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ÅHank Paulson, 13 March 2007
ïñThe fallout in subprime mortgages is going to be painful to some 

lenders, but it is largely contained.ò 

ÅBen Bernanke, 17 May 2007
ïñWe believe the effect of the troubles in thesubprime sector on 

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 systemò 

Crisis ïwhich crisis?
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Patrick Carrington, Toronto Star, 08-21-07
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ÅTaking stock
ïLooking backwards: we think we know what happened

ÅGlobal Imbalances

ÅIrresponsible banking practices

ÅIrresponsible policy-making

ïLooking into the future: we have no idea what is likely to happen

ÅTaking a closer look
ïRegional level (EU)

ïNational level

ÅTaking bets
ïThe crisis is likely to stay (no U, no V, rather an L)

ïSome global adjustments are still ahead of us

ïSocial and political implications are likely to be significant

Overview and key messages
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I. TAKING STOCK: 
GLOBAL IMBALANCES 

AND BEYOND
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Taking stock: the causal chain

Imbalances in the

global economy

US real restate boom 

and high debt levels

US Real Estate Crisis US Banking Crisis

Global Banking Crisis Global Credit Crunch

Recession ?
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Current crisis management is not sufficient

Imbalances in the

global economy
No answers

Global banking crisis Responses insufficient

Decline in demand Stimulus packages ok

Paradox: The crisis is global, responses are national
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ÅGlobal imbalances are a key factor in this crisis
ïMainly ñChimericaò

ÅPrepare for hard landing
ïReversal of capital flows

ïGlobal exchange rate crisis

ïSovereign defaults

ÅProblem regions
ïEastern Europe

ïEmerging Asia

ïLatin America

Global imbalances and their implications
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Chinese FX reserves (in mn USD)
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ÅOrigins date back to 1998

ÅSituation before the crisis (2006-2007)
ïThe US needs 2bn $ of foreign capital inflows per day

Å23,000 $ per second

ïUS current account deficit = 6.5% of GDP

ïChina buys US treasury bonds
ÅBond prices rise, interest rates fall

ïChinese foreign reserves = 1 trillion $
Å10% of GDP leave the country

ÅEffect: Low long term interest rates in the US
ïReal estate boom, savings rate at zero, high debt levels

ÅQuite rational behavior of both China and the US
ïUS: Low interest rates, cheap imports, low inflation

ïChina: ñExport-led growthò, undervalued currency, FDI inflows

ĂChimericañ: Causes and Consequences
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The Case-Shiller-House-Price-Index
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When will prices stabilize?
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ÅMany countries took risky bets in the global system
ïNet capital importers

ÅUS, Spain, UK, Australia, Turkey, CEE

ïNet capital exporters
ÅChina, Russia, Japan, Oil producing countries, Germany

ÅEMEs increased both foreign assets and liabilities
ïReserves vs. private capital inflows

ïAggressive external financing (corporate and public debt)

ÅAdditional problems
ïCarry trades (ZIRP in Japan)

ïCommodity price fluctuations

But imbalances were even broader 



14Enderlein ïBertelsmann Reform Monitor

ÅA hard landing is likely

ÅGlobal FX adjustments will continue
ïNet capital importers see their currencies depreciate

ÅUK, Australia, Turkey

ÅNotable exception: US (but USD likely to depreciate)

ïNet capital exporters fear appreciation of their currencies
ÅChina, Japan

ÅEMEs face a sharp decline in private capital inflows
ïIIF projects USD 165bn in 2009 (down 82% from 2007!)

ïCrowding out effect

ÅDeclining commodity prices make problems even worse
ïGCC countries, Russia

ÅAre sovereign defaults avoidable?

How to unwind global imbalances?
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ÅMonetary policy
ïQuantitative Easing (Fed, BoE) vs. unlimited credit lines (ECB)

ÅFiscal policy
ïTTT (timely, temporary, targeted) vs.

ïTLLDCCS (timely, lasting, large, diversified, contingent, 
collective, sustainable) ïas argued by the IMF

ïLook for multipliers

ïTake into account initial fiscal position
ÅHighly indebted countries are less likely to trigger growth

How to stabilize national economies?
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How to stabilize national economies?
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II. TAKING A CLOSER 
LOOK: WHAT CAN OR 
SHOULD THE EU DO
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ÅToday
ïRecession in EU countries

ïBank failures

ïStarting collapse of certain industries

ïReversal of capital flows

ÅTomorrow
ïSustainability of public finances

ïDefault of EU/EMU member countries

ïSocial and political implications of the crisis

ÅHow can the EU cope with these challenges?
ïIs action at the EU level really necessary?

ïIf yes, where and how?

Europe: What are the key problems?
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ÅFinancial crisis is a largely symmetric shock
ïECB can act

ÅDo fiscal responses need coordination?
ïNot really ïfiscal responses look quite symmetric as well

ïFree-riding is not in the interest of any country
ÅEven the German government finally understood this

ÅShould asymmetric effects arise, the EU budget could 
play a minor role
ïUse the occasion to lobby for a rainy day fund

ïCreate enhanced globalization fund (better: solidarity fund)

On the recession: EU action probably not needed
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ÅAn EU-level reponse wouldnót be more effective than the 
sum of national responses

ÅBut is there a risk of national free-riding?
ïThere was ïbut now, everything is guaranteed everywhere

ïNational responses are symmetric

ÅWe canót force the emergence of an EU banking system

ÅFocus on clear competition rules
ïSun-set clauses on state-aid

On bank failures: EU action probably not needed
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ÅCEE: General reversal of capital flows
ïCurrent account deficits are high (Baltics, Romania, Bulgaria)

ïPrivate sector debt is high (Hungary, Latvia, Ukraine)

ïForeign-denominated debt is risky (Poland, Romania, Ukraine)

ïBut: EU can provide bail-out ïshould do so via Commission

ÅEMU: Any regrets on the no-bail-out clause?
ïFundamental question: do we want capital markets to price EMU 

bonds differently? (Yes!)

ïEU actions during the crisis will have a long-lasting effect

ïNational debt should not be guaranteed by the EU

ïBut is this realistic?
ÅProbably not - some kind EU response would be needed

ÅBut better through the IMF

ÅBe careful with Art. 100.2

On Sovereign Debt: Some EU action warranted
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III. TAKING AN EVEN 
CLOSER LOOK: THE 
MAIN COUNTRIES
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ÅñNo, he canôtò

ÅWhat to do about the debt problem?
ïDebt level of average US household 150.000 USD

ïAverage household income: 60.000 USD

ïSavings rate has to stay positive (from -0.5% to +7%)

ïGovernment deficit 08-09: 12,4% of GDP (Maastricht x4)

ÅDecline in consumption inevitable
ïShare of GDP currently 70%

Problem area 1: US
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Fiscal stimulus in the US

Mark Zandi (2009)


