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Financial Globalization: the Global 
Financial Crisis 

 

•  How it started 
•  The bubble bursts 
•  Possible causes 

 



Background to the crisis (1) 

•  “The Great Moderation, the substantial decline in 
macroeconomic volatility over the past twenty years, is 
a striking economic development”. – Ben Bernanke, 
2004.  



No Developed World Crises (1992-2006)  

Table 2: Crisis Dates by Country, 1870–2008

Australia 1893 1989        
Canada 1873 1907 1923       
Switzerland 1870 1910 1931 2008      
Germany  1873 1891 1901 1907 1931 2008    
Denmark  1877 1885 1902 1907 1921 1931 1987   
Spain 1883 1890 1913 1920 1924 1931 1978 2008  
France  1882 1889 1907 1930 2008     
U.K. 1873 1890 1974 1984 1991 2007    
Italy 1873 1887 1891 1907 1921 1930 1935 1990 2008 
Japan 1882 1900 1904 1907 1913 1927 1992   
Netherlands 1893 1907 1921 1939 2008     
Norway 1899 1922 1931 1988      
Sweden 1878 1907 1922 1931 1991 2008    
USA 1873 1884 1893 1907 1929 1984 2007   
 

Sources: Schularick and A. M. Taylor (forthcoming); Bordo et al. (2001); Reinhart and Rogo↵ (2009);

Laeven and Valencia (2008); Cecchetti et al. (2009). See text.

2.2 Temporal Dependence of Crisis Events

Perhaps the most natural null model characterizing the arrival of crisis events over time is the

Bernouilli trial with probability p. This is a common assumption that has the implication

that the duration of time between crises is distributed as a Geometric random variable. Under

the alternative, crises will come in clusters, meaning that we are more likely to observe

a high proportion of small durations relative to the theoretical quantiles implied by the

Geometric distribution, an observation first made by Poincaré (1890). Therefore, a natural

nonparametric test of dependence consists in plotting the empirical quantiles of the duration

distribution against the quantiles of the Geometric distribution, for which we construct the

series of spells or durations between crisis events for each country and then consolidate

these observations across countries to generate one long series. During this process, we drop

left- and right-censored durations that occur at the beginning and end of each individual

country’s sample. This resulted in 68 completed spells averaging 25 years in duration and

with a standard deviation of 23. Under the null hypothesis, the Q-Q plot will generate a

graph that traces the 45� line. This is done in Figure 1.

Alternatively, one can investigate serial dependence in the duration data by calculating

Joost Jonker (Utrecht), Michael Bordo (Rutgers), Pablo Martin-Acenã (Alcalà). We asked these scholars
whether they agreed that systemic banking crises took place in the given years and if any events were missing.
In a few cases the question was not whether a significant crisis had occurred, but whether it should be called
systemic. In such cases, we used some discretion to ensure comparability between countries. We generally
coded crises if a significant part of the banking system was a↵ected as measured by the number or the size of
a↵ected institutions.
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Background to the crisis (2) 
•  Rise of financial services as major sector. 
•  Increase in international capital flows and cross border 

holdings more pronounced in advanced economies. 
•  Advanced country cross-border financial positions rose from 

68% in 1980 to 438% in 2007.  
•  Financial innovation to minimize taxes and maximize 

regulatory flexibility. 
•  New types of investment (asset backed securities), new 

investment vehicles (SPVs), rise of lightly regulated types of 
asset managers (hedge funds).  

•  Leverage in the financial sector increased strongly in 
second half of 20th Century. 

•  Decline in safe assets on the bank’s balance sheets. 
 



Rise of Finance Sector in US 

that the securities and credit intermediation, subsectors of fi nance are responsible 
for the acceleration of fi nancial sector growth since 1980; insurance, by contrast, 
has grown at a steady pace since the 1940s.

The growth of the fi nancial sector is also evident in the growth of fi nancial 
claims and contracts, including stocks, bonds, derivatives, and mutual fund shares. 
Drawing on the Flow of Funds Accounts published by the Federal Reserve, the value 
of total fi nancial assets was approximately fi ve times US GDP in 1980; by 2007, this 
ratio had doubled. Over the same period, the ratio of fi nancial assets to tangible 
assets (like plant and equipment, land, and residential structures) increased as well. 
This growth was not simply the continuation of a trend that started in the 1950s; 
rather, something appears to have changed in the early 1980s.

The US economy was not the only one to experience dramatic growth in fi nan-
cial services. Other than the relatively small economy of Switzerland, where fi nancial 
services play an outsized role, there is a group of English-speaking countries includ-
ing the United States, Great Britain, and Canada that stand out for the share of their 
economy devoted to fi nance.

Workers in the fi nancial sector have shared impressively in this growth: in 1980, 
the typical fi nancial services employee earned about the same wages as his counter-
part in other industries; by 2006, employees in fi nancial services earned an average 

Figure 1
The Growth of Financial Services
(value added share of GDP)
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Why was credit growth ignored?  

•  In the monetarist view inspired by Great Depression - 
Friedman and Schwartz (1963) - and Neo-Keynesian 
synthesis (Woodford, 2003) macroeconomic outcomes: 
•  Largely independent of the performance of the financial 

sector.  
•  Even if in short run influenced by money supply. 

•  Modigliani and Miller (1958) details of debt equity 
structure of firms is inconsequential. 

è Weaknesses in macro theory/models: money 
rarely considered, financial structure non-existent.  



Some consideration in the literature 
•  The “credit view” started with works of Mishkin (1978), 

Bernanke (1983) and Gertler (1988).  
•  Mechanisms and quantity of bank credit, matter above and 

beyond level of real money.  
•  Amplification of the monetary transmission mechanism 

(financial accelerator effect). 
•  Financial fragility effect induced by collateral constraints, 

where declining asset values impair lending and lower 
productivity.  

•  But credit view still saw credit as passive propagator of 
shocks not source of shocks.  

•  Bernanke and Gertler 1995: “The credit channel is an 
enhancement mechanism, not a truly independent or 
parallel channel.” 



A smaller minority went further 

•  Small number have been sympathetic to the idea of 
recurrent episode of credit-driven instability throughout 
financial history (e.g. Kindleberger (1978) and Minsky 
(1978)). 
•  Lagged credit growth is highly significant as a predictor 

of financial crises. 
•  Focus on central banks on output gaps and inflation too 

narrow. 



Reminder: Structure of a Bank’s Balance Sheet 



How it Started 



US Mortgages (1) 
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The Mortgage Crisis 

The purpose of this preliminary staff report is to describe the recent mortgage crisis, which 

entailed a dramatic drop in home prices beginning in 2006 and a sharp rise in mortgage 
defaults beginning in 2007.  Section I describes the origination of mortgages over the two 
decades leading up to the crisis.  Section II documents some evidence on the expansion in 
subprime and alt-A lending in the 2000s.  Section III describes the increase in home 

ownership over this period.  Section IV describes the unprecedented run-up in home prices 
from 1998 to 2006 and their subsequent steep decline.  Section V describes the increase in 
mortgage defaults from 2007 to 2009.  Section VI briefly discusses evidence on the reasons 

for this increase in mortgage defaults. 

I. MORTGAGE ORIGINATIONS 

 

Figure 1 depicts the number and dollar amount of residential mortgage originations---the 

lending of money secured by homes---in the US from 1990 to 2008 according to data from 
HMDA. During the 1990s, mortgage origination grew moderately.  Over that period, there 

was an average of 7.6 million annual loan originations with average annual dollar value of 
roughly $736 billion.   From 2000 to the peak of originations in 2003, mortgage activity 
increased rapidly, and it continued at an elevated pace through 2006 and into 2007. By 
2008, originations had fallen back to historical levels.  
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Figure 1

Mortgage Originations
Number of Loans Dollar Amount of Loans

Source: Home Mortgage Disclosure Act (HMDA)



GSE = Government Sponsored Enterprises such as Fannie Mae (Federal National Mortgage Association) and 
Freddie Mac (Federal Home Loan Mortgage Corporation). 
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Figure 4 breaks down the IMF:Alt-A/subprime/FHA category into the subprime, alt-A and 
FHA/VA components as reported by IMF.  In 1990, subprime loans as reported by IMF 
totaled $37 billion or 9 percent of originations.  At the peak in 2005, these loans totaled 
$625 billion, or roughly 25 percent of total mortgage originations in that year (total 
originations is shown in Figure 3). Alt-A loans as reported by IMF were most prevalent 
between 2004 and 2007; in fact, the IMF alt-A volume doubled between 2003 and 2004 and 
again between 2004 and 2005.  In 2006, volumes totaled nearly $400 billion and comprised 
over 15 percent of all originations; alt-A and subprime originations reported by IMF 
together comprised nearly 40 percent of all origination activity. 

 

 

 

 

0 

500 

1,000 

1,500 

2,000 

2,500 

19
90

19
91

19
92

19
93

19
94

19
95

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

20
05

20
06

20
07

20
08

$B
ill

io
ns

Figure 3

Originations by Type
GSE/other Jumbo IMF:Alt-A/subprime/FHA

Source: Inside Mortgage Finance (IMF 2009). IMF reports data on originations  in following  the categories: FHA/VA, 
Conv/Conf, Jumbo, Subprime, Alt-A, HEL, ARM and Refi.

US Mortgages (2) 



A lot of subprime mortgages 

Volume	  Subprime	  Mortgages	  

Source:	  Inside	  Mortgage	  Finance	  PublicaAons,	  2006	  



Why did that happen? 

Why banks were lending to people with a bad credit 
history and high risk of default? 
 
•  Real estate bubble 

•  Securitization of  mortgages 



The Real Estate Bubble 
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Not only in the US  
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Securitization 

•  It’s the process by which financial institutions pool 
various assets that generate streams of payments and 
transform them into a bond traded in open markets that 
gives the bondholder a claim on those payments.  

•  This was at the basis of the “originate and distribute” 
banking model. 

•  It is applied not only to mortgages (mortgage backed 
securities), but also auto loans, student loans, credit 
cards etc. 



Benefits of securitization (in principle) 

•  Facilitates diversification of risk (nonsense statistical 
models) 

•  Makes assets liquid 

•  Allows greater specialization (originator and distributor) 
 
•  Fosters innovation 
 
But needs to be handled with care… 



How the traditional mortgage works 

Bank 

Borrower 



How securitization works (1) 

Borrowers Bank 
Vehicle (SPV) 

Other bank Other vehicle 

Borrowers 



How securitization works (2) 

Banca 

International Markets 

Banca Banca Banks 
SPV 

Borrower 



What’s the role of the SPV? (1) 
•  It allows bank to separate its financial obligations. Investors 

have claim against the SPV (shadow banking system), not 
the bank. 

•  The liabilities of the bank are transferred to the SPV and 
don’t appear in the banks’ balance sheet (lower reserve 
requirements and there is more money for further lending). 

•  Improves bank’s liquidity and allows them to lend more.  

•  The SPV issue bonds for a total value lower than the total 
package of debt it purchased to account for modest 
potential loss on the pool of debt. 



What’s the role of the SPV? (2) 

•  The SPV creates the Collateralized Debt Obligations 
(CDOs) 



The CDOs (1) 

•  The portfolio of debts is sliced into different tranches of 
risk and sold to investors with different appetites for 
risk. 

•  Safest tranche is the “super senior tranche”: offers 
lower interest rates. 

•  Buyers of these tranches often purchased Credit 
Default Swaps (CDS) which are contracts ensuring 
against the default of a particular bond or tranche. 



The CDOs (2) 
•  Moving pool of loans into off-balance sheet vehicles and 

granting a credit line to that pool to ensure AAA rating, 
allowed banks to reduce capital needed to conform with 
Basel I (8% of loans).  

•  Through diversification, the idiosyncratic risk went down, 
and the tranches received better ratings than the individual 
securities in the pool (this improved returns).  

•  Maturity was shortened (average 90 days) to improve rating 
and allow CDO to be used in money market funds. Practice 
meant that when the music stops, liquidity will dry up.  

•  Large part of the credit risk never left the banking system 
given that banks were buyers of these products. 



Key role of rating agencies 

•  They were supposed to properly assess the risk 
associated to the tranches of CDOs. 

•  Getting AAA was crucial for allowing pension funds and 
money markets to invest in CDOs. 

•  High fees to rating agencies for structured products. 
Strong conflict of interest. 



Cheap credit for all 
Mortgage brokers offered: 
 

•  Teaser rates 
•  No-documentation mortgages 
•  Piggyback mortgages (2 mortgages combined to avoid 

down payment) 
•  NINJA loans (no-income, no-job or assets) 
 

In Bakersfield, California, a Mexican strawberry picker with an 
income of $14,000 and no English was lent every penny he 
needed to buy a house for $720,000 (Herald Tribune, 
27-11-2008). 
 

All granted under the premises that house prices could only rise 
(or that eventual downturn could be only regional) and 
mortgage broker greed.   



The bubble bursts 



The cost of insuring a basket of mortgages 
increases  

declines, the cost of insuring a basket of mortgages of a certain rating against
default increases. On May 4, 2007, UBS shut down its internal hedge fund, Dillon
Read, after suffering about $125 million of subprime-related losses. Later that
month, Moody’s put 62 tranches across 21 U.S. subprime deals on “downgrade
review,” indicating that it was likely these tranches would be downgraded in the
near future. This review led to a deterioration of the prices of mortgage-related
products.

Rating downgrades of other tranches by Moody’s, Standard & Poor’s, and Fitch
unnerved the credit markets in June and July 2007. In mid-June, two hedge funds
run by Bear Stearns had trouble meeting margin calls, leading Bear Stearns to
inject $3.2 billion in order to protect its reputation. Then a major U.S. home loan
lender, Countrywide Financial Corp., announced an earnings drop on July 24. And
on July 26, an index from the National Association of Home Builders revealed that
new home sales had declined 6.6 percent year-on-year, and the largest U.S. home-

Figure 1
Decline in Mortgage Credit Default Swap ABX Indices
(the ABX 7-1 series initiated in January 1, 2007)
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Note: Each ABX index is based on a basket of 20 credit default swaps referencing asset-backed securities
containing subprime mortgages of different ratings. An investor seeking to insure against the default of
the underlying securities pays a periodic fee (spread) which—at initiation of the series—is set to
guarantee an index price of 100. This is the reason why the ABX 7-1 series, initiated in January 2007,
starts at a price of 100. In addition, when purchasing the default insurance after initiation, the
protection buyer has to pay an upfront fee of (100 – ABX price). As the price of the ABX drops, the
upfront fee rises and previous sellers of credit default swaps suffer losses.
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The initial pace of the crisis (1)  

•  Increase in subprime mortgages defaults first noted in 
February 2007. 

•  May 2007, UBS internal hedge fund shut down after 
$125m losses from subprime related products. 

•  Mid-June 2007, Bear Sterns injects $3.2bn to meet 
margin calls by two of its hedge funds. 



The initial pace of the crisis (2)  
•  July 2007, home sales declines by 6.6% in a year; 

largest U.S. home builder reports loss.  

•  July 2007, IKB, small German bank (first European 
victim of subprime crisis) was unable to provide liquidity 
to its conduit and a €3.5 billion rescue package was put 
in place. 

•  August 2007, American Home Mortgage Investment 
Corp. declared bankrupt. 

•  August 2007, BNP Paribas froze redemptions of three 
investment funds for inability to value structured 
products. 



The thermometer of the crisis: the first illiquidity wave  

The TED spread is the difference between the interest rates on interbank loans and on short-term U.S. government debt ("T-bills"). 



When house prices go down 
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All seems kind of under control… 
•  August 2007, FED and ECB inject liquidity ($24bn, €95bn) and 

FED loosen conditions to access Fed’s discount rate (broader 
collateral and lending horizon). 

•  End of September 2007, Washington Mutual (under silent bank 
run) sold to JPMorgan Chase and Wachovia to Wells Fargo. 
Northern Rock first bank run in UK in a 100 years.  

•  October 2007, series of write downs, but market is still positive 
(wealth funds invested $38bn in equity from Nov 07 to Jan 08). 

•  November 2007, it becomes clear that the initial loss estimate of 
$200bn is to conservative. 

•  August 2007 to demise of Lehman/AIG slowdown in capital flows 
that was concentrated in banking flows among developed 
economies. Emerging markets unaffected.  



Northern Rock bank run 



More losses emerge 
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Things start getting seriously bad… 
•  January-February thinly capitalised monoline insurers on the 

verge of being downgraded from AAA. 

•  These insurers focused on municipal bonds, MBS, and 
other structured products for a total face value of $2.4 
trillion. 

•  Money market funds pledge to never “break the buck”, they 
maintain the value of every dollar invested and there is a 
buy-back guarantee conditional on the underlying asset 
being AAA. 

•  Downgrading would trigger huge sell-off these assets by 
money market funds. 

•  Stock market crashed after the downgrade. 



…and then got worse 
•  March 2008, Bear Sterns took over by JPMorgan Chase with a 

New York Fed granted loan. 

•  Summer 2008, bonds of Fannie Mae and Freddie Mac suffered 
increase in spreads. They securitized large fraction of US 
mortgages and had $1.5tr outstanding. 7 September 2008, they 
went under federal conservatorship. 

•  15 September 2008, Lehman Brothers goes bankrupt. 

•  The overall stock market lost $8 trillion from its peak in October 
2007. 

•  Global panic Q3 2008 – Q1 2009: broad reversal of capital flows, 
liquidation of holdings abroad, most pronounced in banking, 
inclusion of emerging countries.  

•  Shock to risk aversion – retrenchment greater from countries with 
larger external prior/during imbalances.  



Liquidity crashed 



A closer look at TED spreads 

(TARP) during the week of September 21, 2008.
In my view, however, the rollout was part of a
chaotic series of interventions going back to Bear
Stearns in March 2008 and included the Fannie
and Freddie interventions, the AIG intervention,
and even the Lehman non-intervention, which I
include because the decision not to intervene was
a big surprise. Figure 5 shows the LIBOR-OIS
spread during the panic period. Recall from
Figure 4 that the LIBOR-OIS spread jumped in
August 2007. But the spread increased by much
more during the panic, by more than 350 basis
points after hovering close to 100 basis points
since August 2007. Figure 5 focuses on several
key events, which are labeled on the graph. The
Lehman bankruptcy occurred early Monday,
September 15, after a long weekend during which
a decision was made not to bail out Lehman and
its creditors. Observe that the LIBOR-OIS spread
increased slightly on September 15 and then fluc-
tuated during the rest of the week. But these turned
out to be relatively minor movements. The major
movements in the spread occurred with the govern-
ment’s rollout of the TARP and the skeptical reac-
tion in the Congress and much of the country to
that TARP proposal. Note that Federal Reserve

Board Chairman Bernanke and Secretary of the
Treasury Hank Paulson gave testimony on
Tuesday, September 23, to the Senate Banking
Committee. The market turmoil significantly
worsened in the following weeks. In the rollout
of the TARP, people were warned by the govern-
ment not only that “there is systemic risk” but
also that “the Great Depression is coming.” This
scared people around the world and led to panic
and a severe hit to the world economy.

Could it have been different? Could at least
the chaotic pattern of these interventions been
avoided? We can debate whether the intervention
in the case of Bear Stearns was appropriate or not.
I have my doubts, but let’s put those doubts aside.
The key question then pertains to the period after
that intervention. It is not too difficult to imagine
an environment in which the markets and the
public in general would have been guided by a
description by the Federal Reserve and the U.S.
Treasury of the reasons behind the Bear Stearns
intervention, as well as the direction and inten-
tions of policy going forward. This sort of trans-
parency would have given people some sense of
policy actions to come. But no such description
was provided. 

Taylor
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Event Study of the Worsening Crisis: LIBOR-OIS Spread, Fall 2008



S&P 500 index 

Figure 5 reveals something else that bolsters
the case that uncertainty about the interventions
made things worse. The turning point in the
panic—measured by the LIBOR-OIS—occurred
when uncertainty about the TARP was removed.
Recall that the testimony on September 23, 2008,
stated that the original purpose of the TARP was
to buy up toxic assets on banks’ balance sheets.

Taylor
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People were skeptical about how that would work
and government officials had difficulty explain-
ing how it would work. Consequently, there was
much uncertainty at the outset. The program
itself was apparently not prepared very much in
advance. But, after the TARP was changed and it
was made clear on late Sunday, early Monday,
October 13, 2008, that the funds would be used
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Event Study of the Worsening Crisis: S&P 500 Index, Fall 2008

Table 1
Major Stock Price Indices During Fall 2008

S&P FTSE DAX CAC IBOVESPA NIKKEI

September 12 1,252 5,417 6,235 4,332 52,393 12,215

September 15 1,192 5,204 6,064 4,169 48,419 11,609

September 19 1,255 5,311 6,134 4,324 53,055 11,921

October 10 899 3,821 4,544 3,176 40,829 8,276

NOTE: CAC, French stock market index (Cotation Assistée en Continu); DAX, German stock market index (Deutscher Aktien Index);
FTSE, British stock market index (Financial Times Stock Exchange); IBOVESPA, Brazilian stock market index (Brazilian Índice Bovespa:
Brazilian Bolsa de Valores do Estado de São Paulo [São Paulo Stock, Mercantile & Futures Exchange]); NIKKEI, stock market index for
Tokyo Stock Exchange; S&P, Standard & Poor’s U.S. stock index.
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Seven Amplifying Mechanisms 
1.  Funding liquidity = Financial institutions were increasingly 

relying on short term, even overnight markets for funding. As 
assets deteriorate, lenders stop lending to strengthen their own 
balance sheets and fear of counterparty risk.  

2.  Market liquidity = low demand means large price drops when 
selling assets to maintain capital/margin. 

3.  Margin/haircut spiral = to maintain capital ratio, a loss forces 
investor to sell. 

4.  Loss spiral = decline in value of asset erodes investors net worth 
faster than gross worth because of leverage. 

5.  Informational problems = CDOs contained tens/hundreds of 
thousands of mortgages.   

6.  Cascade of losses = Losses cascade through the network due 
to vast interconnectedness. 

7.  Silent bank runs = Uncertainty about where losses are leads to 
pre-emptive action that hurts entire sector. 



Why did all this happen? 



Leverage and Housing Bubble: The Suspects 

1.  Inappropriately low interest rates 
2.  Global imbalances (including the savings glut) 
3.  European capital flows to US (observed and hidden) 
4.  Private sector greed 
5.  Policy weaknesses 



1.  Low Interest Rates: US Monetary Policy 
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Loose US monetary policy 

Interest rates kept too low to avoid Japanese-style deflation.  
 

cent—before rising back up again slowly. This is
the period in which interest rates were too low
according to the Taylor rule,2 which is shown by
the dark line in the figure representing what policy
would have been had it followed the principles
that worked well for the previous 20 years. That
is, interest rates would not have reached such a
low level and they would have returned much
sooner to the neutral level. So in this sense there
was a deviation from a more rules-based policy.
The deviation was larger than in any period since
the unstable decade before the Great Moderation.3

One does not need to rely on the Taylor rule to
come to the conclusion that rates were held too
low. The real interest rate was negative for a very
long period, similar to what happened in the 1970s. 

So it should not be surprising that such an
unusual policy led to some problems. According
to my research, the low interest rates added fuel
to the housing boom, which in turn led to risk
taking in housing finance and eventually a sharp

increase in foreclosures and balance sheet dete-
rioration at many financial institutions. To test
the connection with the housing boom, I built a
simple model relating the federal funds rate to
housing construction. I showed that a counter-
factual higher federal funds rate would have
avoided much of the boom as described in my
2007 Jackson Hole paper.4

I call this monetary policy decision a discre-
tionary intervention by government because it was
an intentional departure from the policies that
were followed in the decades before. Some policy-
makers say the departure was undertaken to avoid
downside risk, perhaps a Japanese-style deflation.
I have no doubt that it was well-intentioned, an
example of what used to be called discretionary
fine tuning. The Fed’s descriptions that rates
would be low for a “prolonged period” and that
rates would rise at a “measured pace” illustrate
this fine tuning. Markets were generally aware
of it and the departure from policy rules confirmed
it. I think it is an example where the perfect can

Taylor
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NOTE: From Taylor (2007).

2 I sometimes wish it were not called the Taylor rule, because I lose
objectivity discussing it. 

3 Ben Bernanke (2010) replied to this criticism and I responded in
Taylor (2010a).

4 Alan Greenspan replied to this criticism (see Greenspan, 2010, for
example) focusing on the long rate, not the short rate. My response
is found in a “frequently asked questions” section of Getting Off
Track. 
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2.  Global Imbalances 
•  Concern about global 

imbalances in Feb 2004 at G7 
summit of Finance Ministers 
and CB governors.  

•  Alan Greenspan in 2005: “ 
The US current account deficit 
cannot widen forever. 
 Fortunately, the increased flexibility of the American 
 economy will likely facilitate any adjustment without 
 significant consequences to aggregate economic 
 activity.” 



Global imbalances 

A current account deficit means the value of imports of goods / services / investment incomes is greater than the value of exports. 
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Role of Global Imbalances 
•  Bernanke and King linked 

crisis to capital flows from 
developing countries. 

•  Mervyn King (2010): “The 
massive flows of capital from 
the new entrants into western 
financial markets pushed down 
interest rates and encouraged 
risk-taking on an extraordinary 
scale.. Capital flows provided 
the fuel which the developed 
world’s inadequately designed 
and regulated financial 
system..”. 

Mervyn King, bank of England Governor  
(2003-2013) 



Asian real exchange rates 

 Authors’ calculations based on Global Financial Data
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even the growing current account surpluses as strong inward foreign direct 
investment (FDI) flows (and in China’s case later on, hot money inflows) aug-
mented balance of payments surpluses. In general, strong attempts were made 
to sterilize the incipient effects on Asian money supplies, so as to dampen infla-
tionary pressures that might otherwise have eroded competitiveness (while 
simultaneously compromising macroeconomic stability). Figure 5 shows the 
stark contrast between the measured growth of China’s monetary base and the 
explosion in its international reserves (expressed in renminbi). In contrast to 
China, Middle Eastern countries’ reserves rose more slowly than overall net 
external assets, as a substantial portion of their surpluses flowed into invest-
ment vehicles other than liquid reserves.



Reserves 

In both cases, economic policies and market developments helped to gen-
erate significant current account surpluses, which in turn entailed rapid accu-
mulation of public and private claims on industrial countries, in particular the 
United States. What economic adjustments elsewhere in the world allowed 
these emerging market surpluses, and the counterpart advanced-country defi-
cits, to emerge as equilibrium phenomena?

Bernanke (2005) posits that an outward shift of emerging market sav-
ing schedules, both in Asian economies and in commodity exporters enriched 
by improved terms of trade, was the principal cause of the expansion of U.S. 
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What happened in China? 

In both cases, economic policies and market developments helped to gen-
erate significant current account surpluses, which in turn entailed rapid accu-
mulation of public and private claims on industrial countries, in particular the 
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by improved terms of trade, was the principal cause of the expansion of U.S. 
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Was it a saving glut? 

•  Global savings 
increased markedly 
from 2003 from 20.9% 
to 24.4%. 

•  Saving glut occurred 
more after 2004. 
China’s current account 
jumped from 3.6% of 
GDP in 2004 to 7.2% in 
2005, peaking at 11% in 
2007. 



Savings Glut: Different Angle  
•  Asian reserve countries held mainly treasury and GSE 

securities rather than securities that provided financing for 
subprime mortgages (non-GSE). 

So maybe the Global Savings Glut is not to blame? 
•  C/A surplus countries had indirect impact on US credit 

conditions by pushing down long term yields on US treasury 
securities, inducing a substitution away from treasury 
securities into non-GSE securities by European investors – 
a crowding out effect. 

Other driver 
•  Increase in size of their balance sheets because of lower 

measured risks and increased balance sheet capacity.  
•  “Global Banking Glut” – overcapacity in the sector.  



An intriguing correlation 

Their baseline estimate suggests that a 1 percent of GDP increase in the cur-
rent account deficit is associated with a 10 percent increase in real estate pric-
es.  In many countries, easy lending conditions, including an influx of finance 
from foreign banks, helped to fuel housing booms. Similar capital inflow and 
real estate dynamics helped set the stage for the 1997–98 Asian crisis.

As the U.S. external deficit swelled after 2004, the Fed gradually raised the 
funds rate, as noted above. That rate peaked in the summer of 2006 (by which 
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Nuanced View on Global Imbalances 
•  Obstfeld and Rogoff (2012): Global imbalances did not 

cause the crisis, instead were critically important co-
determinants. 

•  Jorda et al (2011) find that credit trends, not external 
imbalances are the best predictor of financial instability. 

•  Cumulative US C/A deficit was $4.7tr while growth in debt 
by HHs, corporate and government was $14.4tr.  

•  It was found that external imbalances played a bigger role in 
pre-WW2 era. 

•  As discussed: Asian savings may have indirectly crowded 
out European investments in US secure assets.   

  
 



3.  Rise of Cross Border Banking (Net claims/liabilities) 

•  International banking 
flows in advanced 
countries played a 
central role during pre 
crisis globalisation 
and during crisis. 

•  Crisis retrenchment 
led to an increase in 
portfolio home bias. 

•  Liabilities grew most 
for developed country 
banks.  



Role of European Banks 
•  BIS statistics reveal a substantial proportion of external US 

dollar claims were European Banks against US 
counterparts.  
•  European banks drew wholesale funding from the US, then 

lend it back to US residents.  
•  Not directly through branch presence but through shadow 

banking system. 
•  European banks raised their assets in US, increasing their 

claims against US borrowers by 40% from 2005 to 2007. 
•  Why did European not US banks expand intermediation 

between US borrowers and US savers?  
•  As Europe adopted Basel II, US chose to maintain more 

stringent regulations in banking sector.  



The role of European banking in connecting US 
savers and borrowers 

US 
Households

US
Borrowers

US 
Banking 
Sector

European
Global 
Banks

border

Wholesale
funding market

Shadow banking
system

Figure 1. European global banks add intermediation capacity for connecting US savers and borrowers

importance of tracking gross capital flows, as emphasized by Obstfeld (2012a, 2012b) and Borio

and Disyatat (2011). In Figure 1, the large gross assets and gross liabilities of the European

banks net out, and are not reflected in the current account that tracks only the net flows. To

the extent that the banking sector plays an important role in influencing credit conditions, it is

gross flows rather than net flows that we should be tracking.

Net capital flows are also of concern to policy makers, and rightly so. Persistent current

account imbalances hinder the rebalancing of global demand. Current account imbalances also

hold implications for the long-run sustainability of the net external asset position, as recently

emphasized by Obstfeld (2012b)3. The purpose here is to make the narrower claim that the

current account may not be as informative about overall credit conditions as gross capital flows,

and to propose a theoretical framework for the claim.

Figure 2 plots US gross capital flows by category of flows. An increase in US liabilities to

foreigners is indicated by an upward-pointing bar (gross capital inflow), while an increase in US

claims on foreigners is indicated by a downward-pointing bar (gross capital outflow).4 While

3See also Obstfeld and Rogo� (20007), Lane and Milesi-Ferretti (2007) and Gourinchas and Rey (2007) and
the post-crisis updated evidence in Gourinchas, Govillot and Rey (2010)

4The line numbers in Figure 2 refer to the balance of payments table from the US Bureau of Economic
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Amount owed by banks to US prime money 
market funds 
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4.  Private sector greed 

Of course, what do you expect? 
  



4.  Private sector greed 

Perverse incentives for a) bank management and b) 
mortgage brokers. 
  



5.  Regulatory Inadequacies: 10 Examples 

1.  No regulation of mortgage market.  
2.  Lack of regulation of ratings agencies. 
3.  Weak regulation of off balance sheet entities. 
4.  Almost complete inaction to dangerous financial innovation. 
5.  Counter cyclical capital buffers not in place. 
6.  Weak capacity of regulators. 
7.  No focus on growth of credit in interest rate determination.  
8.  No macro-prudential policies to dampen credit. 
9.  GSE encouraged the housing boom. 
10. No policy reaction to global imbalances. 

 



Critique of US Government Actions During 
Crisis 

TARP = Troubled Asset Relief Program 

1.  Initial interventions did little, 
misdiagnosing as liquidity 
problem.  

2.  Fiscal stimulus of 2008 
made no impact on 
consumption.  

3.  Uncertainty about TARP 
added to market panic.  

US	  Income/Expenditures	  



Dilemma Faced: ”Vanishing effect" of Finance  
In 2011 Alan Greenspan wrote said reforms may lead to the 
accumulation of "excess of buffers at the expense of our standards of 
living".  
•  Based on assumption that larger financial sectors are always good 

for economic growth.  
•  For countries with large finance sectors (above 80-100% of GDP) 

finance starts having a negative (certain non-positive) effect on 
economic growth. 

•  That said, at the micro level, your small firm, or you and your 
partner, may be denied access to lending to grow your business or 
buy a house. 

Which side are you on?   
 



Are you/we ready for tail risk events?  

Tail risk for investments, banking systems and the Irish 
and global economy (including political events)?  



Appendix: Lending capacity: two models of 
leveraging up 

Balance sheet capacity depends on the amount of 
bank capital and on permitted leverage implied by 
the credit risk portfolio. In tranquil times the 
balance sheet expands. 
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Mode 1: Increased leverage with assets fixed Mode 2: Increased leverage via asset growth

Figure 3. Two Modes of Leveraging Up. In the left panel, the firm keeps assets fixed but replaces equity
with debt. In the right panel, the firm keeps equity fixed and increases the size of its balance sheet.

total assets tend to move in lock-step, as depicted in the right hand panel of Figure 3.6

Banks and other financial intermediaries’ lending depends on their “balance sheet capacity”.

Balance sheet capacity, in turn, depends on two things — the amount of bank capital and the

degree of “permitted leverage” as implied by the credit risk of the bank’s portfolio and the

amount of capital that the bank keeps to meet that credit risk. Bank lending expands to fill

up any spare balance sheet capacity when measured risks are low. Since the balance sheet

constraint binds all the time, lending expands in tranquil times in order that the risk constraint

binds in spite of the low measured risks. Borio and Disyatat (2011) have coined the term

“excess elasticity” to describe the tendency of the banking system to expand when financial

constraints are relaxed.

The consequences of excess elasticity can be seen in Figure 4 which plots the total assets

and risk-weighted assets of two typical European global banks - Barclays and Société Générale.

Even as total assets were growing rapidly up to the eve of the crisis in 2007, the risk-weighted

assets of the banks were growing moderately, reflecting the low levels of measured risks, and

implying low levels of equity capital on the banks’ balance sheets.

More research is needed in order to answer two key questions. Why was it Europe that saw

6Adrian and Shin (2008, 2010) discuss the evidence from US investment banks, while Bruno and Shin (2011)
show in their empirical investigation of capital flows to emerging economies that non-US global banks behave
similarly.

7


