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Evans ECO3223 Notes

4/8/10

· This is the 3rd lecture spent on chapter 9, I am guessing that this is going to be a pretty important chapter

· We are going to see how the financial crisis played out in Europe

· Europe had similar problems caused by similar circumstances as the U.S.

· Low interest rates

· Real estate boom

· Mortgage backed securities were being purchased by large financial institutions

· So what happened to those institutions as the sub-prime crisis began to unfold in the U.S.?

· Their assets begin to fall in value, balance sheets begin to deteriorate.

· What happened when the credit rating agency of Fitch and Standard and Poors began to downgrade the ratings of Mortgage backed securities?

· The European banks, in an act to preserve their liquidity and capital, by refusing to make inter-bank loans, The equivalent of U.S. banks refusing to lend fed funds to one another.
· This is a problem because?

· Most of these institutions are having liquidity problems, because their loans are not being paid, deposits are running off. 

· TED SPREAD: the interest rate spread between U.S. treasury bills and Eurodollars
· EURO-DOLLARS: U.S. currency that is deposited in European banks.

· A higher TED SPREAD means that interbank loans in Europe are going to have a higher rate of interest
· Very little credit available
· Liquidity problems

· Balance sheet deterioration

· Finally had the first bank failure in the 100 yrs in the U.K. in Sept of 08
· Remember the question from the last test, “what was the cause of the 100 yrs in U.K. without a bank failure?”

· The answer was bagegots rule, or as someone in class said “bag-a-ho’s” rule

· Bag-a-ho’s rule was the mandate that the central bank shall act as the lender of last resort

· Institutional and personal balance sheets in Europe begin to deteriorate

· BACK IN THE U.S.

· We begin to see high profile firms beginning to fail 

· Bear Sterns suffers losses and is ultimately sold to J.P. Morgan

· Fannie MAE and Freddie MAC, insurers and underwriters of Mortgage Backed Securities are beginning to suffer losses from people making claims

· Lehman Brothers filed for bankruptcy in Sept 08, largest bankruptcy filing in U.S. history, 600 Billion

· AIG, very large insurers, insured 400 billion contracts involved with MBS

· The FED bailed AIG out with an 85 billion dollar loan

· Regulatory authorities pass a bailout package Oct. 3rd for $700 Billion

· Congress also approves a $780 billion stimulus, (government spending)  plan to increase aggregate demand in the macro economy
EMERGING MARKET ECONOMIES:
· There are 4 main factors that can contribute to a financial crisis in EMERGING MARKET ECONOMIES

1) Very poorly developed financial markets or lack of financial infrastructure: 

a) poorly developed system of financial intermediation

b) poorly regulated

c) lack of expertise

i) Without all these above things it is very difficult to channel funds from savers to borrowers

2) Mismanagement of growth:

a) Overly ambitious, they want to elevate their GDP per capita

b) A lending boom occurs because of over ambition
c) A lending boom causes very high levels of risk

d) Adverse selection and moral hazard problems are a result of the lending boom

3) Fiscal Problems:

a) Very high levels of Government Debt

b) Governments in need of money will pursue debt financing by issuing government debt

c) If the world market loses confidence in that country than those government bonds will lose value

d) Institutions may refuse to by these government bonds and then:

e) The government forces the financial institutions to buy them

f) This causes the balance sheets of financial institutions to deteriorate

4) Political instability:
a) This creates high levels of uncertainty
Why is strong financial infrastructure, along with well developed court system so important for an emerging market economy?
· Legal disputes can be settled

· People have property rights and incentives

AT THIS POINT THE TEACHER WAS ASKED A QUESTION BY A STUDENT INVOLVING GREECE

SHE WENT ON TO SAY:

· Greece has week credit rating on its government bonds

· The value of Greek bonds in falling

· What happens when the rating of Greek bonds falls?

· The bonds lose value

· The interest rate the Greek government is charged to borrow money is increased

· The cost of the bond goes down while the interest rate paid on them increases

· Anyone that owns Greek bonds has a loss of wealth because the value of the assets side of their balance sheet takes a hit
· This causes their Net worth to fall

THE STAGES OF A FINANCIAL CRISIS IN AN EMERGING MARKET ECONOMY:

· STAGE ONE: initiating event occurs, it can be one or more of the above four

· Poorly developed financial markets,  Mismanagement of growth,  Fiscal Problems, or Government instability

· STAGE TWO:  Currency crisis develops, *this only happens in an emerging market economy & not in a country like the U.S.

· Why does the currency begin to have a crisis to begin with?

· The demand for the countries stocks and government bonds declines and these can only be bought with the country’s currency

· Ex: I have to convert U.S. dollars to Euros to buy Europeans assets

· This makes the demand for the counties currency decline because no one is buying their assets

· Since the demand for the country’s currency is down, that countries government must create demand by buying its own currency to stimulate demand

· The above act is called DEFENDING THE CURRENCY 

· We begin to see speculative attacks on the country’s currency
· This means that the country has to defend the country’s currency  from being devalued

· How does the government increase demand for its currency?

· INCREASE INTEREST RATES

· BUY IT”S OWN CURRNECY

· Why would increasing interest rates stimulate demand for that currency?
· It increases demand for interest bearing assets priced in that country’s currency

· What is a secondary effect of a government raising interest rates on financial institutions?

· Banks have to pay more interest on their liabilities, and overnight loans but if they have any assets with locked in interest rates than they begin to take a loss

· Banking profits fall

· Currency speculators begin to sell off the currency

· Supply and demand for the currency:

· Increase demand to keep the exchange rate of the currency stable

· Currency crisis

· STAGE THREE:
· Emerging Market Country is in a full blown debt crisis at this point
· The  government debt increases
· Increase in the expected and actual inflation

· Banks are more likely to fail

· The only thing different b/w a financial crisis in the U.S. and an Emerging market economy is the (currency/Foreign exchange) crisis kicking in
· Why is political instability a real problem for emerging markets?
· Political instability makes it hard for a country to attract the foreign investment dollars that they need to finance their growing economies
· Economic Freedom Index: the higher a country’s economic freedom than there is a correlation to high GDP growth rate
· What determines GDP curve?
· Long Run Aggregate Supply
· So a higher economic freedom determines your LRAS
· The book look at 3 different financial crisis around the world and they were:

· East Asia

· Mexico

· Argentina

· Causes are similar and different
· In East Asia and Argentina the crisis were due to FINANCIAL LIBERALIZATION in the 1990’s

· Both these country’s had very similar initiating events

· Lending boom coupled

· weak supervision

· lack of expertise

· Loan losses escalate

· High levels of adverse selection and moral hazard

· Firms taking on more risk

· Inevitable these firms begin to suffer high levels of loan losses

· If the asset category of loans begins to collapse what happens?

· Individual balance sheets and F.I. balance sheets collapse
· Loan losses are incurred

· Capital and Liquidity occurs

· Mexico had a further event, which was political instability involving an assassination along with the financial liberalization.

· This made people lose confidence in Mexican economy and assets.

· Argentina’s Crisis:
· Argentina was in a recession and this lead to an increase in government deficit
· Why would a recession lead to an increase in government deficit?
·  Because the government tax revenue was declining so they had to borrow to cover their spending
· Pretty soon the government of Argentina is having a hard time selling its government bonds.

· So the Argentine government forces Financial institutions to buy it bonds

· This is where it gets bad because the shitty Argentine bonds that banks were forced to buy are now declining in value.

· As these bonds on the banks balance sheets are declining in value than what happens to these financial institutions that are forced to buy them?

·  banks are having liquidity problems, and their capital is being eroded and then the whole domino effect that took place in the U.S. takes place in Argentina
· Decline in banks balance sheets, decline in lending, all accompanied by a rise in interest rates abroad

· Just remember that whatever the cause of the financial crisis we will see it show up in Financial institutions

· From the financial institutions it works its way throughout the economy to eventually contract GDP

Possible Policy Options to Deal with a Financial Crisis:
a) Preventative: do not let it happen in the first place by:

1. Do not let interest rates fall, or remain too far beyond a target equilibrium to prevent bubbles from over speculation
2. How does the fed determine what the current rate of interest should be?

a) The Taylor rule

3. What was a contributing factor to interest rates remaining so low for so long in the 90’s and 2000?

a) A lot of foreign investment pouring into the U.S. economy that funded the growth in the 90’s and this caused the interest rates to stay low because of an increase in supply of loan-able funds
b) Remedial:  What to do after a financial crisis occurs: 3 things
1. DO NOTHING, the market will self correct
a) Can the market self correct if the financial markets are not working
b) Let the winners win and the losers lose
c) “If your neighbor’s home is on fire and it is going to spread to your house does it make sense to do nothing?”  Lawrence Summers
2. EXPANISONARY MONETARY POLICY:

a) Lower interest rates to… 
b) Stimulate spending and… 
c) raise assets prices
3. DEVALUE THE CURRENCY:

a) This happened during the Great Depression when the U.S. Dollar was on the gold standard.
b) How does a country devalue its currency?
· The government sells off its holdings of U.S. dollars
· This lowers the demand for the currency
c) Why would Roosevelt want to devalue the currency during the G.D.?

· Because our exports become cheaper to foreign countries

· Our financial assets also become cheaper

· This causes a huge inflow of money, increasing the money supply and lower interest rates

d) MAIN POINT OF #3 is to INCREASE AGGREGATE DEMAND

4. USE OF THE LENDER OF LAST RESORT:  The FEDERAL RESERVE SYSTEM established just for this reason
a) The FED will act as a lender to banks experiencing liquidity problems

b) Not only to banks, but investment institutions

5. INSOLVENT INSTITUTION BAILOUTS MADE BY THE CENTRAL BANK OR TREASURY DEPT
a) Extending discount lending

b) Or discount lending under different more accommodating terms to banks experiencing problems

c) Higher amounts, longer terms.

d) Things like the Capital purchase program

e) Troubled Assets Relief Program  (TARP)
· The trouble with tarp is that if banks know they will be bailed out than they will take more risk.

c) Next class we will look at THE THEORY OF MONEY DEMAND

1. Classical theory, Erving fisher

2. Keynesian theory

3. Friedman’s theory of asset demand

