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Crisis T which crisis?

A Hank Paulson, 13 March 2007

i AiThe fallout 1 n subprime mortgga
lenders,buti t i s | argely contained. 0O

A Ben Bernanke, 17 May 2007

I AWe believe the eff suwprimeosectotdme t
the broader housing market will be limited and we do not expect
significant spillovers from the subprime market to the rest of the
economy or to the financial sys
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U, HOUSTON?.
THE DAMAGE
IS EVERYIWL

Patrick Carrington, Toronto Star, 08-21-07




Overview and key messages

A Taking stock

I Looking backwards: we think we know what happened
A Global Imbalances
A Irresponsible banking practices
A Irresponsible policy-making
I Looking into the future: we have no idea what is likely to happen

A Taking a closer look
I Regional level (EV)
I National level

A Taking bets
I The crisis is likely to stay (no U, no V, rather an L)
I Some global adjustments are still ahead of us
I Social and political implications are likely to be significant




. TAKING STOCK:
GLOBAL IMBALANCES
AND BEYOND




Taking stock: the causal chain

Imbalances in the US real restate boom
global economy and high debt levels
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Current crisis management is not sufficient

Paradox: The crisis is global, responses are national

Decline in demand

» Stimulus packages ok

Global banking crisis » Responses insufficient

Imbalances in the
No answers

global economy




Global imbalances and their implications

A Global imbalances are a key factor in this crisis
i Mainly AChi mericao
A Prepare for hard landing
I Reversal of capital flows
I Global exchange rate crisis
I Sovereign defaults

A Problem regions
I Eastern Europe
I Emerging Asia
I Latin America




Chinese FX reserves (in mn USD)
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AChi mericafn: Causes and Cons

A Origins date back to 1998

A Situation before the crisis (2006-2007)

I The US needs 2bn $ of foreign capital inflows per day
A 23,000 $ per second

T US current account deficit = 6.5% of GDP
I China buys US treasury bonds

A Bond prices rise, interest rates fall

i Chinese foreign reserves = 1 trillion $
A 10% of GDP leave the country

A Effect: Low long term interest rates in the US
I Real estate boom, savings rate at zero, high debt levels

A Quite rational behavior of both China and the US

I US: Low interest rates, cheap imports, low inflation
i China: -ln&ek pgorawt ho, wunderval ued
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The Case-Shiller-House-Price-Index

Inflation-adjusted U.S. home prices, Population,
Building costs, and Bond yields (1890-2005)

185

Home-Price Index

100

_161
Building-Cost Index

100 _ , A Population 294 million
Yield on 10-Year

63 million Treasury Bond

3.42% 4.07%
1890 1920 1940 1960 1980 2005

Source: Irrational Exuberance, 2d ed. (Fig.2.1)
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When will prices stabilize?

Case-Shiller Home Price Index
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But imbalances were even broader

A Many countries took risky bets in the global system

I Net capital importers
A US, Spain, UK, Australia, Turkey, CEE

I Net capital exporters
A China, Russia, Japan, Oil producing countries, Germany

A EMESs increased both foreign assets and liabilities

I Reserves vs. private capital inflows
I Aggressive external financing (corporate and public debt)

A Additional problems
I Carry trades (ZIRP in Japan)
I Commodity price fluctuations
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How to unwind global imbalances?

A A hard landing is likely

A Global FX adjustments will continue

I Net capital importers see their currencies depreciate

A UK, Australia, Turkey
A Notable exception: US (but USD likely to depreciate)

I Net capital exporters fear appreciation of their currencies
A China, Japan

A EMESs face a sharp decline in private capital inflows
I lIF projects USD 165bn in 2009 (down 82% from 2007!)
I Crowding out effect

A Declining commodity prices make problems even worse
I GCC countries, Russia

A Are sovereign defaults avoidable?
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How to stabilize national economies?

A Monetary policy

I Quantitative Easing (Fed, BoE) vs. unlimited credit lines (ECB)
A Fiscal policy
I TTT (timely, temporary, targeted) vs.

I TLLDCCS (timely, lasting, large, diversified, contingent,
collective, sustainable) i as argued by the IMF

I Look for multipliers

I Take into account initial fiscal position
A Highly indebted countries are less likely to trigger growth
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How to stabilize national economies?

Graph 2: Estimated multiplier effects by the OECD

Range of estimates of short-term fiscal multipliers based on large-scale models

All studies Studies with both 1st and 2nd year multipliers
Year 1 Year 1 Year 2
Low High Mean Low High Mean Low High Mean
Purchases of goods and service 06 19 1.1 09 1.9 1.2 0s 2.2 1.3
Corporate tax cut 0.1 05 0.3 0.1 0.5 0.3 0.2 0.a 0.5
Personal income tax cut 0.1 11 0.5 0.1 11 0.5 02 14 0.8
Indirect tax cut 0.0 14 0.5 0.0 0.6 0.2 0.0 0.2 0.4
Social security contribution cut 0.0 1.2 0.4 0.0 0.5 0.3 0.2 1.0 0.6

Note:  Models surveyed are National Bank of Belgium Mods!, Interlink, Deutche Bundestank Model, Banca d'ltalia mode!, Banco de Portugal model,
Banco de Espafia model, Area-Wide Model, ESRI Short-Run Macroeconometric Mode! of the Japanese Economy, Department of Finance's
Canadian Economic and Fiscal Model, averages of US models as reported by Fromm and Klein 1376, averages of US models as reported by
Bryant et al 1988, averages of US models as reported by Adams and Klein 1991 and averages of UK models as reporied by Church et al 1993.
These models cover United States, Japan, Euro Area, Germany, France, italy, United Kingdom, Canada, Spain, Belgium and Portugal.

Source: Adams and Klein (1391), Bryant (1988), Church et al. (2000), Fromm and Klein (1976), Henry et al. (2004), Roeger and in't Veld (2009) and
Perotti (2005).

Source: OECD (2009)
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Il. TAKING A CLOSER
LOOK: WHAT CAN OR
SHOULD THE EU DO




Europe: What are the key problems?

A Today
I Recession in EU countries
I Bank failures
I Starting collapse of certain industries
I Reversal of capital flows

A Tomorrow
I Sustainability of public finances
I Default of EU/EMU member countries
I Social and political implications of the crisis

A How can the EU cope with these challenges?
I Is action at the EU level really necessary?
I If yes, where and how?
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On the recession: EU action probably not needed

A Financial crisis is a largely symmetric shock
I ECB can act

A Do fiscal responses need coordination?
I Notreally T fiscal responses look quite symmetric as well
I Free-riding is not in the interest of any country
A Even the German government finally understood this
A Should asymmetric effects arise, the EU budget could
play a minor role
I Use the occasion to lobby for a rainy day fund
i Create enhanced globalization fund (better: solidarity fund)
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On bank failures: EU action probably not needed

A AnEU-l evel reponse wouldnét b
sum of national responses

A But is there a risk of national free-riding?
I There was 1 but now, everything is guaranteed everywhere
I National responses are symmetric

AWe canoét force the emergenc

A Focus on clear competition rules
I Sun-set clauses on state-aid
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On Sovereign Debt: Some EU action warranted

A CEE: General reversal of capital flows
I Current account deficits are high (Baltics, Romania, Bulgaria)
I Private sector debt is high (Hungary, Latvia, Ukraine)
I Foreign-denominated debt is risky (Poland, Romania, Ukraine)
I But: EU can provide bail-out i should do so via Commission

A EMU: Any regrets on the no-bail-out clause?

I Fundamental question: do we want capital markets to price EMU
bonds differently? (Yes!)

I EU actions during the crisis will have a long-lasting effect
I National debt should not be guaranteed by the EU

I Butis this realistic?
A Probably not - some kind EU response would be needed
A But better through the IMF
A Be careful with Art. 100.2

21




Ill. TAKING AN EVEN
CLOSER LOOK: THE
MAIN COUNTRIES




Problem area 1: US

, he canobdt o

n
W at to do about the debt problem?
Debt level of average US household 150.000 USD
I Average household income: 60.000 USD
| Savings rate has to stay positive (from -0.5% to +7%)
Government deficit 08-09: 12,4% of GDP (Maastricht x4)

I

I

I

I

A Decline in consumption inevitable
i Share of GDP currently 70%

A
A
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Fiscal stimulus in the US

Mark Zandi (2009)
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