                                                                                                                                                                                                                                         


                           Econ Class # 3.   19 February 2020


Coronavirus.  Feb 19 -- The actual damage (in financial or human terms) is worsening -- the death toll (at over 2000 as of this morning, mostly in mainland China) from the virus continues to rise, as do the number of confirmed cases (about 70,000), but the rise is no longer exponential, and in fact seems to be decelerating.  Wide spread disruption.

Yesterday, in China, 760M people are locked down. Apple just issued a warning. In Japan, there is a sudden spike coronavirus cases. [Russian govt. decided to temporarily forbid the entry of Chinese citizens from any destination]

The three main channels through which the now-called Covid-19 will affect the global economy are tourism, net exports, and intermediate goods, but China looms large in the global economy (20% now, 5% in 2003 at SARS)
At noon today Brent oil was trading at about $58.13/bbl (ref the bet). Concerns over the spread of the coronavirus epidemic weighed on the oil market given the potential implications for demand.  Other asset prices have also dropped.  Why?
The “random walk” hypothesis would suggest world markets, which have plummeted, should adjust prices to each new piece of information — which at this point probably means reducing risk expectations somewhat.  In practice that is not happening. More likely, we seem to be suffering a classic investment panic. The level of anxiety, rather than actual information, seems to be  dictating the market response, and that means that the market will be driven by crowd psychology. When a narrative takes hold, the Nobel prize professor Robert Shiller suggested that the best way to understand its effect on markets is through epidemiology. As the coronavirus becomes an epidemic in the physical world, we should expect fear of coronavirus to become an epidemic in the financial world.
In the US, yesterday bond inversion in the Treasuries’ market?   And why the tension in the US repo market?
Japan in recession?

What has happened since the GFC and how policy-makers (and markets) have been reacting to try to prevent a new one.  But maybe we were not fighting the crisis with the appropriate tools if we misdiagnosed the causes re Gary Gorton

The “shadow banking system,” at the heart of the GFC was, in fact, a real banking system and vulnerable to a banking panic. Indeed, the events starting in August 2007 were a banking panic.  A banking panic is a systemic event because the banking system cannot honor its obligations and is insolvent. 

Unlike the historical banking panics of the 19th and early 20th centuries, the latest banking panic was a wholesale panic, not a retail panic. In the earlier episodes, depositors ran to their banks and demanded cash in exchange for their checking accounts.  Unable to meet those demands, the banking system became insolvent. The current panic involved financial firms “running” on other financial firms by not renewing sale and repurchase agreements (repo) or increasing the repo margin (“haircut”), forcing massive deleveraging, and resulting in the banking system being insolvent. 

The earlier episodes have many features in common with the current crisis, and examination of history can help understand the current situation and guide thoughts about reform of bank regulation. New regulation can facilitate the functioning of the shadow banking system, making it less vulnerable to panic.

The run on Lehman was the result of an endogenous build-up of risk.  Gorton’s argument, that fragility is endogenous, conflicts with the standard “two shock” view of the financial crisis of 2007-2008 involving two distinct phases, corresponding to two distinct shocks, the “subprime shock” and the “Lehman shock,” e.g. Mishkin (2011).  
Recall Minsky, suite          In retrospect we do understand that a series of bubbles helped keep the world economy driving forward over the past three decades.  Behind these, however, lay a credit super-bubble, which burst in 2008 -- not Bernanke.    This is why private spending imploded and fiscal deficits exploded. 
Thus, William White – 11 years after Lehman Bros:
   at least six “false” premises, widely held before the crisis:

1.  domestic price stability is sufficient to ensure macroeconomic stability.  
2.  financial developments (especially involving equities) are not a significant threat to macroeconomic stability.  
3. floating exchange rates will suffice to deal with current account imbalances. 
4.  given floating exchange rates, international “spillovers” from domestic monetary policies (especially those of the US) are unimportant.
5. if domestic price stability and floating rule out future crises, then we do not need to prepare for them.
6. to the limited extent the mainstream thought about distributional issues at all, growing inequality was thought to be a price worth paying to get faster economic growth.

There is an argument that asset price inflation matters the most to the modern business cycle because they pose the nearest and most substantial danger of a recession. Since the early 1980s, recessions in the West have all been driven by asset price busts, and not by the traditional fear of excessive wage increases leading to inflation (but ex rate). If this is true, monetary policy, and the regulation of capitalism more generally, need to be radically different.  That, essentially, is the argument of the late economist Hyman Minsky.                                                                                                                                                
The last five major global cyclical events were the early 1990s recession — largely occasioned by the U.S. Savings & Loan crisis, the collapse of Japan after the stock market crash of 1990, the Asian crisis of the mid-1990s, the technology boom/bust cycle at the turn of the millennium and the unprecedented rise and then collapse for U.S. residential real estate in 2007-2008. All five episodes delivered recessions, either global or regional.   In no case was there as significant prior acceleration of wages and general prices. In each case, an investment boom and an associated asset market ran to improbably heights and then collapsed.   From 1945 to 1985 there was no recession caused by the instability of investment prompted by financial speculation — and since 1985 there has been no recession that has not been caused by these factors.  
Bretton Woods 2, as it evolved, hinged both on the willingness of foreign central banks to take the currency risk associated with lending to the US at low interest rates in dollars despite the United States large current account deficit AND the willingness of private financial intermediaries to take the credit risk associated with lending at low interest rates to highly-indebted US households.

The second leg of the chain collapsed before the first.  

US financial institutions were neither willing nor able to take on the risk of lending more to US households.   For a while the US government was able to ramp up its lending to households (notably through the Agencies) and in the process effectively take over the function previously performed by the private financial system, but was not able to avoid a sharp fall in the overall availability of credit in the short-run (leading to QE policies). 

In retrospect, the fact that (reported) bank profits didn’t fall as the Fed raised rates in 2005-6 should have been a clue that risks were building.   An inverted yield curve isn’t good for institutions that borrow short and lend long – but it initially didn’t seem to have an impact on financial sector profitability.   It is now clear how the financial sector kept profits up: it took on more risk, as it shifted from borrowing short to buy safe long-term assets (Treasuries and Agencies) to borrowing short to buy risky long-term assets. 

Leverage in the system also increased, as more and more financial institutions believed that the US had entered into an era of little macroeconomic or financial volatility [“great moderation”].  The net result seems to have been a truly explosive concentration of risk in the hands of a core set of financial intermediaries in the US and Europe. Securitization – it seems – actually didn’t disperse risk into the hands of institutions able to handle it.  Shadow banking issues.

Many have highlighted the role that loose US monetary policy played in supporting the housing boom. And there is no doubt much truth in this story:  pushing rates down to help “clean” up the bursting of the dot.com bubble and holding them down for several years certainly helped induce the rise in home prices and the housing boom.  At the same time, this story leaves out what to me is a crucial part of the story:  the housing boom didn’t end when the Fed reversed course and raised long-term rates. The really risky loans were made in late 2005, 2006 and early 2007 – after policy rates had increased.  Private institutions kept on lending – in part because they decided that it was safe, in a world of low assumed macroeconomic volatility – to take on more leverage and more credit risk to keep profits up.  [Minsky]

Foreign central banks that kept on lending to the US despite large ongoing deficits – and poor returns, after taking into account the currency risk – on their dollars contributed too.  If they had scaled back their financing more rapidly, the US would have been forced to adjust sooner – reducing the risk of the kind of severe crisis that began in 2008.

There is still a real risk that the continuing adjustment won’t be gradual. And it certainly looks like the flow of European, Chinese (and Gulf) savings to US households over the past few years has produced one of the largest misallocations of global capital in recent history. 

The US [and European] taxpayers are getting hit with the costs for much of the credit risk that supported the big increase in household consumption – as the FT’s Martin Wolf quipped, what looked to be private lending turned out to be public spending.   And China’s taxpayers will eventually have to pick up the bill for the currency risk associated with lending to the US in dollars and Europe in euros at low rates … 

This is again not the crisis that we all expected.  And in terms of outcomes, one key difference has been that we thought the collapse of the balance of financial terror would push Treasury yields up. The credit crisis has pushed Treasury yields down.

The global situation we face today is arguably more fraught with danger than was the case when the crisis began in 2007. By encouraging still more credit and debt expansion, monetary policy has ‘‘dug the hole deeper.’’  The fundamental analytical mistake has been to model the economy as an understandable and controllable machine rather than as a complex, adaptive system.  This mistake also implies that the suggestion that central banks should necessarily reduce the ‘‘financial rate of interest,’’ in response to a presumed fall in the ‘‘natural rate,’’ is overly simplistic. In practice, ultra-easy policy has not stimulated aggregate demand to the degree expected but has had other unexpected consequences.  Not least, it poses a threat to financial stability and to potential growth going forward.  ‘‘Exit’’ from extraordinary measures threatens to be delayed in many countries, underlining the dangerous fact that the global economy has no nominal anchor.  Much better would be policies, introduced by other arms of government, that would recognize that the fundamental problem is not inadequate liquidity but excessive debt and possible insolvencies. The policy stakes are now very high
US dollar and CB policy.  Currency wars.  Secular stagnation and the global savings glut.  What information do government bond yields contain?  A key shortcoming 
of the existing international monetary system is that it tends to heighten the risk of financial imbalances, leading to booms and busts in credit and asset prices with serious macroeconomic consequences. These imbalances often occur simultaneously across countries, deriving strength from international spillovers of various types.  The global use of the dollar and the euro allows monetary conditions to affect borrowers well beyond the respective issuing economies.

So how do we get out of this slow growth, over-indebted liquidity trap?   To do that, we need to understand how we fell into it.  Why, in 2008, did private spending collapse way below private income, not just in the US but in most of the OECD?


We now understand that leading into the 2008 GFC, some financial (shadow banks) institutions underwrote products with excessive leverage in real estate investments (notably US, Ireland, Ireland, Spain).  The collapse of liquidity in these products impaired balance sheets, and governments backstopped the crisis.  Soon enough governments themselves were propped by extraordinary monetary stimulus from central banks.   Central banks purchased ~$15T of financial assets, mostly government obligations.

This accommodation was expected to reverse.   If and when such outflows (or lack of new inflows) take place could lead to asset declines and liquidity disruptions, and potentially cause a financial crisis or a hypothetical “Great Liquidity Crisis” (GLC). The timing will largely be determined by the pace of central bank normalization, business cycle dynamics and various idiosyncratic events, and hence cannot be known accurately. This is similar to the 2008 GFC, when those that accurately predicted the nature of the GFC started doing so around 2006 (Shiller, Rogoff, Roubini).

Fed, ECB, BoJ

Why are central banks in advanced economies so fixated on raising inflation to 2%?

{Rogoff & Reinhart, 2010)     Throughout history, the ratio of debt to gross domestic product (GDP) has been reduced in a variety of ways, including 
• economic growth; 
• substantive fiscal (spending and taxing) adjustments, such as austerity plans;
• explicit default or restructuring of private and/or public debt; 
• sudden surprise bursts in inflation (which reduce the real value of the debt); and
• financial repression—that is, official policies that direct to government use (and usually at below-market rates) funds that would otherwise go to other borrowers

The weak growth, low productivity, low return on capital, and weak wage growth, inter alia, are widely recognized.  There seem to be two main schools.  

[bookmark: _GoBack]One is associated with Reinhart and Rogoff.    They argue that "this time is not different" and that much of disappointment with economic performances are what should be expected given the end of a historic credit cycle and debt crisis.  Wicksell.  Minsky provides a plausible theory of why the global financial crisis could happen.

The other is associated with Summers, who resurrected Alvin Hanson's 1938 secular stagnation hypothesis.  The basic concern here is that the effective demand for capital is not sufficient to absorb the large pools of savings.  This drives down the price of money (interest rates), which risks fueling bubbles. Summers advocates a large public investment campaign to deploy the savings.  

The two camps debate the issue on op-ed pages, think-tanks, the internet, and social media.  Both sides make interesting points though it is difficult to see closure anytime soon. 

As for “secular stagnation”, the fact is that the global economy has grown at about the same rate in the decade since the financial crisis as in the previous 25 years.   As a matter of hard facts, there has been no secular decline since 2008 in real economic activity, which has continued to grow at between 3.1% and 3.8% every year since 2011—exactly in line with the 3.5% average growth rate from 1980 to 2007. 
This steady real growth matters, and is not just some statistical curiosity.  Real GDP is what determines global demand for commodities, semiconductors, labor etc.   The secular declines that really have occurred since 2008 have been in pricing power and in the dominance of OECD economies. What justifies claims of a “new normal” in economic conditions since 2008 is not any weakening of global growth but the structural shift in relative importance of advanced versus emerging economies and the new regime of permanently low inflation and interest rates.

This leads to the next conclusion—about the relative performance of US and international markets. In the US, economic growth is hitting capacity limits, the profit share of national income is probably unsustainably high, equity valuations are already demanding, and monetary policy makes further multiple expansion unlikely.

In Europe, by contrast, economic data has deteriorated more sharply and there is less hope of improvement. Unlike their Chinese or US counterparts, European policymakers do not respond to weak economic growth with counter-cyclical stimulus. The default response in Europe to almost any economic or financial setback is pro-cyclical fiscal tightening, amplifying cyclical downturns and turning small banking problems into major systemic crises. To make matters worse, European politics remain unpredictable.

Another view from the BIS:  Debt is what helps to understand apparently unrelated developments.   It may illuminate the puzzling slowdown in productivity growth: recent BIS research finds evidence that credit booms sap productivity growth as they gather pace, largely by allocating resources to the wrong sectors.  The impact of these misallocations lingers on and becomes more powerful if a financial crisis subsequently erupts.  In turn, weaker productivity makes it harder to sustain debt burdens.  Put differently, we may not be seeing isolated bolts from the blue, but the signs of a gathering storm that has been building for a long time.


Lacy Hunt (full text posted on class web-page):

Four considerations suggest the Fed will continue to be unsuccessful in engineering increasing growth and higher inflation with their continuation of the current program of Large Scale Asset Purchases (LSAP):

    First, the Fed's forecasts have consistently been too optimistic, which indicates that its knowledge of how LSAP operates is flawed. LSAP obviously is not working in the way they had hoped, and they are unable to make needed course corrections.
    Second, debt levels in the U.S. are so excessive that monetary policy's traditional transmission mechanism is broken.
    Third, recent academic studies, all employing different rigorous analytical methods, indicate LSAP is ineffective.
    Fourth, the velocity of money has slumped, and that trend will continue—which deprives the Fed of the ability to have a measurable influence on aggregate economic activity and is an alternative way of confirming the validity of the aforementioned academic studies.  And money multiplier.


Why would people suddenly decide to hoard money instead of spend it? A possible answer lies in the combination of two issues:
· A gloomy economy after the financial crisis
· The dramatic decrease in interest rates that has forced investors to readjust their portfolios toward liquid money and away from interest-bearing assets such as government bonds
In this regard, the unconventional monetary policy has reinforced recessionary tendencies by stimulating the private sector’s money demand through pursuing an excessively low interest rate policy (i.e., the zero-interest rate policy).  
Currency war (from Petits):   there is a general tendency of countries to want their currencies to depreciate. Everyone would like to boost their growth by letting their currencies slide and increasing exports. Of course, not all can succeed. Someone must increase net imports and let their currency appreciate.  Neither the Chinese nor the Americans are willing to let it happen (at least at a pace desired by the rest of the world).

What it all boils down to is this: There apparently is no motivation for global central banks to stop directing capital inflows at the US in an effort to support mercantilist objectives. If it isn’t China, it will be some other economy.  And equally apparent, there is no motivation among US policymakers to address such government-directed capital flows.  Which will leave politicians falling back on ultimately harmful trade barriers.  Trump.  The absolute inability of US policymakers to seriously address a global financial architecture where a rule of the game is “when in doubt, buy Dollars” will ultimately have serious consequences via disruptive adjustment when the system can no longer be maintained, via either external or internal forces.  

The result is like a game of deflationary pass the parcel in which the countries with appreciating currencies eventually feel the pressure, and try to reverse the trend.


