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1. GLOBALIZATION – now seems that financial much faster than real economy:          Is it in danger?

2. CONTAGION – just a few months ago, the big debate in macroeconomics concerned the possibility of “decoupling” – what happened?
                            BRICs

                            Crisis prevention mechanisms:  Basel 2

                                                                               mark-to-market

                                                                               transparency

3. INSTITUTIONS:  central banks, IMF, BIS, EU?
Recall:  
“The necessary shrinking of the financial system is taking place in real time,” says Kenneth Rogoff of Harvard University
Not since the Great Depression:  but look at the differences.  In the period, 1929-1933, US nominal GDP dropped by 46% -- or in other words, about half of GDP vanished.  This happened in the real economy and so the consequences for banks and finance generally are understandable.  

But this time, it seems to be self-generated by the financial sector which is imploding.
News is so fast that it is hard to keep up, much less to understand.
· Sep 24: LIBOR rates at or near record highs in USD, EUR, GBP. There are no real term funding markets except for central banks. The Libor is meaningless. It's for unsecured lending and there is no unsecured lending--> ECB auction of 3-mo loans was the strongest on record, while banks paid a record premium for dollar loans at the Sep 23 Fed sale

The London interbank offered rate that banks charge each other for three-month dollar loans increased 12 basis points to 3.88 percent yesterday, the highest level since Jan. 18

· Stabilization in the U.S. housing sector is not yet in sight:  Inventories and vacancies are still at a record high and continue to put downward pressure on home prices, which continue to fall translating into trillions of real wealth losses for the engine of the economy.  New Home Sales (Aug 2008): at 469K, 17-year low and down -67% from the peak of  July 2005 (1.389 mn). This is 11.5% below the revised July rate of 520k and is 34.5% below the Aug 2007 estimate of 702K

Last FRIDAY: the largest bank failure in US history; FDIC seized WaMu – banking assets sold to JP Morgan
 

Yesterday:  

· And Dutch-Belgian-Lux Euro 11.2 bil support for Fortis, taking a 49% equity share.
·  The U.K. Treasury seized Bradford & Bingley. Banco Santander, Spain's biggest lender, will pay 612 million pounds ($1.1 billion), including a transfer of 208 million pounds of capital, to buy its branches and deposits.
· Germany guaranteed a loan to Hypo Real Estate Holding AG – country’s second-biggest commercial- property lender, received a 35 billion euro loan guarantee to fend of insolvency.
· Roskilde Bank A/S, the lender bailed out by the Danish central bank last weekend because of mortgage writedowns, said on Monday it sold its branches to other banks. 
· Iceland Govt. agreed to buy 75 percent in Glitnir Bank, the island nation's third-largest bank by market value, for 600 million euros. 
· Wachovia collapses, Citigroup buys the remains for $2 billion or $1 per share Wachovia was the fourth-largest US bank in a rescue deal backed by US authorities. 

Today:  Dexia has become the latest European bank to be bailed out as the deepening credit crisis shakes the banks sector.  After all-night talks the Belgian, French and Luxembourg governments said they would put in Eur 6.4 billion. 

Roubini thinks that hedge funds will be next in line.

And the injection of $8 billion of Japanese capital into Morgan and $5 billion of capital from Buffett into Goldman is a drop in the ocean as both institutions need much more capital. Thus, the attempt of converting into a bank while not being banks yet has not worked and the run against them has accelerated in the last week: Morgan’s CDS spread went through the roof on Friday to over 1200 and the firm has already lost over a third of its hedge funds clients together with their highly profitable prime brokering business.  The coming roll-off of the interbank lines to Morgan would seal its collapse. Even Goldman Sachs is under severe stress losing business, losing money, experiencing a severe widening of its CDS spreads and at risk of losing most of its values most of its lines of business (including trading) are now losing money.

The MSCI World Index of 23 developed markets sank 7 percent yesterday, the steepest loss since October 1987 – it is dropping further thus far today,
The cost of borrowing euros for three months soared to a record 5.24 percent on Monday.

The pound tumbled the most against the dollar in 15 years and the euro slid.

Monday:  WTI crushed -12% $95.56

TED Spread explodes +35bps 3.25% the highest since 1984
-- The Federal Reserve said that it will pump an additional $630 billion into the global financial system, flooding banks with cash to alleviate the worst banking crisis since the Great Depression  -- the Fed increased its existing currency swaps with foreign central banks by $330 billion to $620 billion to make more dollars available worldwide. The Term Auction Facility, the Fed's emergency loan program, will expand by $300 billion to $450 billion. The ECB, the Bank of England and the Bank of Japan are among the participating authorities. 

Markets plunged as the House rejected, by a vote of 228 to 205, the $700 billion measure to authorize the biggest government intervention in the markets since the Great Depression. The Dow Jones Industrial Average fell 778 points, or 7% to 10,365, largest single day drop in history.  The Standard & Poor's 500 Index fell 8.4 percent, the most since Oct. 26, 1987.

In its original version, Treasury requests $700bn and the right to buy anything from any institution (incl. hedge funds) at theoretically any price it deems right without oversight or legal recourse. Management of assets will be outsourced to the private sector. Authority expires Sep 2010. 

· Sep 28 Tentative deal includes the general but unspecified provision that the financial industry would pay for any outstanding cost for the program after five years. Main components: 
                         1) $700bn released in installments: $250bn right away, $100bn later if results positive and the option to block the remaining $350bn; 

                         2) equity warrants in return for bad asset purchase to recapitalize institutions and retain upside for taxpayers; 

                         3) The plan also would let the government buy troubled assets from pension plans, local governments and small banks; 

                         4) restrictions on executive compensation; 

                         5) independent oversight board. 

                          6) "the government could use its power as the owner of mortgages and mortgage-backed securities to help more struggling homeowners modify the terms of their home loans" but Democrats jettisoned Bankruptcy reform to lower debt value of purchased mortgages. Separately, second stimulus package is also in the making for Main Street next to bailout for Wall Street. 

The sequence of bankruptcies that we've observed among U.S. financials has been almost exactly in order of their gross leverage (the ratio of total assets to shareholder equity). The reason for that is: 

1) as the assets of a financial company lose value, the losses reduce the asset side of the balance sheet, but also reduce shareholder equity on the liability side; 

2) as the cushion of shareholder equity becomes thinner, customers begin to make withdrawals; 

3) in order to satisfy customer withdrawals, the financial company is forced to liquidate assets at distressed prices, prompting a further reduction in shareholder equity; 

4) go back to 1) and continue the vicious cycle until shareholder equity goes negative and the company becomes insolvent. 

· Ben Bernanke proposes 'hold-to-maturity' purchase price instead of current market value described as 'fire-sale' price. 
· Krugman: if taxpayers are to overpay for securities that other private market participants would not take at any price then an equity stake is a MUST; i.e. should be make-or-break issue in Congress. 
· Industry groups want to temporarily suspend mark-to-market accounting in order no to take a writedown on sold assets 
· Valuation and pricing issues prevented the first Super-SIV from working, the same might happen again. If bad asset purchase price is too low, writedowns might be too large to bear; if price is too high, taxpayer overpays and has limited upside eventually 
· Geithner: The 'shadow banking system' that needs to be re-intermediated is a $10 trillion market without adequate capital provisions (=$2.2tr commercial paper conduits incl ABCP + $2.5tr repo/reverse repo market + $4tr combined brokerage assets + $1.8tr hedge funds = $10.5tr in 2007) that boomed outside traditional banking. In comparison: the traditional banking system is also $10trillion.
· In July, FASB has decided to “eliminate the concept of the Qualified Special Purpose Entity (QSPE)” in the revised financial-accounting standard, FAS 140, starting November 2009. This requires banks to consolidate off-balance sheet vehicles used to package assets into securities --> Up to $5 trillion of dollars worth of illiquid assets/derivatives are buried on banks' Variable Interest Entities 
· Yves Smith, Nouriel Roubini: IMF study of how past banking crises were resolved shows that public acquisition of bad assets is less effective than direct recapitalization of the banking system which can be done with the help of private sector mechanisms such as stop dividend payments, debt-for-equity swap, require matching Tier 1 capital injection by current shareholders, public injection of preferred equity. 
· Roubini: Any solution to deal with economic over-indebtedness must entail a reduction in the face value of the debt outstanding especially for households on the ropes and who have a strong incentive to just walk away which would be the worst outcome for borrowers, lenders, and investors
· Strauss-Kahn: Systemic crisis calls for systemic solution with three elements: liquidity provision; purchase of distressed assets; and capital injections into financial institutions. There is also a deeper structural issue to be resolved regarding regulatory failure and rating agency reform.   
· Martin Wolf: criteria to be used in judging the intervention: First, it would deal with the systemic threat. Second, it would minimize damage to incentives. Third, it would come at minimum cost and risk to the taxpayer. Not least, it would be consistent with ideas of social justice.--> The fundamental problem with the Paulson scheme, as proposed, is then that it is neither a necessary nor an efficient solution.      Instead:  The simplest way to recapitalize institutions is by forcing them to raise equity and halt dividends. If that did not work, there could be forced conversions of debt into equity. The attraction of debt-equity swaps is that they would create losses for creditors, which are essential for the long-run health of any financial system.
· Rajan: Because of collective action issues it makes sense to apply force. Consider two measures. First, all levered financial companies (including banks and investment banks – defining who these are is an important but not impossible detail) should be asked to impose a temporary moratorium on dividend payment immediately. Second, all large well-capitalised levered financial companies should make rights offerings (if the rights are offered at a large enough discount to the market price, shareholders will be forced to subscribe) to their shareholders amounting to 2 per cent of their risk-weighted assets. The value of mandating these decisions is that no individual bank sends an adverse signal to the market. And implemented collectively, they could recapitalise the system, with those getting the most upside from a healthy system paying for it.
· Calomiris: Instead of buying toxic assets, the US government should buy preferred stock capital in ailing banks that could raise matching private sector equity. This would avoid the intractable problems of how the government should value the toxic assets and directly address the banks' immediate problem – a lack of bank capital. 
· Zingales: it makes sense in the current contingency to mandate a partial debt forgiveness or a debt-for-equity swap in the financial sector. It has the benefit of being a well-tested strategy in the private sector and it leaves the taxpayers out of the picture. 
Rumors now of a likely cut by the FED and other central banks of their lending rates.
Roubini’s eleven issues that are key in reforming financial regulation and supervision are: 

· the distorted compensation system of bankers/traders and the related agency problems between financial institutions shareholders and their managers; 

· the flaws of the originate and distribute securitization model; 

· regulatory arbitrage and the instability of the shadow banking system given its reliance on short term liquid financing, high leverage and long term illiquid lending; 

· the weaknesses of self-regulation and market discipline and the need of greater rules-based regulation; 

· pro-cyclical capital requirements and other issues with the Basel II capital requirements; 

· the distorted incentives of credit rating agencies; 
· asset valuation and fair value accounting in a world where assets can be highly illiquid and hard to price; 

· the lack of transparency in financial markets;
· the inadequate regulatory regime; 
· the lack of international coordination of regulatory policies; 

· and the issue of who will regulate the regulators, i.e. how to avoid the regulatory capture by the financial industry of the regulators and supervisors of financial institutions.

Law of unintended consequences – the ROW?

