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activity in a more sustained manner. Recourse to helicopter money would
also pose a risk to the operational independence of the central bank(s)
involved in the exercise, as it is equivalent to direct central bank financing
of fiscal operations.

Since the onset of the crisis, the primary tool that countries have been
using to stimulate economic recovery has been monetary policy, first via a
sharp reduction in policy rates to zero and then with the tools of forward
guidance and quantitative easing. Since mid-2014, a number of central
banks in Europe have also experimented with negative short-term policy
rates, and as of mid-2016 their deposit rates ranged from minus 0.4 per-
cent for the ECB to minus 1.25 percent for the National Bank of Sweden.
(Over the same time period, yields on the medium-term debt of a number
of European governments have shifted into negative territory.) As a gen-
eral matter, the various attempts in the use of unconventional monetary
policy adjustments, as noted in Chap. 4, have had some impact on lower-
ing long-term interest rates and raising asset prices, but it is not clear that
there has been a significant effect on consumer and investment spending.
At the same time, these adjustments may have induced more risky behav-
ior on the part of investors in the search for higher returns while weaken-
ing the position of banks through a compression of interest rate spreads
and of insurance companies through a reduction in their asset yields.

As of mid-2016, the major countries were embarked on very different
programs of monetary stimulus or normalization, which has raised the risk
of disruptive currency movements and an undue degree of appreciation
of the US dollar thus posing a serious impediment to sustained recovery
in the United States. In these circumstances, a strong case can be made,
as in regard to fiscal policy, for policy coordination among the major cur-
rency countries to bring about a rebalancing among the dollar, pound,
yen and euro and less volatility in international capital flows. Raghuram
Rajan, the former Governor of the Reserve Bank of India, has made an
interesting proposal for new “rules of the monetary game” under which
the spillover effects of a country’s monetary policy actions would be evalu-
ated by the IMF for their negative, neutral or positive economic impact on
other countries, building in effect on its Integrated Surveillance Decision
of 2012 (noted earlier). If these policies violated certain pre-established
norms or codes for appropriate policy conduct, collective sanctions would
be imposed by the Fund membership.!8
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International Lender of Last Resort Mechanism

The global financial crisis revealed that the IFA does not yet have an effec-
tive ILOLR mechanism. To a large extent this gap had already been con-
firmed by the behavior of self-insurance of the part of the major emerging
market economies as reflected in their substantial reserve accumulation in
the years prior to the crisis and the emergence of regional reserve funds,
such as the Chang Mai Initiative for the ASEAN+3 countries and the
Latin American Reserve Fund. During the crisis, the Federal Reserve
essentially played the major role of an ILOLR through its bilateral swap
network on a scale much larger than in the past. However, this was an
ad hoc arrangement, and it is not clear by what criteria countries were
selected to participate in the swap program and how the size of their
access to dollar funding was determined. In February 2010, the swap
program was terminated, but in May of that same year it was reinstated
on a temporary basis for the Bank of Canada, the Bank of England, the
Bank of Japan, the ECB and the Swiss National Bank. It is also significant
to note that along with the Federal Reserve, other major central banks
(the Bank of England, the Bank of Japan, the ECB, the People’s Bank
of China and the Swiss National Bank) established swap networks for
selected countries facing liquidity demands for obligations denominated
in their national currency.’ Altogether, 12 advanced and 9 emerging
market countries were selected for these swap arrangements in the wake
of the global financial crisis.

Along with the Federal Reserve, the IMF played a secondary role as
an ILOLR via three mechanisms, as described in Chap. 5. First, with
the agreement of the G20, the IMF disbursed the equivalent of around
US$250 billion in Special Drawing Rights (SDR) in August 2009 that was
tantamount to an increase in foreign reserves for all its members. This was
the first time that SDRs had been allocated or issued at a time of global
financial stress and represented in effect an attempt to re-allocate some of
the existing pool of global foreign reserves to countries that had a need
for international liquidity. Second, the IMF negotiated quick disbursing
regular standby arrangements with 18 developing and emerging market
countries during the first 12 months of the global financial crisis. Finally,
the IMF revised its emergency lending facilities, the Flexible Credit Line
(FCL) and the Precautionary and Liquidity Line (PLL) and approved
access under the FCL for Colombia, Mexico and Poland on a contingent
basis (none of the three countries actually requested disbursements) and
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for Macedonia and Morocco under the PLL. Access to the FCL and PLL
was limited to these few countries essentially because of the policy require-
ments attached to both. For the FCL, the IMF must be fully satisfied
that member countries requesting access have “very strong” macro funda-
mentals and policy frameworks, whereas for the PLL, the requirement is
for “sound” fundamentals and frameworks, a qualitatively lower, but still
high, bar for many countries. For access to the PLL, the Fund may require
policy adjustments as a condition for access.

Notwithstanding these efforts in the wake of the crisis to enhance the
role of the IMF as an ILOLR, a global financial safety net involving the
IME, central bank swap networks and regional financing arrangements has
continued to expand on a very decentralized basis without a clear coor-
dinating framework and with varying degrees of access, effectiveness and
predictability, especially for emerging market and developing economies.?°
As a result, there has been a continued sharp expansion in self-insurance
by these countries through foreign reserve accumulation. Gross foreign
reserves amounted to around US$12 trillion at the end of 2015, two-
thirds of which were held by emerging market economies, compared with
around US$7 trillion in 2007 and US$2 trillion in 2000. At the same
time, the global financial safety net expanded from around US$500 billion
in 2007 to nearly US$4 trillion at the end of 2015.%!

To improve the ILOLR mechanism, a number of reforms could be
introduced to deal with crisis situations. First, the IMF should establish
a practice that subject to a vote of, say, 70 percent of the membership, it
will make further allocations of SDRs in times of global financial market
stress upon the recommendation of its Managing Director.?? Such a prac-
tice would also help over time to increase the role of SDRs in the inter-
national monetary system, which was the original intent of its creation
in 1969 but has not been fulfilled because of the very few allocations in
limited amounts that had been authorized prior to 2009. Second, the G20
or IMFC should establish an agreement with the major central banks to
link the triggering of their bilateral swap networks with a decision of the
IMF to allocate SDRs at times of turmoil in the international financial
system. At the same time, the IMF should allow either the FCL or PLL
or both to be accessed up to a certain multiple of a member’s quota on an
unconditional basis, subject to a process of pre-qualification. This process
would establish the extent of access for each member through a rating of
each member country’s macroeconomic polices determined at the time of
the Fund’s annual Article IV consultation exercise, which would become
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a standard procedure for all countries.?® To finance such access, it could
be established that the Fund would draw, if needed, on its contingent
resources under the New Agreements to Borrow as it did to finance nor-
mal lending under its regular facilities during 2008—-10. Access to regional
reserve facilities could also be coordinated with emergency access to Fund
facilities. Unconditional access to IMF resources on an emergency basis
under a reformed FCL /PLL would match the liquidity provision that was
made available to a relatively select group of countries under the central
bank swap network. The combination of SDR allocations, bilateral swap
networks and unconditional access to an emergency facility of the IMF
would represent, if triggered on a coordinated basis, an important step in
creating a more fully functional equivalent of the LOLR mechanism at the
international level in times of crisis.

A Sovereign Debt-Restructuving Mechanism

The global financial crisis has revealed another gap in the IFA in respect
to the restructuring of sovereign debt. This is not a new idea, as at the
beginning of the last decade, in the wake of a number of emerging mar-
ket financial crises, a serious effort was made to create a sovereign debt-
restructuring mechanism (SDRM) attached to the IMF, but the proposal
was rejected in 2003 as a result of strenuous resistance by the international
financial community and some of the major countries including the United
States.?* What was agreed instead was a more decentralized or so-called
contractual approach in which standard sovereign bond contracts would
include special “collective action” clauses. These clauses would allow a
majority of creditors in the event of default to negotiate with the debtor
government and agree among themselves on the terms of a restructured
bond contract, which would be binding on any holdout creditors who
were not willing to agree to the new terms. Notwithstanding a recent
improvement in the legal terms of these clauses, there have been two
problems in sovereign debt restructuring since these new clauses were
introduced. First, a substantial share of sovereign debt contracts remain
in place that do not carry the revised collective action clauses, and second,
there continues to be a strong tendency for governments to delay bond
restructuring even when it is clear that their foreign debt is unsustain-
able. In these circumstances, macroeconomic adjustment programs end
up being unduly burdensome because of the debt service payments that
must be accommodated through a severe program of fiscal consolidation.
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The experience of Greece with the “Troika” since 2010 clearly fits into
this category. Unfortunately, the IMF made an exception to its own rules
on “exceptional access” to allow Greece to borrow, and then later on,
when a debt-restructuring agreement was introduced, the debt relief came
“too little, too late”. As a result, in 2016, Greece was facing the need for
a new debt-restructuring program.

Another extreme case has been that of Argentina, which defaulted on
US$80 billion of its foreign debt in 2001. In 2005, it presented to its
bondholders on a “take it or leave it” basis a proposal for debt restruc-
turing with a severe “haircut” of around 70 percent in the face value of
the debt. These terms were accepted by a majority of the bondholders,
but there were a number of holdout creditors who did not agree, includ-
ing certain private sector “vulture funds” that had purchased pre-2001
Argentine debt in the secondary market at very deep discounts. As a result
of continuous litigation by this minority group of holdout creditors,
Argentina effectively had been excluded from borrowing in the interna-
tional capital markets until a new government came to power in early
2016 with a firm desire to reach agreement with these creditors on the
basis of the terms of repayment that proved to be much more favorable
than those offered in 2005.

In both of these cases and many others, the existence of the equivalent
of'an international bankruptcy court for sovereign debtors would facilitate
and accelerate the messy process of sovereign debt restructuring in a man-
ner that would ultimately be agreeable to both sides of the debt renegotia-
tion. One particular problem that an SDRM would help to overcome is
the issue of how to aggregate different classes of bonds issued in different
legal jurisdictions and currencies, as well as other forms of debt. In addi-
tion, an SDRM would be useful in addressing problems arising from the
availability of credit default swaps for sovereign debt. These derivatives
have complicated debt restructuring as the process of renegotiation may
become more difficult when one of the parties has a non-transparent inter-
est in default and may not be willing to bargain in good faith.?®

One advantage of having an SDRM associated with the IMF, although
there may be other feasible institutional arrangements, is that the Fund
can provide an independent, technical judgment on debt sustainability to
guide the restructuring process. In addition, it can provide the equivalent
of “debtor-in-possession” financing, which would be linked to a “stay” on
debt service payments as the restructuring process is being carried out.?°
In this respect, the existence of an SDRM would help to reinforce the tra-
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ditional posture of the IMF that it should not commit significant amounts
of'its own resources in situations where the debt sustainability of the coun-
try in question cannot be affirmed with a high degree of probability.

SUMMARY AND CONCLUSION

Many reforms in financial regulation and financial stability oversight have
been undertaken at the national and global levels in the aftermath of
the global financial crisis in an effort to reduce the likelihood of future
crises. At the national level, the crisis has shown that a focus by central
banks on achieving the macroeconomic objectives of low inflation and
full employment is not sufficient to maintain financial stability and that a
new macro-prudential regulatory oversight function focused specifically
on the stability of the financial system is required. Much debate has taken
place on how to incorporate a macro-prudential perspective into central
banking practice and coordinate it with monetary policy and the tradi-
tional micro-prudential regulation /supervision of individual banks. There
may be situations where monetary policy tools can achieve both macro-
prudential and macroeconomic objectives, as in dealing with a credit
boom, but in other cases these objectives will not coincide. In such cases,
there are a variety of separate macro-prudential tools that can be applied
to specific sectors or categories of financial institutions. A major focus of
macro-prudential policy needs to be placed on the regulation of SIFIs,
which prior to the crisis were considered to be “too big to fail”. For this
purpose, new resolution procedures have been developed in the advanced
countries to deal with their actual or potential failure, including their par-
ticipation in annual “stress tests” and the preparation of resolution plans
or “living wills”.

In addition to the specification of macro-prudential oversight, the
G20 has sponsored a major overhaul of the Basel Capital Accord that
was completed in 2010. This revision introduced a number of new fea-
tures in the structure of capital requirements for banks, which increased
their overall level while differentiating between large and small banks
and introducing a counter-cyclical feature. The new regime also estab-
lished a new leverage ratio and specific liquidity and funding require-
ments for banks to reduce their vulnerability in periods of financial stress.
Notwithstanding these improvements, a strong case can be made that the
overall capital requirement and leverage ratio should be at least double
the new stipulated levels.
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International financial regulation has been one of the most active areas
of reform of the IFA since the global financial crisis. However, other
areas need to be addressed, including its governance and the relationship
among the G20, the FSB and the IMF. International policy coordination
also needs to be improved. The G20 proved to be effective in the immedi-
ate wake of the crisis, but since then, its effectiveness in this arca has waned
as its agenda has expanded. At present (mid-2016), there are important
issues of monetary and fiscal policy coordination where action is required.
The IMF can play an important role in promoting policy coordination and
in discouraging countries from implementing policies that have negative
spillover effects on other countries, but it lacks the power to enforce its
policy recommendations on member countries except when they request
the use of its financial resources.

The IFA also lacks a strong ILOLR mechanism. In response to the crisis,
a number of ad hoc financing arrangements were introduced by the major
central banks, the G20 and IMF, which should be regularized and coordi-
nated more closely in the future. As a result, the global financial safety net
involving countries’ own foreign reserves, the IMF, central bank swap net-
works and regional financing arrangements has become highly decentralized.

Finally, an SDRM should be established in order to bring about a
timely and orderly process of debt relief in cases where it is clear that a
government cannot maintain or achieve debt sustainability. The recent
experience of Argentina and Greece has shown that the current contrac-
tual approach to debt restructuring is not working.

NOTES

1. Past experience in the use of macro-prudential regulation is exam-
ined in Eugenio Cerutti et al. “The Use and Effectiveness of
Macro-prudential Policies: New Evidence” IMF Working Paper
#15/61 (March 2015).

2. This episode was discussed in a conference paper by Lars Svensson
at the Federal Reserve Bank of Boston on September 30, 2015
entitled “Monetary Policy and Macro-prudential Policy: Different
and Separate”, which can be accessed at www.bostonfed.org,/mac-
roprudential2015 /paper/svensson.pdf.

3. For an extended discussion on the issue of monetary policy and
financial stability, see IMF “Monetary Policy and Financial
Stability” IMF Policy Paper (September 2015).
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4. One recent study in this arena is Stijn Claessens “An Overview of
Macro-prudential Tools” The Annual Review of Financial
Economics 2015 (7); pp. 397-422.

5. An additional concern is that the private commercial banks in
each of the 12 regional Federal Reserve districts are the major-
ity shareholders in their corresponding regional Federal Reserve
Bank. This arrangement creates a potentially strong conflict of
interest for each Bank in carrying out its regulatory/supervisory
responsibilities.

6. The data on the page count of Basel rules are taken from Andrew
Haldane “The Dog and the Frisbee” A Speech at the Federal
Reserve Bank of St. Louis Economic Policy Symposium (August
31,2012).

7. This proposal was put forward at a conference of the Hutchins
Center on Fiscal and Monetary Policy at the Brookings Institution
on February 16, 2016.

8. The flaws in the US system of deposit insurance prior to the finan-
cial crisis are discussed in Viral Archaya “Systemic Risk and Deposit
Insurance Premiums”, which was published on the VoxEU.org blog
of the Center for Economic Policy Research (September 4, 2009).

9. One attempt that has been made in the United Kingdom to limit
the extent of this “moral hazard” was to establish a “ring-fence”
that would separate essential retail banking activities from whole-
sale investment banking operations of large banking groups by
means of separate capital, liquidity and funding requirements, as
well as corporate governance arrangements. This proposal was
advanced by the Independent Commission on Banking (so-called
Vickers Report) in 2011 and enacted into law in 2013, with full
effect to take place by 2019. A similar proposal was made in the
Liikanen Report for EU banks in 2012, which was adopted by the
European Commission in its proposals for Bank Structural Reform
issued in January 2014. As an alternative to “ring-fencing”, in the
United States, the Dodd-Frank Wall Street Reform and Consumer
Protection Act of 2010 prohibited commercial banks from making
speculative trades in financial assets using funds from their own
accounts (so-called proprietary trading) under what has come to
be known as the Volcker Rule, named after the former chairman of
the Federal Reserve (Paul Volcker) who advocated it. After much
delay, this restriction became effective in September 2015.
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These arguments have been persuasively advanced by Anat Admati
etal. (2010), op. cit. in Chap. 3.

These results are reported in Stephen Cecchetti “The Jury Is In”
Center for Economic Policy Research Policy Insight Report #76
(December 2014).

An extended discussion of Professor Admati’s position can be
found in Anat Admati and Martin Hellwig (2013) The Bankers’
New Clothes: What’s Wrong with Banking and What to Do About It
(Princeton, NJ: Princeton University Press).

These estimates are presented in Stephen Cecchetti and Kermit
Schoenholtz “Bank Resilience: Yet Another Missed Opportunity”,
which was published in their Money, Banking and Financial
Markets blog (November 30, 2015).

This reform in the governance of the IFA was first proposed in
Elson (2011), op. cit. in Chap. 5. A similar and more recent pro-
posal was advanced by Malcolm Knight in “Reforming the Global
Architecture of Financial Regulation: The G20, IMF and FSB”
CIGI Papers #42 (September 2014).

Professor Lawrence Summers has been a strong advocate for such
a policy for a number of years and has been joined recently by rec-
ommendations of both the IMF and OECD.

In February 2016, the IMF made a strong appeal for concerted
G20 action on a fiscal stimulus and structural reform agenda
through one of its customary surveillance reports for a quarterly
meeting at the finance minister/central bank governor level (see
IMF “G20 Surveillance Note on Global Prospects and Policy
Challenges”, February 26, 2016). Unfortunately, this call for
action was not taken up by the G20 finance ministers and central
bank governors when they met in Chengdu, China during July
23-24,2016.

The case for “helicopter money” has been forcefully made by Adair
Turner, the former head of the UK regulatory authority, in his
2015 book Between Debt and the Devil: Money, Credit and Fixing
Global Finance (Princeton, NJ: Princeton University Press).

This proposal is put forth in Prachi Mishra and Raghuram Rajan
“Rules of the Monetary Game” Reserve Bank of India Working
Paper 04,2016 (March 2016).

These swap networks are discussed in a paper by William Allen and
Richhild Moessner “Central Bank Cooperation and International
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20.

21.

22.

23.

24.

25.

Liquidity in the Financial Crisis of 2008—-09” BIS Working Paper
#310 (May 2010).

Two papers that provide a good description and analysis of the
global financial safety net are IMF “Adequacy of the Global
Financial Safety Net” IMF Policy Paper (March 10, 2016) and Ed
Denbee et al. “Stitching Together the Global Financial Safety Net”
Bank of England Financial Stability Paper #36 (February 2016).
These data are taken from p. 14 of the IMF report cited in foot-
note 20.

This change would require an amendment to the Fund’s Articles
of Agreement, which specify that SDR allocations require the affir-
mative vote of governments representing 85 percent of the voting
shares in the institution (including that of the United States which
holds 16 per cent). The proposed amendment should also specify
that decisions on allocations could be made at the level of the
Fund’s Executive Board or IMFC instead of only by its Board of
Governors (i.e., member government finance ministers or central
bank governors). A further significant change worth including in
such an amendment would be to allow countries to exchange
SDRs directly with issuers of the reserve currencies that comprise
the SDR basket (i.e., dollars, euros, pounds, yen and yuan). Such a
change would help to expand international liquidity at times of
global financial stress as distinct from current IMF practice that
only allows countries to exchange SDRs with countries that hold
foreign reserves denominated in these currencies, which in effect
serves to re-allocate existing liquidity to countries that need it. For
more on this latter proposal, see Edwin Truman “The IMF as
International Lender of Last Resort: What Future?” Real Time
Economic Issues Watch of the Peterson Institute for International
Economics (October 12, 2010).

Edwin Truman (2010), op. cit. in footnote 22, has been one of the
proponents of this pro-qualification proposal.

The effort to establish an SDRM as part of the second reform of
the international financial architecture is described in Elson (2011),
op. cit. in Chap. 5. The IMF’s formal proposal to establish an SDRM
was presented in Anne Krueger “A New Approach to Sovereign
Debt Restructuring” IMF, Washington, DC (April 2002).

The issues surrounding debt restructuring and the case for an
SDRM were presented in a policy brief by Joseph Stiglitz et al.
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“Frameworks for Sovereign Debt Restructuring”, an IPD-CIGI-
CGEG Policy Brief (November 17, 2014). In September 2015,
the UN General Assembly approved “Nine Basic Principles on
Sovereign Debt Restructuring Processes” by a large majority of
countries, with the exception of Canada, Germany, Israel, Japan,
the United Kingdom and the United States (see Joseph Stiglitz
and Martin Guzman “A Step Forward for Sovereign Debt”,
Project Syndicate blog, November 9, 2015).

For one proposal that would combine sovereign debt restructuring
with IMF financial assistance, sce Committee on International
Economic Policy and Reform “Revisiting Sovereign Bankruptcy”
Brookings Institution (October 2013).



CHAPTER 8

Toward a Rethinking of Macroeconomics

As suggested in previous chapters, the global financial crisis and its
aftermath have engendered a vigorous debate about the inherent sta-
bility /instability of the aggregate economy, the failings/limitations of
the predominant conceptual framework for macroeconomic analysis
(or new macroeconomic consensus/NMC) prior to the crisis and the
appropriate fiscal and monetary policy responses to the crisis. These
issues have not yet been resolved and will undoubtedly continue to
draw debate in academic and policy settings in the years to come. The
purpose of this chapter is to summarize some of the main points in the
debate on the first two issues listed above; the third issue was already
discussed in Chap. 4. In the light of the discussion on the first two
points, the chapter then goes on to indicate two fields of analysis which
offer promising alternative views of the aggregate economy that warrant
further exploration within a more pluralistic vision of macroeconomics,
namely behavioral economics and complexity theory. The chapter closes
with a brief assessment of the post-crisis demand for more pluralism in
the teaching of economics, which has been driven to a large extent by
student dissatisfaction with the relevance of mainstream economics in
elucidating the causes and effects of the crisis.
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DoErs THE EcoNnoMy CONFORM TO KEYNESIAN OR
NEOCLASSICAL PRINCIPLES?

As discussed in Chap. 3, this question is part of an old debate in macroeco-
nomics that was sparked by intellectual responses to the Great Depression
(such as Keynes’ General Theory), which has been given new life by recent
efforts to understand the causes and effects of the global financial crisis. At
its most basic level, the debate centers on whether the aggregate economy
follows a steady-state growth path subject to periodic, exogenous shocks
and is inherently self-stabilizing or whether it is inherently unstable, sub-
ject to endogenous shocks that can cause significant departures from an
established growth path that require extraordinary government interven-
tion to enable the economy to resume its growth along a path that may be
different from the one it was on.

Prior to the crisis, proponents of these two worldviews tended to fall
into two intellectual camps, with the first characterized as orthodox and
the second as heterodox. The first camp was largely centered in neoclassi-
cal economics and the New Keynesian macroeconomic paradigm that was
described in Chap. 3, whereas the second was quite diverse and covered
a range of approaches that might be described as old Keynesian, post-
Keynesian, Marxist or some other eclectic group. However, since the crisis
there has been much debate within the neoclassical or mainstream camp of
macroeconomics about these two paradigmatic approaches, which has led
to challenges and some rethinking of the NMC. This rethinking has led
not only to revisions and extensions of basic dynamic stochastic general
equilibrium (DSGE) modeling but also to an examination of some of the
basic assumptions within the NMC. My aim in this chapter is to suggest
how some of the facts of the crisis have led to new thinking about macro-
economic behavior, which is likely to lead over time to a re-assessment and
possible modifications of the NMC.

One striking example of the impact of the crisis on macroeconomic
thinking is to consider how views of the likely path of potential GDP in
the United States have changed in a downward direction since the crisis. In
the accompanying chart (Chart 8.1), one can see the significant downward
revisions of potential GDP that have been made by the US Congressional
Budget Office since 2007. In that year, potential GDP was forecast to
grow at a compound annual rate of 2.6 percent through 2017, roughly
in line with the growth rate of real GDP during the period 2000-07.
However, since then, that forecast has been significantly downgraded
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Chart 8.1 Potential GDP estimates and actual GDP for the United States (in
constant dollar index format with 2007 = 100) (Source: US Congressional Budget
Office and US Bureau of Economic Analysis)

during each of the subsequent two-year periods shown in the chart in
the light of the actual pace of economic recovery, which has been slower
than anticipated at the time cach of those projections was made.! Potential
GDP depends on a number of structural factors in the economy, such as
labor productivity, demographic changes, the stock of capital and level of
investment. The fact that there has been a downward revision on the order
of 10 percent in the trajectory of potential GDP since the crisis began sug-
gests that there has been a permanent loss in the productive capacity of
the economy since the outbreak of the crisis. More specifically, one could
explain this result in terms of the significant decline in the pace of invest-
ment, the stock of capital and the labor force participation rate that has
been observed since 2007. These developments would constitute prima
facie evidence for the instability hypothesis of the economy discussed ear-
lier, according to which the economy can be permanently damaged by a
severe downturn that causes it to deviate from the growth path that it was
on prior to the recession.

In the same spirit, another interesting set of facts to consider is presented
in Chart 8.2. This chart displays two trend lines for the US economy:
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Chart 8.2 Real GDP for the United States with trend lines before and after
2008 (in trillions of 2009 dollars) (Source: International Monetary Fund World
Economic Outlook Database)

one is the trend that the economy was on prior to the crisis based on its
trajectory during the 2000-07 period; the other is the trend line for the
economy since the bottom of the recession in mid-2009. What is striking
about this chart is that these two lines do not reach any point of conver-
gence in the future; instead, we observe a growing divergence between
them. This divergence between the two lines means that not only has
there been a downward shift in the projected growth path of the economy,
suggesting a permanent loss in its productive capacity, but there has also
been a reduction in the slope of the lower trend line, suggesting a slower
rate of growth for the economy compared to what it was prior to the crisis.
Again, this chart would suggest prima facie evidence against the view of
the economy as a self-stabilizing mechanism. The experience of the euro
area since the beginning of the crisis has revealed an even sharper pattern
in terms of the downward adjustment in the trend growth of its GDP and
the outlook for potential GDP.

One idea that has been advanced to account for the downward adjust-
ments in aggregate economic behavior we can observe in both of these
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charts is known as “hysteresis”, which was referred to earlier in Chap. 4.
This term, which was borrowed from physics as are many of the notions
behind the workings of neoclassical equilibrium dynamics, was first used
in the mid-1980s to convey the idea that a sustained economic downturn
may cause permanent damage to the productive capacity of the economy.
This damage arises because of the loss of skills and attachment to the
labor force associated with a relatively long period of unemployment and
a reduction in investment, the stock of capital and productivity due to
poorer growth prospects. With the emergence of the Great Moderation,
this concept tended to fall into disfavor in mainstream macroeconomic
analysis. However, in a recent paper, the two economists who invented
this term in the mid-1980s (Olivier Blanchard and Lawrence Summers)
have re-examined the issue of hysteresis in the light of the global finan-
cial crisis and other recessions, not only for the US economy but also for
22 other advanced countries. Their findings show that two-thirds of the
recorded recessions were followed by a lower level of output in relation
to the pre-recession trend and that roughly half of those cases were char-
acterized by a lower rate of growth in output, much in accord with the
evidence presented in Chart 8.2.2 Thus, the issue of hysteresis continues
to be a relevant policy concern.

In connection with the notion of hysteresis, it is interesting to con-
sider a heated debate that surfaced during the first quarter of 2016 among
academic economists regarding the potential macroeconomic impact of
US presidential candidate Bernie Sanders’ government expenditure pro-
gram. This program was designed in part by Professor Gerald Friedman
of the University of Massachusetts. In short, what the program claimed
to accomplish was a significant increase in GDP and employment by 2020
above the baseline projections of the Congressional Budget Office for that
year, which were based on its latest outlook for potential GDP in late
2015.

Initially, the top-line claims of this plan were criticized by four previous
Chairs of the Council of Economic Advisors under former Democratic
Party Presidents (see Letter to Sanders, New York Times, February 17,
2016). Subsequently, in a paper by one of those economists (Professor
Christina Romer), the analysis behind the initial critique of Senator
Sanders’ plan was explained in more detail.® Essentially, the dispute
between Professor Friedman and his critics comes down to an evaluation
of how much of an impact on potential GDP can an expanding economy
have under the impulse of an increase in public and private spending over
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the medium to long term. The baseline trend for potential GDP that the
proponents and critics of the plan used was the latest trajectory of poten-
tial GDP displayed in Chart 8.2 above, which has been significantly down-
graded by the effects of hysteresis. But can these effects be reversed? In
the short term, surely not, but over a ten-year period, certainly yes, at least
to some degree. In this respect, Professor Friedman could have drawn on
the argumentation of two mainstream economists (Bradford Delong and
Lawrence Summers), who advocated in 2012 for the fiscal stimulus of a
public investment program at a time when interest rates were extraordi-
narily low in order to raise actual output closer to its estimated potential
prior to being downgraded due to the effects of hysteresis.*

While it is likely that the projected size of the reversal in potential GDP
envisaged in Sen. Sanders’ plan is probably overstated and the potential
inflationary effects of his plan underestimated, it is also the case that there
is very little or no allowance for such a reversal in the critique referred
to above by Professor Romer. In that critique, the trajectory of potential
GDP over the coming decade is essentially fixed and unaffected by any
of the elements in Sanders’ program, whereas Professor Friedman argues
that over time that trajectory can be revised upward, thus reversing at least
some of the downward adjustment that has occurred since the outbreak
of the financial crisis.® Such an effect under Senator Sanders’ plan would
only be feasible with a well-targeted public investment program on infra-
structure and technological development, something that has been rec-
ommended by a large group of mainstream economists and incorporated
to a significant degree in the Sanders’ economic program.

Another example of the rethinking of macroeconomics that has taken
place in the light of the crisis is the re-examination of certain key assump-
tions of the behavior of economic aggregates over time. In the first view of
the world noted earlier, the main economic aggregates such as production,
consumption, investment and unemployment evolve over time according
to the so-called ergodic principle, that is, they are stationary in a statistical
sense, which means that when they deviate from some trend they tend to
revert to that trend with a certain regularity, thus exhibiting “mean rever-
sion”; in this case, shocks to the data have transitory effects. In the alter-
native view of the world, these aggregate time series are non-stationary,
or in statistical terms they display a “unit root”, such that the position
of the trend line around which they fluctuate may shift over time; in this
case, shocks to the data have permanent effects. Expressed in this way, it
would seem that some of the controversy over the stability or instability
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theses expressed earlier could be resolved through a series of statistical
time series tests of major economic aggregates. In fact, this has been the
subject of much analysis and debate over the past 30 years or so, with the
ascendancy of the new classical macroeconomic paradigm, which has been
re-examined in the light of the Great Recession. The current consensus
in this area seems to be that the main macroeconomic aggregates do tend
to exhibit a unit root.% These results tic in directly with the concept of
hysteresis as applied to the behavior of actual and potential GDP that was
presented in the two charts discussed above.

Within the academic community, there has been much debate about
the current state of macroeconomics as a result of the financial crisis that
goes beyond the issues examined above. At one level, economists within
the New Keynesian tradition have been making adaptations to the DSGE
modeling framework in order to incorporate explicitly the effect of finan-
cial sector variables and financial frictions on the real economy in ways that
would help to account for the origins and impact of the financial crisis.” At
another level, however, other mainstream economists have expressed res-
ervations about the single-minded attachment of many macroeconomists
to the DSGE framework, with calls for more eclecticism in the selection or
development of models to account for the complex variety of phenomena
in the actual behavior of aggregate economies. One such criticism was
leveled by Professor Robert Solow, a Nobel laureate from MIT, in his
testimony at a US Congressional Hearing on July 20, 2010:

“I do not think that the currently popular DSGE models pass the smell
test. They take it for granted that the whole economy can be thought
about as if it were a single, consistent person or dynasty carrying out a
rationally designed, long-term plan, occasionally disturbed by unexpected
shocks, but adapting to them in a rational, consistent way. I do not think
that this picture passes the smell test. The protagonists of this idea make
a claim to respectability by asserting that it is founded on what we know
about microeconomic behavior, but I think that this claim is generally
phony. The advocates no doubt believe what they say, but they seem to
have stopped sniffing or to have lost their sense of smell altogether... The
DSGE school populates its simplified economy — remember that all eco-
nomics is about simplified economies just as biology is about simplified
cells — with exactly one single combination worker-owner- consumer-
everything-else who plans ahead carefully and lives forever. One impor-
tant consequence of this ‘representative agent’ assumption is that there
are no conflicts of interest, no incompatible expectations, no deceptions.
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This all-purpose decision-maker essentially runs the economy according to
its own preferences. Not directly, of course: the economy has to operate
through generally well-behaved markets and prices. Under pressure from
skeptics and from the need to deal with actual data, DSGE modelers have
worked hard to allow for various market frictions and imperfections like
rigid prices and wages, asymmetries of information, time lags, and so on.
This is all to the good. But the basic story always treats the whole econ-
omy as if it were like a person, trying consciously and rationally to do the
best it can on behalf of the representative agent, given its circumstances.
This cannot be an adequate description of a national economy, which is
pretty conspicuously not pursuing a consistent goal. A thoughtful person,
faced with the thought that economic policy was being pursued on this
basis, might reasonably wonder what planet he or she is on.”®

Given the academic prestige of the economist who wrote this criti-
cism, it is a very damning statement, especially in view of the fact that
MIT is one of the centers for the New Keynesian DSGE paradigm. More
generally, there has been much debate since the financial crisis that goes
to the heart of the main macroeconomic paradigm in terms of its basic
methodology. One particularly vocal critic of the micro-foundations of
the New Keynesian paradigm is Professor Lars Syll of Malmo University
in Sweden, whose thinking parallels that of American professors such as
Kevin Hoover of Duke University.” Syll’s challenge, which is not new in
the history of economics but newly expressed since the crisis, is that the
micro-foundations revolution in macroeconomics depends too strongly
on an axiomatic hypothetic-deductive or reductionist mode of thinking
that is based on unrealistic assumptions (e.g., atomistic, independent rep-
resentative agents) and leads logically to conclusions that are not directly
applicable to the real world. A reductionist mode of thinking is meant to
convey the idea that once one specifies some assumptions about economic
behavior and the behavioral relationships underlying economic aggregates
to be explained, then certain conclusions can be drawn directly from this
logical structure.

As Professor Solow notes in the quote above, all models in natural sci-
ence and economics are simplifications of the real world by necessity, in
order to isolate a particular aspect of reality for specific analysis. However,
if the assumptions made in those models bear no relation to reality, one
can question whether the conclusions or implications drawn from those
models are applicable to the real world. Of course, Milton Friedman in
his famous essay “On the Methodology of Positive Economics” argued
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precisely in favor of the deductivist approach to economic modeling as
exemplified by the DSGE framework, if it gave rise to predictions that are
relevant for understanding economic reality. One example, however, of
an implication of the standard New Keynesian framework that is clearly
unrealistic is that over the medium term, unemployment in the normal
statistical sense of the term cannot exist, as at any point in time the level of
employment is determined by the voluntary and rational choices of firms
and workers. For example, if there is a negative shock to the economy that
leads it to deviate below its normal growth path, this event will cause a
decline in production and a fall in real wages. Since the real wage deter-
mines the choice of laborers for work or leisure, they will choose more
leisure instead of work until the real wage level is restored to its normal
or equilibrium level. This implication is obviously hard to square with the
high and sustained levels of unemployment of the Great Recession and the
effects of hysteresis that it caused.

Another critique that has been raised by Professor Syll and others sug-
gested earlier is that the economic aggregates of the DSGE model are
assumed to behave in accordance with the principle of ergodicity noted
earlier, such that they are stationary and stable stochastic processes that
can be well represented as predictable statistical outcomes, similar to the
case of a normal distribution of random events or a coin toss. Such an
assumption is inherent in the notion of “rational expectations” accord-
ing to which the “representative agent” of DSGE models is expected to
behave. In this sense, these models assume that the future can be deter-
mined on the basis of quantifiable risk related to the pattern of past eco-
nomic developments. In other words, the probability distribution of likely
events in the future is known strictly on the basis of their past behavior.
But, as Keynes pointed out many years ago, such an assumption cannot
be squared with the fact that the future is fundamentally uncertain and
unknowable. Accordingly, any prediction is subject to a large margin of
error, with “fat tails” of extreme events, instead of the “thin tails” of a
normal probability distribution assumed in DSGE models. The assump-
tion of quantifiable risk, as distinct from unquantifiable uncertainty, was
one of the problems underlying the use of value-at-risk (VAR) models by
financial analysts prior to the financial crisis.!®

Another criticism of the standard macroeconomic paradigm that has
been advanced in the wake of the crisis is its excessive dependence on elab-
orate mathematical modeling. This critique can be found in the writings of
eminent mainstream economists such as Olivier Blanchard, Paul Krugman
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and Paul Romer. First, it needs to be recognized that the development of
theory by means of mathematically based model building is a fundamental
and legitimate element in economics’ claim to be a science, along with
data analysis and statistical testing. The use of mathematical concepts and
reasoning in economic models can be viewed as a rigorous check on the
logical consistency and validity of conclusions derived from a given theory,
as well as a means of deriving certain implications that would not be evi-
dent from a purely verbal explanation and discourse. However, the critics
above have argued that many macroeconomic theorists have become too
wedded to the derivation of mathematical proofs and theorems in the
sense that they have adopted assumptions that were too limited and unre-
alistic solely because of their mathematical tractability and have reached
for certain results that were appealing mainly because of their mathemati-
cal elegance. In the words of Paul Krugman, writing about the failings of
mainstream economics prior to the crisis in the New York Times Magazine
(9/2/09), “...the economics profession went astray because economists
as a group mistook beauty clad in impressive mathematics for truth.” Paul
Romer leveled in 2015 an even stronger indictment of many academic
economists for their “mathiness”, claiming that they have misused math-
ematical formulations that do not bear close scrutiny, simply as a means
of giving academic respectability to a preferred theory or political view of
the world, thus undermining the scientific legitimacy of the profession.!!
Another challenge to the use of mathematics in macroeconomics has
come from Olivier Blanchard, formerly of MIT and the Chief Economist
of the International Monetary Fund during 2008-15. His critique is that
the mathematization of macroeconomics as represented by DSGE model-
ing has restricted economists’ analysis of certain processes and phenom-
ena in the “dark corners” of aggregate economic behavior when normal
activity breaks down and the economy malfunctions as during a financial
crisis and its aftermath, again simply because these events were not “trac-
table” from a mathematical modeling point of view. As suggested above,
the mathematical techniques typically used (e.g., DSGE models) are best
suited, according to Blanchard, for a world where economic fluctuations
are well behaved and self-correcting, as required, for example, by the
rational expectations hypothesis. Implicit in this modeling structure was
an assumption of linearity, namely that shocks had proportional effects
on the economy, as suggested by a linear algebraic expression, which was
convenient because of its mathematical tractability. Non-linear effects
with positive feedback mechanisms were not typically incorporated in
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such models, even though these represent the kind of phenomena that
occur in the “dark corners” of the economy.!? As a relevant example of
such phenomena from the financial crisis, Blanchard points to the per-
verse public debt dynamics of the euro zone in 2009-10, when threats of
insolvency led to large jumps in risk premia on public debt, which then
created a positive feedback mechanism or “doom loop” in the sense of
further worsening the debt burden of the government and also weaken-
ing the financial position of banks that held government debt as part of
their assets. These sudden shifts from solvency to insolvency or jumps
from a “good” equilibrium prior to the crisis to a “bad” equilibrium after
the crisis are examples of multiple equilibria that depart from the nor-
mal concept of a stable equilibrium, on which much of macroeconomic
theory is premised.

ALTERNATIVE EcoNoMIC VISIONS OF THE WORLD

While much “soul-searching” has taken place within the economics pro-
fession since the financial crisis on the state of macroeconomics, there
has been renewed interest in at least two fields of economics that stand
in contrast to the premises of the NMC. One is behavioral economics,
and the other is complexity theory. Both of these specialties have been
actively developed since the 1980s but have attracted new adherents since
the financial crisis. It is not my intention to try to summarize each of
these fields, for which there is a large literature, but rather to call atten-
tion to some of the key differences they have with respect to the basic
assumptions of the NMC and ways in which they can contribute to a bet-
ter understanding of macro-financial events.

The field of behavioral economics, and behavioral finance in particu-
lar, has been posed as an alternative to neoclassical economics and the
micro-foundations of the NMC, mainly because of its challenges to the
assumption of perfect rationality in those fields.!® These challenges are
based on the notion that in studying economic behavior and phenomena
one should draw on the insights of psychology and sociology in under-
standing how individuals and groups actually make decisions and choices.
This is obviously important because many situations arise where time
constraints or circumstances or simple biases in human perception and
thought processes make it abundantly clear that an assumption of pure
rationality with all the complex, forward-looking calculus it may imply is
simply not realistic.
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Expressed in this way, it seems odd that behavioral economics would
be considered a sub-specialty within the field of economics rather than
part of its core, as it is based on the idea that in understanding economic
activity, one should try to understand how individual agents actually make
decisions rather than assume a priori a certain kind of cognitive behav-
ior or decision-making process. In part, this arrangement reflects the fact
that the neoclassical paradigm has been the dominant framework for eco-
nomic analysis for a far longer period of time than behavioral economics
has been in existence and has proved itself useful as providing an ideal-
ized benchmark and a highly developed analytical framework for under-
standing or explaining many kinds of economic activity. The distinction
between the two fields also arises because of a basic difference in meth-
odological approaches. Behavioral economics is based on the results of
laboratory experiments or elaborate data studies in trying to understand
human decision-making and economic outcomes and follows an induc-
tive approach similar to that used in the natural sciences. By contrast,
neoclassical economics, as suggested earlier in discussing the NMC, fol-
lows a deductivist approach, whereby a limited set of basic assumptions
about optimizing behavior on the part of economic agents is adopted as
axiomatic and certain implications for economic outcomes are derived as
logical conclusions to serve as a theoretical framework for understanding
economic phenomena observed in the real world. This may be a useful
initial approach in thinking about economic problems, but the lesson of
behavioral economics is that it needs to be supplemented by the use of
experimental and evidence-based techniques in order to reach sound con-
clusions about problems in the real world.

At the present time, however, it is hard to define a unified framework
of behavioral economics wholly separate from neoclassical economics,
as one of its main reasons for existence has been to explain anomalies
in economic outcomes that cannot be accounted for by the neoclassical
paradigm. Alternatively, whether and how in the future the behavioral
approach becomes gradually integrated with the neoclassical approach will
depend on the extent to which the latter tries to incorporate the results of
the more experimental and data-driven analyses of behavioral economics.

For the purposes of this book in understanding the financial crisis, the
distinctions discussed above apply equally as well in the field of finance in
comparing behavioral finance with the implications of the efficient market
theory of finance (EMH). The obvious point of departure is the hous-
ing bubble and credit boom, which preceded the global financial crisis
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and the financial crisis itself, which together represented a major break-
down or departure from the EMH. So too was the dot-com bubble of the
late 1990s, although its collapse had less damaging consequences for the
economy as it was not propelled in the same way as the housing bubble
by massive increases in leverage linked to very short-term funding (e.g.,
overnight commercial paper). In thinking about the housing bubble and
the ensuing financial crisis, it is interesting to note that economists such as
Keynes and Minsky, who both spent much of their lives trying to under-
stand financial booms and busts, offered interpretations of these events
similar to the approaches of specialists in behavioral finance well before it
became a defined field of study.!* Keynes is often quoted for his description
of stock market events as analogous to “beauty contests” where market
participants are guided more by what others think or are expected to do
rather than by careful financial analysis. He also famously described invest-
ment behavior as guided by “animal spirits” or the psychological outlook
and expectations of investors instead of rational calculations of rates of
return and the cost of capital or the “marginal efficiency of capital”.

Similarly, Minsky, as noted earlier in Chap. 2, considered cycles of
credit boom and bust as inherent in the financing of capitalist systems as
banks typically initiate credit booms by taking on greater risk in their loans
and investments in search of higher yields. This process can ultimately
develop into what he called “Ponzi finance”, whereby loans are made to
borrowers who cannot generate cash flows to pay down their past credits
simply in order for them to sustain ever higher amounts of debt service. At
some point in this process, outside investors realize that the project sup-
ported by Ponzi finance is unsustainable and they begin to withdraw their
support, at which point a “Minsky moment” occurs and the project and
its financing collapses, with negative consequences for banks, investors
and the broader economy. This explanation of a credit cycle can be easily
applied to the sub-prime housing credit boom and the associated surge in
securitized instruments.

More recently, behavioral specialists such as Robert Shiller of Yale
University have expanded our understanding of financial markets by show-
ing that as a general proposition there is far more volatility in stock market
returns than is consistent with the EMH. He has also advanced the thesis
that bubble phenomena are inherently social processes that are guided by
positive feedback loops and often propelled by information cascades gen-
erated by news media.!® This image stands in marked contrast with that
of the EMH in which individual agents operate independently in response
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to new information to assess the intrinsic value of traded securities on the
basis of rational expectations. Shiller has tried to incorporate in his work
the insights of psychologists such as Daniel Kahneman and Ivan Tversky,
who demonstrated through laboratory experiments the biases with which
individuals make decisions in the face of uncertainty, which, among other
things, formed the basis of what they called “prospect theory”. This the-
ory, in simple terms, postulates that individuals evaluate the risks involved
in financial gains and losses asymmetrically because of a strong sense of
loss aversion. Accordingly, they display behavior that is risk seeking in
order to avoid losses and risk avoiding in the presence of gains. These
behavioral tendencies can help to explain financial market outcomes that
arc quite distinct from the predictions of the EMH.16

As a more general proposition, Professor Richard Thaler of the
University of Chicago, which is the home of the EMH, has pointed to
the “impossible trinity” of the EMH, namely that it cannot be simultane-
ously true that investors are rational, asset prices are equivalent to intrinsic
values and the financial intermediation sector accounts for 8 percent of
GDP.Y The size of the financial sector suggests that there may be sig-
nificant rents in financial activity and large profits from speculative /high-
frequency trading, which is inconsistent with the EMH; it also suggests
that there are substantial gains to be made from the search for information
and arbitrage activity to take advantage of the facts that prices do diverge
from intrinsic value for periods of time and that it is possible to “beat the
market”. If the EMH were strictly true, there would be no gains from the
search for information as all relevant information would be immediately
reflected in the prices of financial assets, yet the fact that much time and
money are allocated to this search in the world of financial markets sug-
gests that there are gains to be made.

As in the case of behavioral economics, there is no single unified frame-
work of behavioral finance as there is for the EMH, as up to now it has
existed mainly for purposes of explaining anomalies that cannot fit within
the efficient markets framework. In that sense, the EMH remains a use-
ful benchmark for thinking about financial market behavior under a set
of simple, idealized assumptions, but it needs to be supplemented by the
insights of experimental psychology and evidence-based studies to account
more fully for financial booms and busts.

The field of complexity economics also provides a useful counterpoint
to the main macroeconomic paradigm. Instead of focusing on the condi-
tions under which the aggregate economy will be in general equilibrium,
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as in the NMC, complexity economics views the economy as a complex,
dynamic, constantly evolving mechanism that is out of equilibrium as eco-
nomic agents interact with each other and adjust their behavior on a con-
tinuing basis as a result of those interactions and in response to new or
unexpected developments.!® Expressed in these simple terms, complexity
economics is based on a more realistic vision of the aggregate economy
than that of the NMC, which to an important extent has been limited in
its approach by what was mathematically tractable. As a result, the lat-
ter has been defined by the methodological individualism of its micro-
foundations as reflected in its focus on the behavior of a “representative
agent” for purposes of explaining aggregate economic outcomes, which
by its very nature rules out the consideration of heterogeneous agents and
their interactions that are an essential reality of economic life. The NMC,
with its focus on the determinants of equilibrium, comes out of a tradition
of economic thinking that was based on notions of physics derived from
classical mechanics and thermodynamics, whereas complexity economics
is more similar to notions of evolutionary biology, with its focus on pro-
cess and change. Both schools of economic thinking and their scientific
analogue are theoretical, but the former is more mathematical than the
latter.

Another striking difference between the two approaches to understand-
ing the aggregate economy is that the NMC relies on negative feedback
effects and linear relationships among economic agents to understand
the determination of equilibrium in a closed system, whereas complexity
economics builds on the idea of positive feedback and non-linear effects
to account for economic change through time in an open system. The
reductionist approach of the former school implies that macroeconomic
outcomes can be accounted for by the aggregation of individual economic
agents’ behavior; by contrast, the alternative school envisions an economic
system with “emergent” properties whereby macroeconomic outcomes
cannot be understood simply as a result of individual agents’ behavior,
but rather they need to take account of their interaction along with the
positive feedback and non-linear effects of those interactions. Curiously,
as many writers have noted, Adam Smith’s vision of the economy in the
Wealth of Nations has more in common with the view of the economy as
a complex evolving system with emergent properties than it does with the
NMC. The mystery of the “invisible hand” whereby socially beneficial
outcomes could be the result of individuals and firms acting in their own
self-interest was in modern terms an illusion to an emergent property of
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the economic system that was not evident by consideration of the nature
of microeconomic behavior. Prior to the financial crisis, the emergent
properties of complex adaptive systems had sometimes been used as a
framework of understanding certain economic phenomena as the result of
the workings of a self-organizing mechanism.

In some respects, the vision of complexity economics speaks to the
concerns of macroeconomists such as Olivier Blanchard, as noted earlier,
in his reference to the “dark corners” of macroeconomic behavior where
the standard models do not apply and cannot account for different kinds
of extreme economic events, such as the sudden emergence of a financial
crisis and the “doom loop” of a jump in sovereign debt risk premia and
potential insolvency in the banking sector. These phenomena reflect the
outcome of positive feedback mechanisms and non-linear relationships in
the economy.

The economics of complexity is also useful in understanding certain
aspects of economic development, which by its very nature is a process of
dynamic structural change. This process has not been well explained by
the neoclassical growth model and its offspring, in part because of their
focus on determining a country’s path of steady-state economic growth,
which largely obscures its structural transformation over time from an
agricultural to an industrial and to a service-based economy. Using
the insights of complexity economics, two economists at the Harvard
Kennedy School of Government (Ricardo Hausmann and Cesar Hidalgo)
have explained the stages of economic development in terms of the evolv-
ing business and labor capabilities of a country as reflected in the grow-
ing sophistication or complexity of a country’s trade relations with other
countries.? The metrics these authors have developed through careful
data analysis of cross-country trade patterns provide a reliable predictor
of'a country’s level of per capita income and prospects for future growth.
More generally, complexity economics views technological change as a
key driver of structural change in the economy over time, as the inven-
tion of new machines or processes sets in motion further inventions and
changes in business practices and institutions as a result of the responses
of'economic agents and their interactions in adapting to these inventions.
In pointing to the importance of technological change as a driver of eco-
nomic growth, complexity economics and the neoclassical growth model
obviously share something in common. However, the latter framework
does not attempt to show how structural change in the economy results
from technological improvements, as its main focus of attention is on the
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elements of an aggregate production function made up of labor, capital
and total factor productivity.?!

Andrew Haldane, the Chief Economist of the Bank of England, has sug-
gested that the approach of complexity economics can be important in deal-
ing with the effects of the global financial crisis and minimizing the risk of
similar events in the future.?? In his view, a systems-theory approach needs
to be adopted at each layer of financial sector regulation: beginning with the
micro-prudential perspective on the operations of large complex financial
institutions or systemically important financial institutions, then proceed-
ing up to the macro-prudential perspective on financial system stability and
then further to the global financial perspective covered by the international
financial architecture. At each of these three layers, there are important,
complex networks of financial relationships and inter-dependencies that
need to be understood from a regulatory perspective if systemic stability
is to be maintained. This goal can only be achieved if an effort is made
through detailed data collection to understand the nature and density of
these networks and the manner in which a shock in one node or edge (i.e.,
link) of the network can be amplified through positive feedback eftects or
non-linear relationships to such a degree that a financial crisis could emerge.

At this stage in the development of economic thought, it is not possible
to define a fully fleshed-out alternative paradigm to the NMC rooted in
complexity theory. However, it seems clear that this theoretical approach
offers a valid and useful framework for conceptualizing many different
aspects of macroeconomic behavior in a manner which is more realistic
than the NMC. On these grounds, further work in understanding the
aggregate economy as a complex adaptive system should be encouraged in
order to gain insights from other disciplines and allow for a more pluralis-
tic approach in the study of economics.

How Has THE GLoBAL FINANCIAL CRISIS INFLUENCED
THE TEACHING OF EcoNOoMICS?

Just as the global financial crisis has triggered calls for new approaches and
reforms in macroeconomic theory and research, so too has it triggered
calls for reform in the teaching of economics. Interestingly, these appeals
have come from the top down (i.e., teachers) as well as from the bottom
up (i.e., students) and have been focused on both the general education of
economists at the undergraduate level and the more specialized training of
economists at the graduate level.
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Two of the student-led reform groups started in the United Kingdom
and have gradually attracted student affiliations in other countries: One is
the Post-Crash Economic Society (PCES) that was started at the University
of Manchester at the end of 2012, and the other is the International
Student Initiative for Pluralism in Economics (ISIPE) that was founded in
2014 and now has affiliates in over 30 countries. In April 2014, the PCES
released a report with a foreword by Andrew Haldane of the Bank of
England, who was cited earlier, criticizing the dominant focus on neoclas-
sical economics in the training of economists in the United Kingdom and
the economics curriculum at the University of Manchester, in particular.?®
The ISIPE group has made a strong appeal for teaching economics from
both orthodox neoclassical and heterodox perspectives.

What is common in all these initiatives is a call for a broader base of
training in economics that goes beyond the foundations of neoclassical
economic theory and includes economic history, the history of economic
thought and the methodology of economics to counter what is viewed as
a tendency to teach economics mainly as an abstract, value-free and purely
quantitative exercise governed by unchanging rules of behavior applicable
to all economic agents of any time and place. This tendency could be coun-
tered by a greater emphasis on the role of institutions in economic activity
and the major historical debates among economic thinkers in the teaching
of macroeconomics. There is also an appeal to balance the predominant
emphasis on deductive modes of analysis to explain certain “stylized facts”
observed by economists with a more inductive approach, which relies on
evidence-based techniques of data analysis, case studies, historical analysis
and experiments as a basis for generating certain hypotheses or differ-
ent theories to account for the patterns observed in real-world economic
events.

A good example of the latter approach is the landmark study by Thomas
Piketty on the development of wealth and income inequality in the United
States and selected European countries since the late nineteenth century,
which was discussed in carlier chapters.?* Based on his detailed analysis of
historical tax records, Piketty has pieced together over a period of 20 years
a clear and similar U-shaped pattern of inequality in these countries during
the twentieth century, which he explains from a variety of historical, literary
and sociological perspectives. He then posits a simple set of relationships
(or “fundamental laws” of capitalism) among wealth (or the capital stock),
the rate of savings, the return on capital and economic growth to develop
a unifying conceptual framework that can account for the quantitative
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results that he derives and also form a basis for making certain predictions
about the path of income inequality in the future.

Piketty’s work is also striking as he views it as an antidote to the prevail-
ing mode of mainstream economics, notwithstanding his own professional
development at the London School of Economics and teaching affiliation
with MIT early in his career. In the introduction to his study (Capital in
the 21st Century), he writes:

The discipline of economics has yet to get over its childish passion for math-
ematics and for purely theoretical and often highly ideological speculation,
at the expense of historical research and collaboration with other social sci-
ences. Economists are all too often pre-occupied with purely mathematical
problems of interest only to themselves. This obsession with mathematics
is an easy way of acquiring the appearance of scientificity without having to
answer the far more complex questions posed in the world we live in... The
truth is that economics should never have sought to divorce itself from the
other social sciences and can only advance in conjunction with them. (p. 32)

The tone and direction of these remarks are very much in harmony with
the post-crisis critiques of macroeconomics discussed earlier (including
that of Paul Romer in his concern with “mathiness”) and the student-
led appeals for more relevance to real-world problems in the teaching of
€conomics.

Building on these ideas, organizations such as the Institute for New
Economic Thinking (INET), which was founded by the philanthropist
George Soros in 2009, have begun to sponsor new course curricula for
the teaching of economics. One of these is the CORE-ECON project
(The Curriculum in Open Access Resources in Economics) directed by
Wendy Carlin of University College London, which is in the process of
completing a series of training modules for first-year students in econom-
ics (www.core-econ.org). Professor Carlin has also revised her own text-
book in macroeconomics with her co-author David Soskice to cover in
greater detail the role of monetary and financial institutions in the modern
economy in order to deal with the fallout from the global financial cri-
sis.?> Another interesting example of INET’s open access course promo-
tion is a graduate-level course in microeconomics (“Microeconomics for
the Critical Mind”), which comprises videotapes of the main lectures and
workshops from a recent course delivery at the New School for Social
Research in New York City. What is striking about this course is that while
it is rooted in the mainstream neoclassical approach to microeconomics
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based on a widely used textbook by Mas-Colell, Whinston and Green,
the lectures (and the reading list) devote a considerable amount of time
(and space) to examining the history of economic thought and contro-
versies surrounding the main theoretical concepts and approaches pre-
sented in the text, as a supplement to the axiomatic-deductive theorizing
of microeconomics.?®

SUMMARY AND CONCLUSION

The global financial crisis has triggered an active debate about the validity
and applicability of the mainstream macroeconomic paradigm, the poten-
tial contribution of alternative theoretical frameworks to the understand-
ing of macroeconomic phenomena and the need for different approaches
in economics education.

The mainstream macroeconomic paradigm or NMC based on DSGE
modeling comes out of an intellectual tradition that views the economy
as a self-stabilizing mechanism. However, the effects of the financial crisis
and the Great Recession have raised challenges to that view, as reflected in
persistent downgrades to potential GDP in the advanced economies and
the projected timing of economic recovery. Recent research since the crisis
has shown that the economy suffers permanent damage to its productive
potential during major recessions (or “hysteresis”) as a result of sustained
unemployment and lost labor skills, deferred investment and decline in
the capital stock. Debates during the recent presidential campaign in the
United States about the potential recuperative effects of fiscal stimulus
highlighted this important issue. While work has been undertaken since
the crisis to introduce financial frictions explicitly into the theoretical
framework of the NMC, many critics have argued that there are basic
flaws in the “micro-foundations” of this framework and its emphasis on
mathematical rigor and precision, which limit its relevance to real-world
macroeconomic problems.

The debate over the relevance of the NMC has triggered renewed
interest in two fields of analysis that are viewed as capable of dealing with
some of its shortcomings, namely, behavioral economics and complexity
theory. The former has incorporated the insights of experimental psychol-
ogy in trying to account for some of the anomalies in financial behavior
that cannot be explained by, or are in conflict with, the efficient market
theory of finance. In this regard, the thinking of past scholars who tried
to understand the causes and effects of financial booms and busts, such as
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Keynes and Minsky, was fully consistent with the framework of behavioral
economics well before it became a specialized field of study.

Complexity theory views the economy as an evolving, complex and
adaptive (open) system with emergent properties rather than a closed sys-
tem moving from one equilibrium state to another or along a steady sta-
tionary trend. Instead of viewing the aggregate economy as the reflection
of the actions of a single “representative agent” with perfect foresight, as
in the NMC, complexity theory understands macroeconomic phenom-
ena as patterns or emergent properties of a system in which heteroge-
neous agents are interacting with each other in the face of uncertainty
and responding to new developments (e.g., innovations and technological
change). The systems approach of complexity theory is also important for
understanding financial networks at different levels of the national and
international financial system and for gauging the potential for financial
crises to develop as a result of non-linear effects associated with problems
in certain edges or clusters within those networks.

The re-examination of the NMC has coincided with a re-assessment of
the standard approaches in the teaching of economics. A number of new
initiatives have surfaced since the financial crisis advocating more pluralism
in economics education, a greater emphasis on economic history and the
history of economic thought and a more inter-disciplinary and evidence-
based approach in economic analysis and empirical work.

NOTES

1. The IMF has made similar downward adjustments in its estimates
of potential GDP for the global economy and for the advanced
economies, as presented in Chart 4.1 of this book; see also IMF
(2015) World Economic Output (April), Chap. 3 “Where Are We
Headed? Perspectives on Potential GDP”.

2. This evidence is presented in Olivier Blanchard, Eugenio Cerutti
and Lawrence Summers “Inflation and Activity — Two Explorations
and Their Monetary Policy Implications” IMF Working Paper
#15,/230 (November 2015).

3. The debate between Professor Friedman and his critics has mostly
played out in the blogosphere. Professor Friedman’s explanation of
the Sanders’ Plan was presented on January 28, 2016 in an essay
“What Would Sanders Do? Estimating the Economic Impact
of Sanders Programs” (www.dollarsandsense.org). A critique by
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Professors Christina and David Romer (“Senator Sander’s Proposed
Policies and Economic Growth”) can be found at www.economist-
stypepad.com on February 25, 2016. Professor Friedman’s rebuttal
(“Gerald Friedman Responds to the Romers on the Sanders Plan:
Different Models, Difterent Politics”) appeared on March 8, 2016
on www.nakedcapitalism.com. An interesting analytical and graphi-
cal examination of the two points of view by Professor Menzie Chin
appeared on March 4, 2016 and can be found at www.econbrowser.
com (“Visualizing Textbook and Alternative Explanations of the
Friedman Analysis of the Sanders’ Economic Plan”), as explained
further in footnote 5 below.

4. Bradford Delong and Lawrence Summers, “Fiscal Policy in a
Depressed Economy” Brookings Papers on Economic Activity
2012(1); pp. 233-297.

5. Asauseful and interesting independent contribution to the debate,
Professor Menzie Chin of the University of Minnesota demon-
strated in a conventional textbook presentation of aggregate
demand and supply curves (AS-AD) in his blog (www.econbrowser.
com/ March 4, 2016) that the outcome of the debate depends on
the shape of the short-term aggregate supply curve, the size of the
output gap and the extent of any shift in the long-run aggregate
supply line (LRAS). The possibility of a shift in the LRAS depends
critically on the stimulus effect of additional spending on produc-
tivity gains. In the Keynesian tradition, such a result could be
envisaged as the outcome of a multiplier-accelerator type model in
which investment is dependent on the rate of growth in output.

6. For a recent summary of this debate and analysis, see David
Cushman, “A Unit Root in Post-War US Real GDP Still Cannot
Be Rejected, and Yes, It Matters” Economic Journal Watch vol.
13(1); pp. 545 (January 2016). A concurring position is expressed
in “Roger Farmer’s Economic Window” blog of April 16, 2015.
Another recent analysis that confirms these findings using unem-
ployment data is Paul Beaudry, Dana Galizia and Franck Portier
“Is the Macroeconomy Locally Stable and Why Should We Care?”
NBER Working Paper #22275 (May 20160).

7. A recent example of this literature can be found in Jesper Linde,
Frank Smets and Rafael Wouters “Challenges for Central Banks’
Macro Models” National Bank of Sweden Working Paper #323
(May 2016).
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. Prepared Statement by Professor Robert Solow for a Congressional

Hearing on “Building A Science of Economics for the Real World”,
Committee on Science and Technology, US House of
Representatives, July 20, 2010.

Professor Syll has attracted a large following through his blog
“Non-ergodic, Realist and Relevant Economics”, which can be
found at https://larspsyll.wordpress.com

Notwithstanding the popularity of the EMH, it has long been
established that stock-market returns follow a power-law distribu-
tion, which implies that extreme market events are much more
likely than would be the case if they followed a normal probability
distribution as assumed for the EMH. For a recent discussion, see
Xavier Gabaix “Power Laws in Economics: An Introduction”

Journal of Economic Perspectives vol. 30 (1); pp. 185-206 (2016).

Paul Romer “Mathiness in the Theory of Economic Growth”
American Economic Review: Papers and Proceedings vol. 105 (5);
pp- 89-93 (2015).

Olivier Blanchard “Where Danger Lurks” Finance and Development
vol. 51(3); pp. 28-31 (September 2014).

Richard Thaler, past President of the American Economics
Association (AEA), provided a very succinct and insightful over-
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CHAPTER 9

Conclusions and Lessons for the Future

The global financial crisis (GFC) of 2008-09 with its aftermath has been
the most dramatic example of global booms and busts in the modern
era of capitalism since the Great Depression. As a near cataclysmic event
for the global economic and financial system, it has had profound impli-
cations for macroeconomic analysis, monetary and fiscal policy-making,
regulatory frameworks and the reform of the global financial architecture.
In this regard, it is likely to be considered in future years as a watershed
event in terms of our understanding of financial globalization, financial
markets and their effects on national economies. As discussed in previous
chapters, much has been written since the crisis in an effort to understand
its causes and implications for policy-making and regulatory reform, as
well as for the teaching of economics. The purpose of this chapter is to
identify a number of important lessons and conclusions one can distill
from the crisis and its consequences with the benefit of hindsight and the
analytical work that has been undertaken thus far, drawing on the content
of previous chapters. In the paragraphs that follow, 25 key lessons and
conclusions are identified and summarized under five general headings:
(1) the financial sector and its regulation, (2) monetary policy, (3) fiscal
policy, (4) the international financial architecture and (5) thinking about
the aggregate economy. While these lessons are many in number, they
are not intended to be exhaustive or complete. However, they deal with
some key areas of macroeconomic theory and policy and the governance
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of the international financial system where conclusions held prior to the
financial crisis have either been confirmed or modified in important ways.
Undoubtedly, they will be refined and extended with the passage of time,
as the full implications and effects of the financial crisis are further ana-
lyzed and understood.!

THE FINANCIAL SECTOR AND ITS REGULATION

1. One principal lesson about the financial system to be drawn from
the GFC is that an unregulated financial sector can have a strong
tendency to destabilize itself. The prime example of this phenome-
non was the so-called “shadow” banking system in the United
States, which was at the epicenter of the GFC. The “shadow”
descriptor applied to this sector was intended to capture the notion
that it played a similar role in financial intermediation as the tradi-
tional banking sector but within an institutional framework that was
largely outside the perimeter of the government’s regulatory and
financial safety-net structure. It comprised mortgage originators,
investment banks, money market funds and off-balance-sheet opera-
tions of large commercial banks.

At one level, the behavior of the “shadow” banking sector, which was
largely a capital-markets-based system, exhibited many of the tendencies
that were identified by Hyman Minsky in his analysis of financial crises, or
“financial instability” hypothesis. Typically, in a period of relative macro-
economic calm such as that associated with the Great Moderation, Minsky
noted that financial institutions begin to seek opportunities to take on
activities involving higher risk in an effort to boost their returns. The pres-
ence of a bubble phenomenon such as in housing provides an ideal vehicle
for generating higher profits for financial institutions. Housing itself can
be an attractive form of collateral for supporting bank lending, and rising
asset prices in the form of home prices can appear to justify continued
lending. However, once the bubble of home prices bursts, often follow-
ing a tightening of the monetary policy, loan defaults rise as homebuyers
find themselves holding mortgages worth more than the value of their
house and facing debt-service payments they cannot make because of an
increase in lending rates. The banks begin to face losses because of the
write-down of loans in default, which may threaten the solvency of one or
more banks. At this point, depositor panic may set in and a banking crisis
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may ensue. This scenario based on Minsky’s financial instability hypothesis
describes almost exactly what occurred prior to the GFC, albeit within the
framework of financial institutions operating outside the perimeter of the
traditional banking system with excessive leverage and minimal capital.

At another level, the prelude to the GFC represented a perfect storm in
the sense that there was a complete breakdown of the principal-agent rela-
tionships and counterparty risk assessments that are normally expected to
function without government involvement as a stabilizing influence within
an advanced capitalist system. These weaknesses, coupled with widespread
fraud and abuse within the “shadow” banking system, created the condi-
tions that gave rise to the GFC. In the context of the housing bubble that
preceded the crisis, mortgage originators provided credit to households
with minimal conditions, even when the lack of creditworthiness of the
borrowers was clearly evident, with the prospect of selling these to will-
ing buyers such as the government-sponsored agencies (Fannie Mae and
Freddie Mac). These loans in turn were repackaged by investment banks
as securitized instruments such as mortgage-backed securities (MBS),
combining a mix of risk-weighted mortgages, or as collateralized debt
obligations (CDOs), which combined tranches of different risk catego-
ries from various MBS. These instruments were given favorable ratings
by the credit rating agencies under pressure from the investment banks,
on which the agencies depended for their fees and business relationships.
The CDOs and MBS were sold to individual or institutional investors, in
many cases, without full disclosure by the investment banks of the quality
of the underlying loan components. Other derivative instruments, such as
credit default swaps (CDS), were sold by a large insurance company (the
American International Group, or AIG) as a form of insurance against
CDOs/MBS defaults without proper reserves and virtually no exter-
nal supervision. These derivatives were sold not only to the purchasers of
MBS and CDOs but also to speculators who wanted to profit from any
default on the MBS/CDOs held by other investors. In these activities,
boards of directors and equity owners exercised little or no influence on
corporate managers as long as the value of their shareholdings was increas-
ing. Finally, in the case of the large investment banks, which held many
securitized instruments and derivative positions, accounting firms were
willing to advise these banks on accounting maneuvers at the end of any
reporting quarter that would conceal certain transactions in these instru-
ments or temporarily alter their financial statements in order to reassure
investors or financial analysts of their financial soundness.
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Transactions in securitized instruments and CDS were common not
only in the United States but also in the European Union as banks in
Europe became eager buyers of MBS /CDOs (given their high credit rat-
ings), often with cross-border funding secured from money market funds
in the United States. The extreme fragility of these transactions is evi-
denced by the fact that the financing provided by money market funds
and other “shadow” banking operators was typically provided in the form
of overnight repurchase agreements against the collateral of MBS /CDOs.
Once the quality and liquidity of these securitized investments were placed
in doubt, as in late 2008, a system-wide panic and failure at the national
and global levels became inevitable as investors sought to shift their assets
to the safety of government securities.

2. Apart from the idiosyncratic nature of the “shadow” banking system,
a clear lesson from the crisis is that the pattern of events that gave rise
to the financial crisis followed a familiar sequence based on the experi-
ence of other countries that had experienced a banking or financial
crisis during the age of financial globalization. These crises had typi-
cally developed in the context of a housing or stock market bubble
involving the speculative build-up of asset prices, following a liberal-
ization of the financial sector and the failure of the government to put
in place adequate supervision of the institutions operating in that sec-
tor. One important action of the US government in liberalizing the
financial sector, which helped to set the stage for the financial crisis,
was the repeal in 1999 of the Glass-Steagal legislation that was intro-
duced after the Great Depression. That legislation had separated com-
mercial and investment banking operations in the financial sector and
prohibited commercial banks from engaging in equity, bond and
derivative trading for their own account as a means of raising profits.
Then at the beginning of 2004, the main regulator with oversight of
the investment banks, namely the Securities and Exchange Commission
(SEC), adopted a posture that these institutions should be allowed to
determine their own capital requirements on the basis of their internal
risk management systems without any regulatory oversight. Also in
2000, a decision was taken by the US Treasury Department and the
Commodities Future Trading Commission that had the effect of
removing over-the-counter (OTC) derivative transactions from any
regulation or supervision. In addition, money market funds operated
without any regulatory supervision, while AIG was able to take steps
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that allowed it to select as its regulator a government agency with the
weakest reputation for its supervisory activity (Office of Thrift
Supervision), which was closed down after the crisis.

3. With the benefit of hindsight, it is clear that the structure and frame-
work of financial regulation in the United States was woefully inad-
equate in the lead-up to the financial crisis. Apart from little or no
regulatory oversight of the “shadow” banking sector, which oper-
ated with minimal levels of capital and high ratios of leverage, bank
regulators largely ignored a growing problem of low capital-asset
ratios of the commercial banks and their reliance on high levels of
leverage, in part owing to a misguided belief in the self-disciplining
power of financial market institutions. Another problem was revealed
in the very fragmented and diffuse structure of regulatory agencies
that exercised oversight of the financial sector in the United States.
In this context, the regulatory reforms introduced through the revi-
sion of the Basel Capital Accord (Basel I11) and Dodd-Frank legisla-
tion in the United States have been essential. In addition to
strengthening the common core capital requirements for banks,
with a special surcharge for systemically important financial institu-
tions (SIFIs), these reforms have introduced a new macro-prudential
or systemic stability perspective to regulatory regimes, along with
leverage limits, special funding and liquidity requirements for banks,
and the migration of OTC derivative trading to central clearing-
houses. Resolution procedures for SIFIs have also been improved.
Despite these reforms, capital requirements have become more
complex and should be simplified and further increased along with
the new minimum capital-asset ratio in order to eliminate the prob-
lem of too-big-to-fail institutions and reduce the high social cost of
system bank failures. Financial regulation of the “shadow” banking
system also needs to be strengthened. Unfortunately, the frag-
mented institutional structure of the regulatory regime in the United
States remains a problem, notwithstanding the creation of the
Financial System Oversight Council, while the availability of macro-
prudential tools available to the Federal Reserve is very limited.

4. The behavior of the financial sector as described in points 1 and 2
above supports a strong implication that financial markets are not effi-
cient in the sense of avoiding extreme bouts of asset expansion or asset
price inflation through the rational processing of information and
appropriate discounting of future profits and dividends. The existence
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of'a housing bubble in the United States, as well as in Ireland, Portugal,
Spain and the United Kingdom in the period leading up to the crisis,
supported by a ballooning in the provision of credit to the private sec-
tor, is clear evidence of the potential inefficiency of asset markets. In
addition, the fragile pyramid of risk that was built up around the hous-
ing bubble in the United States testifies to the poor judgment of
investors in identifying and appropriately pricing that risk.

5. One has also learned from the financial crisis that the links from a col-
lapse of an asset price bubble to a financial crisis and then to a severe
recession can be very strong. Once the housing price bubble deflated
in late 2006 and 2007, the balance sheet of banks weakened, with a
drop in the value of collateral, a rise in loan delinquency and a decline
in the value of securitized instruments. With the decline in the value
of securitized instruments, sources of liquidity for banks dried up and
banks began to cut back on their loans to other banks. In addition,
the prices of other assets, that is, stocks and bonds, declined with the
second-round effects on the balance sheet of the financial institu-
tions. At this stage, at least three channels of influence took effect in
bringing about a collapse in economic activity. From the side of the
banks, the deterioration in their balance sheets led to a generalized
decline in lending to households and businesses, which induced a
significant “financial accelerator” effect on output. At the same time,
the decline in the value of financial assets had strong wealth effects in
dampening consumer and investment spending. A third channel
operated through the effect of an increasing debt burden on banks
and households, which reinforced the reduction in lending to busi-
nesses and spending by households. Emergency lending by the
Federal Reserve and the Treasury Department had the effect of shor-
ing up the liquidity and capital position of large financial institutions,
but the US government failed to put in place a program that was of
any significance to alleviate the debt burden of private households.

MONETARY PoOLICY

6. Prior to the crisis, a consensus seemed to have been reached among
academic macroeconomists and policy-makers that a central bank
regime focused on inflation targeting and a fiscal policy linked to
fiscal rules, operating independently and with full transparency,
would be the best guarantor of low inflation and sustained growth
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in real GDP close to the economy’s output potential. Most central
banks in the advanced countries and leading emerging market econ-
omies were following an implicit or explicit regime of inflation tar-
geting. Regimes of fiscal rules were less common, but important
examples could be found in the Stability and Growth Pact (SGP) of
the euro zone and the operation of stabilization or sovereign wealth
funds in emerging market economies that attempted to smooth out
the impact of commodity price volatility on fiscal performance. A
clear lesson from the crisis is that this consensus was severely defi-
cient. As noted earlier, a regime of inflation targeting was inadequate
in that it essentially ignored the potential problem of systemic finan-
cial risk, while a framework of rigid fiscal rules in the euro zone has
only reinforced the deflationary bias of a fixed exchange rate regime
at a time of a global economic downturn.

7. Monetary policy has proven to be a very potent tool in forestalling
a collapse of the financial system nationally and globally and in limit-
ing the downturn in economic activity. The massive provision of
liquidity by the Federal Reserve for US-based financial institutions
and globally through a network of central banks swaps provided an
essential lender of last resort mechanism in the wake of the crisis.
This action was supplemented by capital infusions to banks by the
US Treasury Department. At the same time, the rapid decline in
policy lending rates on the part of the major central banks provided
a brake on the drop in global economic activity. In retrospect, how-
ever, it is clear that there was no “playbook” or operations manual
from emergency planning to guide the authorities. Nor were there
any useful policy prescriptions to be drawn from the mainstream
macroeconomic paradigm or new macroeconomic consensus
(NMC; see below). The authorities responded to the crisis with a
large degree of improvisation and experimentation, along with the
benefit of some important lessons distilled from the experience of
the Great Depression. A clear lesson for the future from this experi-
ence is that contingency plans and mechanisms need to be devel-
oped at the national and global levels for liquidity provision, bank
resolution and recapitalization to deal with the possibility of major
financial distress that can occur on a sudden basis in response to
unexpected developments.

8. Once the zero lower bound in central bank policy rates was
reached, we have learned that the major central banks can continue
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to play an important role in promoting economic recovery through
unconventional monetary policy in the form of “forward guid-
ance” and “quantitative easing” (QE). The former activity has
shown the strong signaling effect of central banks’ announced
policy intentions in shaping expectations in the financial markets
about the future course of interest rates. With a similar objective,
the latter activity has involved a substantial expansion of central
bank balance sheets through the purchase of MBS and government
securities with a view to bending the yield curve down at the
medium-to-long-term range of interest rates in order to encourage
borrowing and spending by the private sector. An important lesson
in the use of QE, however, is that it needs to be closely coordinated
with the public debt program of the finance ministry. During the
period 2009-13, the impact of the Fed’s QE program on reducing
long-term interest rates was partially offset by the public debt man-
agement of the US Treasury Department which was substituting
maturing short-to-medium government debt with long-term debt
issues in order to lengthen its debt profile to take advantage of the
low long-term vyields in the financial markets.

One possible undesirable side effect of QE has been a generalized
increase in financial asset prices, which has tended to favor the
wealth position of upper income groups who typically are the
major players in stock and bond markets along with institutional
investors. It may also have induced a renewed search for yield on
the part of financial institutions, reminiscent of Minsky’s frame-
work, especially at a time when the cost of funding balance sheet
operations has been so low. While it seems clear that these uncon-
ventional policies have had some effect on lowering long-term
interest rates and raising inflation expectations, their impact on
increasing real economic activity has been less certain. Looking
forward, it also remains unclear how long it will take for central
banks in the advanced countries to raise their policy rates to positive
levels in real terms and to normalize the size of their balance sheet
positions and what impact, if any, this process will have on financial
markets.

Another lesson from the crisis is that the announcement of major
changes in monetary policy can have powerful effects on exchange
rates through shifts in capital flows in anticipation of interest rate
adjustments. With a zero lower bound on central bank policy rates,
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the transmission mechanism for monetary policy has shifted from
interest rates and asset prices to exchange rates. This dynamic was
in full play during the second half of 2014 and carly part of 2015,
with a divergence in monetary policy plans among the Bank of
Japan, the European Central Bank (ECB) and the Federal Reserve.
During the eight-month period leading up to the commencement
of QE by the ECB in carly March 2015, as expectations of mone-
tary tightening in the United States and monetary loosening in
Europe were growing, the euro depreciated against the dollar by
around 20 percent. At the same time, these shifts in monetary pol-
icy of the major central banks, and in particular the Federal Reserve,
can have powerful spillover effects on interest rates and exchange
rates of emerging market economies. The so-called “taper tan-
trum” in mid-2013 when the Federal Reserve announced, as part
of its experiment in “forward guidance”, its intention to begin to
moderate its expansionary monetary policy stance was a prime
example of this spillover effect. Uncoordinated actions by central
banks in the timing of actions to loosen the stance of monetary
policy have also raised concerns of “currency wars”. These con-
cerns show that the exclusive orientation of the monetary policy of
the major economies to domestic economic objectives may not be
optimal from a global perspective, contrary to a widely held view
prior to the financial crisis. It thus raises the issue of whether closer
policy coordination at the international level would be beneficial
for purposes of dampening the volatility of capital flows and pro-
moting greater financial system stability.

We have now learned that the zero lower bound for central bank
policy rates is not absolute and thus an impediment to the emer-
gence of negative market interest rates in nominal terms. This
effect has been most clearly in evidence in the euro zone, where
economic activity has remained depressed and expectations of
inflation have been severely dampened. Beginning in September
2014, yields on a range of government notes and bonds for Austria,
Belgium, France, Germany, Ireland, the Netherlands and
Switzerland slipped into negative territory, and by the end of 2015
this trend had spread to an additional six countries of the European
Union. In addition to the programs of QE by the major central
banks, since mid-2014, the ECB and other central banks in Europe
and Japan have experimented with negative policy rates on bank



230 A ELSON

12.

13.

deposits ranging from minus 0.4 percent for the ECB to minus
1.25 percent for the National Bank of Sweden as of mid-2016. The
impact of negative policy rates on promoting economic activity
remains unclear while it runs the risk of weakening the financial
position of commercial banks through a compression of their inter-
est rate spread or of inducing an increase in lending rates, contrary
to the policy intent of the central banks, as banks attempt to resist
that compression.

Notwithstanding the potency of monetary policy changes for
achieving certain macroeconomic policy objectives, it is now clear
that interest rate policy, together with individual bank or micro-
prudential supervision, is not sufficient to maintain financial sys-
tem stability. Accordingly, a consensus has developed that central
banks need to add macro-prudential tools to their policy mix in
order to minimize the risks of financial system instability arising,
for example, from a rapid growth in bank credit and private sector
indebtedness. What is still being tested, however, is which macro-
prudential tools (such as counter-cyclical capital charges, loan-to-
value limits or debt-to-income limits) work best and in what
situations, and whether and how these tools should be coordinated
with interest rate adjustments.

FiscaL PoLicy

In the same way that we have learned from the financial crisis about
the potentially strong effects of monetary policy, so too has been
the case for fiscal policy. The evidence for this lesson was particu-
larly clear in the wake of an economic downturn when central bank
policy rates had reached the zero lower bound. A strong consensus
on the need for fiscal action was formed at the international policy
level when the Group of 20 (G20) Heads of State agreed on a
coordinated fiscal stimulus package in their first summit meeting in
Washington in November 2008. Unfortunately, following this
action, there was a fragmenting of this consensus, which has com-
plicated the process of promoting economic recovery in the
advanced economies. One fracture was created by the resurgence
of a view from within the new classical school of macroeconomics
that the expansion of fiscal policy through government expendi-
ture would be counter-productive as it would be offset by a cut-
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back in private expenditure (both investment and consumption).
This effect is captured by the notion of “Ricardian equivalence”,
which postulates that the economic effect of an expansion of gov-
ernment expenditure, whether financed by current taxes or by bor-
rowing, would be offset by a similar reduction in private spending
as households and businesses seek to increase their saving to pay
for the taxes now or in the future that are needed to keep the fiscal
position in balance.

A second fracture in the early consensus on fiscal stimulus originated
within the governments of the euro zone and the United Kingdom, which
became pre-occupied with the mounting public debt associated with the
impact of the GFC. Such thinking was bolstered by an academic view that
government efforts to reduce public debt in situations where debt sustain-
ability was in question could be stimulative for the economy. According
to this view, fiscal austerity could be expansionary by restoring the private
sector’s confidence in the government’s intent to stabilize the economy
and making clear that an expansion in private consumption and invest-
ment would be subject to less risk of inflation or the complications of a
government debt default. In the case of the euro zone, this thinking was
reinforced by the rigidity of the fiscal rules under the SGP that set a target
for government debt not to exceed a level equivalent to 60 percent of
national GDP. In the United Kingdom, as well as in the United States,
the reigning concern about the size of government debt was reinforced
by a strong belief that the size of government spending in the economy
needed to be reduced, regardless of the cyclical position of the economy.
Nevertheless, in the euro zone, the United Kingdom and the United
States, it is evident that when fiscal policy shifted from an expansionary to
a contractionary stance in 2010, this change operated as a significant drag
on economic recovery during the period 2010-12.

14. Notwithstanding the fracturing of a consensus on fiscal policy as
the recovery phase following the GFC further evolved, we have
learned that fiscal multipliers arising from fiscal expansion and con-
traction can be significantly positive, especially at times when the
zero lower bound on interest rates is present. Prior to the crisis, the
prevailing view was that such multipliers were small, weak and
uncertain, which was consistent with the attachment to fiscal rules
and reliance on automatic stabilizers on the revenue and expendi-
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ture sides of the government budget. The debate about the size
and significance of fiscal multipliers was influenced by an internal
review by the International Monetary Fund (IMF) of its policy
advice to countries seeking financial assistance in the wake of the
crisis. As a result of the programs of fiscal consolidation that were
implemented by borrowing countries, this study showed that eco-
nomic contractions were greater than expected because the impact
of efforts to reduce the overall government deficit on economic
activity were significantly larger than projected. This result has
been supplemented by more recent studies of the IMF and main-
stream macroeconomists, which have shown that increased public
investment spending on infrastructure can have significantly posi-
tive multiplier effects on aggregate output.

In the context of the euro zone, one clear lesson is that the use of
fiscal policy to bring about an internal devaluation in order to
restore competitiveness through a reduction in domestic wages
and prices can result in a severe and sustained reduction in employ-
ment and output, especially if such an adjustment program is pur-
sued under conditions when the public debt burden is unsustainable.
This lesson applies clearly to the southern-tier countries of the
euro zone, and to Greece in particular. The adjustment process for
Greece would have been much more tolerable ifit had its own cur-
rency and was able to use currency depreciation as a means of
restoring its external competitiveness, as did Iceland, for example,
which is not a member of the euro zone, in its adjustment program
following a public debt crisis at roughly the same time as that of
Greece. The public debt crises which Greece, Spain, Portugal and
Cyprus experienced in 2010-11 have clearly revealed the burden
of adjustment on countries tied to a fixed exchange rate regime,
especially in the absence of a fiscal union and an agreement (or
willingness) for surplus countries (such as Germany) to pursue an
expansionary fiscal policy in order to ease the burden on countries
(such as Greece) that need to reduce their fiscal deficit. Of course,
Greece should not have been allowed to expand its fiscal deficit so
far beyond the fiscal limits of the euro zone prior to the crisis,
which it did in large part through misreporting and deliberate
efforts to conceal the true nature of its fiscal mismanagement.

In connection with some of the lessons for monetary and fiscal pol-
icy noted earlier, it is now clear that unconventional monetary pol-
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icy alone is not sufficient to promote a sound recovery of the
economy and that a further boost to aggregate demand through a
temporary expansion of fiscal policy is required. In view of the
effects of “hysteresis” that are associated with a long and slow post-
crisis recovery, it is also important to recognize that the initial fiscal
and monetary response to a financial crisis needs to be very strong
in order to minimize the negative impact of the crisis on output and
employment. The challenge for fiscal policy-makers whether in the
executive or legislative branches of government is that the use of
fiscal policy for stabilization objectives needs to be framed within a
medium-term plan for maintaining or reaching fiscal sustainability.
An additional challenge for fiscal policy, as distinct from monetary
policy, has always been that there can be significant lags between the
points in the economic cycle when it would be seen as desirable to
have fiscal stimulus and the time it could be designed, agreed upon
and implemented. This issue has raised debate on whether more
potent elements of automatic stabilizers need to be embedded in
budget design. At the same time, it is clear that more empirical work
and debate is needed in order to forge a consensus on the proper
role of counter-cyclical fiscal policy in macroeconomic stabilization.
This issue is particularly important in the context of the SGP of the
euro area. It is striking to see such a divergence of opinion across the
major economies on what should be the proper role of fiscal policy
in the wake of a severe economic downturn, when there is much less
disagreement on what the role of monetary policy should be.

THE INTERNATIONAL FINANCIAL ARCHITECTURE

One of the clearest lessons we have learned from the GFC is that
the international financial architecture (IFA) is seriously defective.
The IFA represents the institutional and informal arrangements
that governments have put in place to provide stability to the inter-
national monetary system and to manage the systemic risks of
financial globalization. The twin institutional pillars of the IFA,
which have links with a number of other agencies and committees,
are the Financial Stability Board (FSB) and the IMF. The former
oversees work on standards for the infrastructural aspects of the
IFA (accounting, banking regulation, financial market organiza-
tion, etc.), while the latter has been the main forum for policy
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deliberation and emergency lending to promote global stabiliza-
tion objectives. Both the FSB and the IMF are expected to coordi-
nate their activities with a view to monitoring global financial
system stability. The political directorate that guides the IFA is the
G20. To be effective, the IFA needs to provide essential public
goods in regard to the oversight of systemic financial risk, the coor-
dination of financial regulation, international policy coordination
and an international lender of last resort (ILOLR) mechanism. In
each of these four areas there were major shortcomings. Clearly
the recent growth of financial globalization has exceeded the
capacity of the IFA to guide or manage it.

In the regulatory field, the financial crisis demonstrated in a dra-
matic fashion that while the cross-border networks created by finan-
cial market institutions had become very dense, the regulatory
perimeter of governments remained strictly territorial. This reality
became evident, for example, in the aftermath of the Lehman
Brothers” bankruptcy in which international operations of this
investment bank were “ring-fenced” by multi-year insolvency pro-
ceedings in each country in which it operated. Prior to the crisis, the
major effort in international regulatory cooperation was embodied
in the Basel Accord for bank supervision, which was first agreed
upon in 1988 on a voluntary basis by bank regulators from the G10
countries meeting in the Basel Committee on Bank Supervision at
the headquarters of the Bank for International Settlements in Basel,
Switzerland. That agreement (Basel I) established the minimum
capital requirements for commercial banks according to risk weights
for their assets, using ratings of credit rating agencies to determine
the riskiness of different asset classes. The Basel Accord was revised
in 2004 (Basel II) to introduce additional risk weights for the deter-
mination of capital requirements for most banks and to establish a
new regime for larger banks based on their own internal risk models.
This regime was already in place in the European Union at the time
of the financial crisis but was still in the stage of early implementa-
tion in the United States, although bank regulators in the United
States under pressure from the large banks had already adopted the
Basel II approach for the determination of capital requirements for
those banks. This feature of Basel II became a critical factor in laying
the groundwork for the GFC as it led to a reduction in the capital-
ization of the large banks and an increase in their leverage.
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Asaresult of the crisis, an expanded membership of the Basel Committee,
which brought in the representatives of all the G20 countries, agreed in
December 2010 on a revised Basel standard (Basel III). An important
impetus for this revision came from the establishment of the FSB in 2009,
comprising finance ministers and heads of regulatory agencies from the
G20 countries. The new accord represented a radical revision of its prede-
cessors in that it established a more rigorous definition of capital and raised
the minimum requirement for all banks while introducing a new capital
surcharge for the larger banks. It also put in place a new minimum capital-
asset ratio requirement of 3 percent and minimum liquidity requirements
for banks. While it is clear that improvements have been made to the Basel
Accord, it can easily be argued that the minimum capital requirements are
still too low and that the new capital-asset ratio still allows banks to oper-
ate with an excessively high degree of leverage (up to 33 to 1).

19. In the wake of the crisis, there has been some improvement in
international policy coordination with the shift in the leaders’ sum-
mit from the G7 to the G20 and its links to the IMF through the
G20 Finance Ministers and Central Bank Governors. Prior to the
crisis, the main continuous forum for international policy discus-
sions was the IMF, which can provide an effective and highly com-
petent secretariat for such discussions but does not have the power
to enforce any agreement or commitment among its members.
This limitation on the part of the IMF was evident in pre-crisis
efforts to bring about macroeconomic policy adjustments by
means of a multilateral consultative process among the major econ-
omies to deal with the problem of global imbalances. Immediately
after the crisis, the forum for international policy discussions shifted
to the G20 with the technical support of the IMF. Initially these
efforts were successful, as suggested earlier in the design of policies
to respond to the crisis. In this connection, a process of peer review
on policy implementation (so-called Mutual Assessment Process)
was instituted in 2009 to help reinforce policy commitments, but
with the passage of time, this mechanism has weakened. In part,
this outcome has resulted from the fact that the agenda for the
G20 has been greatly expanded to cover a range of issues beyond
international macroeconomic policy, each of which merits political
direction at the highest level. The lesson from the crisis in this
dimension of the IFA is that the major economies still need to find
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a way to establish a mechanism of peer review with sanctions, for
example, to reinforce key decisions in the international macro pol-
icy arena. Building on its post-crisis Integrated Surveillance
Decision, the IMF should be given authority to recommend some
form of collective action by its membership in the event a country’s
economic policies are judged to be a major threat to its own stabil-
ity or to have serious negative spillover effects on other countries.

20. Another sign of the weakness in the IFA is the absence of a clear
ILOLR mechanism at times of financial stress, such as during the
GFC. The IMF is ideally suited to play that role, but it lacks a
liquidity instrument that countries can easily access at a time of
financial stress. The two emergency credit facilities that now exist
(the Flexible Credit Line and Precautionary and Liquidity Line)
require high standards of macroeconomic performance as a basis
for pre-qualification, and access has only been granted to four
member countries. During the recent crisis, the US Federal Reserve
in effect served as the main ILOLR through its central bank swap
network, but this was an ad hoc and temporary arrangement estab-
lished for only 15 countries. The Fund played a secondary role in
crisis lending, by providing conditional lending to 17 other smaller
countries under traditional standby arrangements during the first
year of the crisis.

One result of the absence of an ILOLR is that most emerging market
economies have established their own contingent reserve facilities through
the accumulation of high levels of foreign assets. This development was
in full display in the years prior to GFC and was one factor in limiting the
spillover effects of the financial crisis emanating from the advanced coun-
tries. This decentralization of the ILOLR mechanism has continued since
the crisis, with a further build-up or expansion in bilateral swap arrange-
ments and regional funding facilities, such as the Chiang Mai Initiative
Multilateralization for the ASEAN+3 countries, and the Latin American
Reserve Fund. However, the largest element of the global financial safety
network has remained countries’ own reserve facilities. This further decen-
tralization of the ILOLR mechanism creates additional problems for coor-
dination among its constituent elements that puts a greater premium for
enhancing the emergency lending role of the IMF within the IFA.
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In light of the adjustment problems of Greece, an important lesson
from the GFC is that a sovereign debt-restructuring mechanism
(SDRM) is required at the international level to deal with prob-
lems of debt sustainability of sovereign borrowers. The IMF estab-
lished, in 2002, a policy that its financial resources should not be
committed to support a country’s external adjustment programs in
cases where the country could not be judged to have a sustainable
debt burden over the medium term. While this is a sensible policy
on the part of the Fund, even though it was breached in the case of
Greece under the pressure of its European members, no statutory
mechanism or facility exists to promote debt restructuring in coun-
try cases where it is required. Since the failure of efforts to create
an SDRM associated with the Fund in 2001-02, sovereign debt
restructuring has proceeded on an informal and decentralized con-
tractual basis through the device of the “collective action” clauses
in sovereign debt contracts. The lessons of experience, including
that of Greece, have shown, however, that debt relief by this
approach has generally been provided on a “too little and too late”
basis, which has frustrated rather than promoted successful
medium-term adjustment programs. Moreover, the experience of
Argentina has demonstrated that the current informal arrange-
ments for sovereign debt restructuring can lead to very protracted
negotiations, which do not restore a country’s borrowing capacity
in the face of holdout creditors.

THINKING ABOUT THE AGGREGATE EcoNOMY

An important macroeconomic lesson of the crisis of 2008-09 is
that it has put to rest any claims that national economies can be
seen as equilibrium systems that have a natural tendency to self-
correct. This is not a new idea in the history of economic thought
and was, many decades ago, the focus of Keynes’ famous General
Theory. In the wake of the Great Depression, Keynes attempted to
show that the conclusions of the classical school of economic
thinkers beginning in the nineteenth century, which pointed to the
ability of national economies to operate as self-equilibrating sys-
tems, were not true. In subsequent academic work, however, the
framework of Keynes’ thought was put aside for its lack of “micro
foundations”. Instead, a new school of macroeconomics (or NMC)
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had come into ascendency in the period leading up to the crisis
which reasserted the claims of the prior classical school regarding
the inherent stability and self-correcting capacity of capitalist mar-
ket economies. This new paradigm, based on the aggregation of
independent “representative agents” operating under rational
expectations, was grounded in a much more theoretically sophisti-
cated and mathematically elegant framework than the classical
school of Keynes’ time. As a tool for policy analysis, the quantita-
tive framework of the new classical and new Keynesian paradigm,
which was defined in term of dynamic stochastic general equilib-
rium (DSGE) models, was widely used in a number of central
banks and international institutions. Remarkably, however, prior to
the crisis, these models basically ignored the financial sector on the
premise that it was not subject to any frictions and did not have any
enduring effect on the behavior of the real economy. Since the
crisis, we have learned that these models cannot account for the
medium-term effects of “hysteresis” associated with a major eco-
nomic downturn such as the Great Recession, which has resulted
in a sharp decline in the estimates of potential GDP for the coun-
tries most affected by the GFC, as well as a drop in their post-crisis
rate of economic growth compared with trends prior to the crisis.

23. The mainstream macroeconomic paradigm grounded in DSGE
models was also shown to be problematic in the light of the crisis in
that it had failed to identify any significant risks in asset markets and
financial market activity in the years prior to the crisis. Some critics
have complained that the dominant framework for macroeconomic
analysis was defective because it was unable to predict the crisis;
however, such a criticism seems unrealistic given the inherent uncer-
tainty that applies to major deviations from forecasts or extrapola-
tions based on recent developments. Nevertheless, one can argue
that macroeconomic analysts and modelers should have been able
to identify economic or financial activities where significant risks
were present and the potential for negative spillovers existed.

By the same token, the mainstream macroeconomic paradigm can also
be criticized for its failure to provide any guidance for policy action once
the crisis had erupted. Macroeconomic shocks of the magnitude experi-
enced by the United States and other major economies were simply not
within the normal range of calibration associated with the use of DSGE
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models. Some commentators have claimed that the actual policy response
to the crisis, as expressed in central bank liquidity provision, monetary eas-
ing and fiscal stimulus, was perfectly consistent with the standard macro-
economic policy framework that can be found in economic textbooks (i.e.,
the IS-LM and aggregate demand /supply models). This may be true, but
these approaches to macroeconomic analysis have very little direct asso-
ciation with modern DSGE models and mainstream academic macroeco-
nomics prior to the crisis. Instead, they derive from the work that was first
developed nearly 80 years ago by lead interpreters of Keynes’ classic work
(such as John Hicks).

The growing concern with the potential problem of “secular stag-
nation” as a means of explaining the slow and uncertain pace of eco-
nomic recovery in the advanced economies since the GFC, as well as
Japan’s experience over the past two and a half decades, only rein-
forces the basic notion that modern capitalist systems are not inher-
ently self-correcting.

24. An additional distinct but very important lesson from the GFC is
that the global capitalist system is not neutral with respect to its
impact on income distribution and, in fact, has been associated
with a substantial increase in income inequality. At first glance, the
two issues of the financial crisis and income inequality seem to be
unrelated, as the former was related to the operations of financial
markets, whereas the latter is related to structural factors in the
economy. However, in the wake of the crisis, the impact of the
economic downturn on long-term unemployment rates, real
income gains and the increasing share of income accruing to the
top one percent of the income distribution have heightened con-
cern about the connection between economic and financial global-
ization and income inequality. Prior to the crisis, the issue of
income inequality was largely ignored in macroeconomic policy
debate, even though it had been a growing problem since the
onset of economic and financial globalization from the late 1970s.
Moreover, since the crisis, economic research has shown that there
has been a strong correlation between the growth in the financial
industry and rising income inequality.

As a general matter, issues of income distribution were not a major focus
of economic policy and academic debate prior to the crisis. At a concep-
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tual level, one could argue that the main conclusion of economic growth
models was that there should be some convergence in income distribution
within and across countries over time, as poorer regions and countries
tended to grow faster than richer ones with the benefit of domestic or for-
eign investment and a higher marginal productivity of capital. A similarly
benign view was held by many economists, which can be traced to the
empirical work of Simon Kuznets in the mid-1950s, who postulated on
the basis of historical national income data that over time, as industrializa-
tion proceeds, there should be an initial tendency for income distribution
to deteriorate, which is then reversed as a growing middle class develops.
More generally, under the influence of the NMC, the focus of macroeco-
nomics shifted to near-term stabilization objectives of low inflation and
full employment and to the role of competitive markets and the expecta-
tions of market participants in achieving these objectives.

An important influence on focusing attention on the problem of
income inequality in the advanced countries was the publication, in 2014,
of Thomas Piketty’s analysis of income distribution, Capital in the 21st
Century. Few if any studies of economic history in recent memory have
had the impact on academic and popular debate as has this one. The
detailed historical research summarized in this book has demonstrated
that as an empirical matter, the growth of modern capitalist economies has
been associated with a clear and sustained pattern of worsening income
distribution since the middle of the last century, contrary to Kuznets’ con-
jecture. This trend was particularly noteworthy in the two decades prior
to the GFC. A number of factors have been at work in bringing about
this change in income distribution, such as the decline in union power,
the reduction in marginal tax rates at the top level of the income scale
and in taxes on capital income and estates, the upward spiral in executive
compensation and the impact of globalization on widening the disper-
sion between wages for unskilled workers and those for educated workers,
especially in I'T-related industries.

On a priori grounds, it may not be possible to determine conclusively
whether modern capitalist systems have positive or negative effects on
income distribution, as it depends largely on the institutional, legal and
policy arrangements that underpin the market system at a given period in
history. Thus it is largely an empirical matter. In this regard, the negative
impact of the Great Recession of 2008-09 on incomes of the lower- and
middle-class groups in the United States has attracted much attention and
has been the focus of great concern in academic and policy circles. This
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problem is highlighted by the simple fact that nearly 60 percent of the
gains in income since 2009 have accrued to the top 1 percent of the income
distribution, according to research by Emmanuel Saez of University of
California (Berkeley). It is also noteworthy that following a long period of
relative stability, the share of labor income in total factor income started to
fall after 2000 from an average of around 65 percent in that year to around
55 percent in 2013.

There were two developments associated with the financial crisis that
could have contributed to the declining share of labor income. One was
the explosive growth in executive compensation, which was characteris-
tic of both the nonfinancial and financial corporate sectors. The other
was the increasing share of financial services in national income, which
reached a peak in the years prior to the financial crisis. As regards the lat-
ter factor, it needs to be recognized that the financial services sector is a
vital component of a dynamic capitalist, market-based economy. However,
studies have shown that after a period of growth, there is a turning point
after which a further growth in the financial services has a negative influ-
ence on growth. According to some recent empirical studies, such a point
was reached in the years prior to the crisis and may have reflected the
churning of financial activity (“financialization”) that was associated with
momentum trading and the development of high-speed trading in stocks
and bonds. This activity can be seen as a means of extracting rents from
financial transactions that goes beyond the socially useful role of financial
markets in the allocation of investment and management of risk associated
with a well-functioning financial sector.

Some of the financial sector reforms initiated in the wake of the crisis
(e.g., higher capital requirements and insolvency regimes for SIFIs) may
help to prevent a further deterioration in income inequality. However,
significant improvements in income equality will require time and a broad-
based effort including income tax reform and changes in corporate gover-
nance, as well as adjustments in social and educational policy.

25. In the wake of the financial crisis, an important lesson that many
economists have drawn is that the NMC needs to be modified. At
the very least, the main framework of DSGE models should be
expanded to take explicit account of the links between the financial
sector and the real economy, and work has proceeded along this
line. However, it is also important to expand mainstream economic
thinking by incorporating the insights of other fields of economic
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analysis such as behavioral finance and complexity theory. These
areas of study have attracted attention in large part because they
offer insights into financial and macroeconomic behavior that can-
not be derived from the axioms and postulates of DSGE models.
More generally, economists should be prepared to incorporate the
insights from other fields of the social sciences in their efforts to
understand and explain economic phenomena.

The failure of the current macroeconomic consensus to provide any
guidance into the causes and resolution of the financial crisis has also
raised concerns about the range and scope of topics to be included in
the teaching of economics at both the undergraduate and graduate levels.
While maintaining the intent of economics to operate as a scientific field of
study, it is important that students be exposed to the history of economic
thought and the main currents of economic history that have influenced
the evolution of both neoclassical and alternative approaches to the study
of economics. At the same time, greater emphasis should be given to the
empirical techniques to support a more evidence-based approach to eco-
nomic analysis.

* % %

On the basis of the 25 conclusions and lessons summarized above, one
can argue that the GFC has had, and will continue to have, a significant
impact on macroeconomic thinking and the design and implementation
of macroeconomic policy in both national and global settings. In particu-
lar, it has also brought to the fore the continuing challenges of financial
globalization and the need to strengthen the IFA. Since the financial cri-
sis of 2008-09, countries have become more acutely aware of the vaga-
ries of international capital flows and the potentially large destabilizing
shocks that they can create for emerging market and advanced economies
alike, reminiscent of the problem of “sudden stops” during the 1990s. In
order to avoid an erosion in financial globalization and the global capital-
ist system it supports, it is imperative that members of the G20 strive to
find ways to improve international policy coordination, the monitoring
of global financial system stability and international financial regulation
while creating a permanent ILOLR mechanism and SDRM with a view to
securing the benefits of financial globalization and minimizing its disrup-
tive tendencies.



CONCLUSIONS AND LESSONS FOR THE FUTURE 243

As the global economic and financial system continues to become more
integrated, the institutional arrangements of the international financial
architecture need to be strengthened on a continuing basis in order to
promote stability and minimize the risk of future global financial crises.
Over time, improvements in the crisis-prevention capability of the TFA will
require an increase in the authority and independence of an international
financial institution such as the IMF in conducting its multilateral and
member-country surveillance activities. In its multilateral surveillance, the
Fund (in coordination with the FSB) needs to be able to assess the risks
to global financial stability on a continuing basis, drawing on its periodic
evaluations of major country regulatory frameworks and financial systems.
At the country level, it needs to have the full support of its members in con-
ducting its annual assessments of the soundness of their macroeconomic
policy frameworks and their prospects for maintaining medium-term fiscal
and external sustainability and in any future efforts to coordinate policy
changes to deal with problems in the global economy where a multilat-
eral solution is required. In this connection, member countries should
be willing to impose penalties or sanctions on a country that does not
cooperate with the Fund in making adjustments to its domestic financial
or macroeconomic policies that pose a threat to its medium-term financial
or external stability or that have significant negative spillover effects on
other countries. This kind of reform in the Fund’s mandate, however,
can only be envisaged in a global system where each member country
shares a strong commitment to a liberal and stable economic and financial
order and a common understanding of the significant benefits that can
flow from such an international arrangement. In promoting such a com-
mitment, the G20 has an indispensable role to play.

NOTE

1. This chapter is a revised and extended version of an essay by the
author entitled “What Have We Learned from the Global Financial
Cirisis and Its Aftermath?”, which was published in World Economics
Vol. 16(2), April-June 2015.
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