ECON 104---Financial Crisis
1. What is the nature of the current crisis?  There are 3 big proximate causes: a bunch of new and unregulated assets emerged, and people traded them without knowing their value; there was a bubble in asset prices, but now it is popping---asset prices (such as house prices) have fallen, so that people feel poorer and don't want to spend;  credit markets have tightened so that banks are less willing to lend and charge higher interest rates, pushing down investment by people and firms; 
2. Recall that if the conditions of the First Fundamental Theorem hold, credit markets defined as the markets for borrowing and saving money, will be efficient.  
2.1. This means, roughly, that good investments will be made and bad investments will not be made because people will be able to borrow money to fund investments that pay off in the long run. 

2.2. However, if the conditions don't hold, some good investments may not get made, and some bad investments may get made.  

2.3. What conditions might not hold?  Two important ones are: perfect competition and perfect information.  Banks may have power in the market, driven by their bigness; People with investment projects may have more and better information than bankers.  Both of these features drive credit markets away from efficiency.

2.4. If bankers have market power, they will charge more for their services, meaning they will charge more to borrow money.  This means that some good investments will not get made: only the super high-value investments will be made, and the ones that are somewhat high-value, but not super-high-value, will be judged unaffordable by the people trying to borrow the money.

2.5. If people trying to borrow have private information about the value of their projects, they will consistently lie in the direction of over-valuing their projects when they are talking to bankers.  So, bankers will only fund projects that seem to be super-high-value.  Similar effect as banker market power.

2.5.1. There are some ways out of this problem:  people develop reputations, they put up collateral or bonds, they find credible ways to convince the banker that they are a good risk.

2.6. These market failures (lack of perfect competition, lack of perfect information) make credit markets inefficient in general.
2.7. Right now, credit markets are facing extreme information problems, because they have 'discovered' that they can't trust anybody, and so they are being extremely careful about who they lend to, and charging extremely high interest rates on new loans that go out.

2.7.1. This is an about-face from their tactics of the previous 6-20 years, during which they increasingly lent money to less creditworthy projects and charged low interest rates.

3. Recall from Chapter 6 of Harford that, in the presence of imperfect information, prices can have bubbles, defined as increases in price that are unconnected with the underlying value of the good to consumers or cost of the good to producers.  

3.1. There was a large bubble in housing prices over the last 6-20 years.

3.1.1. Some folks would be wary about calling this a bubble: eg, demand for housing rose because credit became easier to get for a time, and then fell because credit is now tougher.  In this case, we are not talking about a bubble, but rather variations in housing prices driven by demand, which is in turn driven by credit market conditions.

3.2. It was global, and pretty big.  We can tell it was big because it is popping, and house prices have fallen by nearly 1/5th in the USA over the past year.

3.3. The bubble was driven by at least a few things:

3.3.1. Interest rates have been low for perhaps 16 years, so borrow to finance investment looked relatively cheap.  This raised the demand for investments, including assets and houses.
3.3.2. The dot-com bubble burst at the turn of the millenium, diverting money from those assets.  It turns out that money was turned to the housing market.
3.3.3. The terms of home loans favoured larger loans for a larger group of people.  For example, in Canada, the CMHC increased the amount that people without much money could borrow (eg, the 5% down payment), which increased the demand for housing.  

3.3.4. For another example, in the USA, over 2004-2008, many home loans were made with no documentation at all on the part of the borrower.  This is classically bubbly:  no documentation was needed, because the bank had the home as collateral.  However, the home is only good collateral if prices are guaranteed to rise.  If house prices fall, these banks lose money.

3.3.5. House prices did fall, which precipated the wave of difficulties for banks and investment banks.  They were heavily invested in houses, or housing-related securities, which turned out to be bad investments.

4. Credit markets had to be invented: prior to the 15th century, very few people in England had access to borrowing.  If you wanted to make an investment, you had to save up for it in advance.  By the 19th century, a big fraction of the population had access to credit markets, and so could make investments without saving up for them in advance.
4.1. There have been lots of inventions in finance:  futures markets (promises to buy things in the future at a set price); short markets (promises to sell things in the future at the current price); options (ability to buy things in the future at a given price); interest-only paper (promises to pay the interest on a loan to one party, but letting the principal payment go to another party); bundles of all of these (eg, a bundle of interest-only paper might be the interest payments from 100 home loans).

4.2. Recently, credit derivatives were invented: they are promises to pay if a certain event occurs.  In this way, they are like insurance.  However, the insured need not have anything happen to them.  Rather, payment is tied to an event happening to someone else! 

4.3. A common type is one which pays if a default happens.  If I buy a default-based credit derivative for a particular mortgage, it pays me if the mortgage-holder defaults.  It is called a derivative, because neither party of the mortgage is a payer.

4.4. A credit default swap is a credit derivative that works as follows.  If I buy a credit default swap from you, then I pay you a small amount every period, but if a specified financial instrument goes into default, then you pay me a specified amount.
4.5. These credit default swaps can get bundled to make bigger financial assets.  The thing is that the people whose default determines the value of the credit default swaps can get pretty hard to track down.  Likewise, the parties responsible to pay the obligations can be hard to track down.
4.5.1. For example, suppose I buy a swap from you, in order to insure myself against some risk.  Now, you sell your side to a company that then goes broke.  I now have no insurance.

4.6. It turns out that the gross size of the market for credit default swaps grew hugely with the real estate bubble:  people knew they were facing risk in the real estate market, so they tried to protect themselves from the risk with these insurance-like instruments.

4.6.1. I seriously mean 'grew hugely': the credit default swap market has a gross face price of more than $40 trillion.  It grew to this from nothing in about a decade.

4.7. Unfortunately, the traders of these assets were trading without good knowledge of their value, of the underlying risk, or even of how to calculate their value if the information were available.

4.8. You might ask: who would buy and sell multi-billion dollar bundles of credit default swaps without knowing their value?  Crazy people, yes. But also:

4.8.1. People who had an outside assessment of their value.  The bond rating agencies, Standard and Poor's, and Moody's, rated these credit default swaps, which gave them an external validation as being known quantities.

4.8.1.1. Unfortunately, nobody was monitoring the bond rating agencies on their assessment of these securities.  The two ratings agencies are monitored on their assessment of more traditional securities, such as bonds and suchas.  However, there was no regulation of the credit default swap market or of the ratings agencies' activities in these markets.

4.8.2. People who figured that the real estate market was just gonna go up, up, up forever.  If the real estate market goes up, up, up forever, then nobody ever defaults and the credit default swap is just equal to the value of the periodic payments that it comes with.

4.9. A final unfortunateness:  banks and investment banks are up to their ears in these instruments (and others), whose value is now thought to be much lower than they thought when real estate price forecasts were all up, up, up.

5. So, what does all this add up to?
5.1. The real estate bubble, combined with these weird new unregulated financial instruments, means that the banks are all worth a lot less than they thought they were, which means that they have a lot less money to lend out than they thought they had.

5.2. In addition, they are swinging the other way: instead of lending to everyone for any reason, they now need lots of reasons to think they'll get their money back.  

5.3. So, the price of borrowing money is way higher than it was a year ago.  Consequently, lots of good investments don't get made.   Both firms and people invest less.

5.4. People feel poorer than they did before.  Thus, they consume less.

5.5. Governments feel poorer than they did.  They might spend less.

5.6. These three channels drive economic activity downwards, and if economic activity shrinks for 2 quarters in a row, we have a recession.

5.7. Government action to improve this situation takes two main forms: 

5.7.1. They can try to get the banks to lend money to firms and people by: adding money (via share purchases or loans) directly to bank balance sheets; having central banks lower overnight rates.

5.7.2. They can spend money, to offset the lower spending of people on consumption and firms on investment.  This spending may take the form of infrastructure spending.  Or they can get people to spend, by lowering tax rates.  The risk here, though, is that people will save that money.

5.8. In the longer term, governments seem to be focusing on how to re-regulate the credit sector.  In the USA, they de-regulated a lot in two big waves: mid 90s and early 2000s.  The pendulum seems to be moving back, largely on the basis of the collapse in value of these unregulated credit derivatives.

5.9. Central Bank activity which increases the amount of credit in the economy will typically be inflationary: that is, it will tend to cause prices to rise.  The reason is, roughly, that the Central Bank is adding money to the economy, but not adding any stuff to buy.  Thus more dollars are chasing the same amount of goods.  To the extent that the increase in credit results in increased output, this inflationary effect is diminished.
5.10. All this new government spending has to come from somewhere: either revenue or government borrowing.  If it comes from borrowing, then government has to pay back the money in the future, by raising revenue in the future, which implies raising taxes in the future.  
