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Chapter 10
Will the politics of global moral hazard
sink us again?

Peter Boone and Simon Johnson?!

During the last four decades governments in wealthy countries have built up large
contingent liabilities due to the implicit guarantees they have provided to their financial
sectors. Politicians are motivated to create near term growth and always reluctant to
permit hardships that would otherwise arise from defaults and greater austerity. As a
result, the industrialised world has experienced excessive and dangerous financial sector
development. Including all promises, U.S. and European taxpayers back over 250% of
their GDP in implicit obligations, all of which contribute to the development of moral
hazard in lending around the world. If this incentive system remains in place and these
liabilities continue to grow unchecked, the eventual end of this “Doomsday Cycle” — with
repeated bailouts for distressed lenders — will be large sovereign defaults and economic
collapse. The current round of regulatory reform is not sufficient to stop this trend.

l. Introduction

One of most widely held views within economics is that more financial
development — as proxied, for example, by higher credit relative to GDP — is good for
growth. Over the past four decades, a great of empirical evidence has been interpreted as
pointing in this direction, and much supportive theory has also developed. At least since
the Asian financial crisis of 1997-98, an increasing number of caveats have been attached
to this view — particularly with regards to international capital flows — but the mainstream
consensus remains that a larger financial sector relative to the overall economy is a sign
of economic health, generally good for future growth and, at worst, not seriously harmful.

Events since September 2008 suggest this view needs substantial revision. It is now
self-evident that the financial system in Europe and the U.S. has become dangerous — it is
prone to catastrophic collapse in part because major private sector firms (banks and
nonbank financial institutions) have a distorted incentive structure that encourages
eventually costly risk-taking. Unfortunately, the measures taken in various US and
European bailout rounds during 2008-2009 (and again in 2010 for the eurozone) have
only worsened, and extended to far more entities, these underlying “moral hazard”

! Boone: Centre for Economic Performance LSE, Effective Intervention, Salute Capital
Management. Johnson: MIT Sloan and the Peterson Institute for International Economics. With James
Kwak, they run http://BaselineScenario.com, a website on the global financial system.
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incentive problems. The take-away for systemic creditors everywhere, whether they be
executives and traders at big banks or profligate politicians in eurozone nations, is clear:
they get bailed out with official finance and stimulus policies just after financial crises, so
why fear a new cycle of excessive risk-taking and deficit spending??

Not only have the remaining major financial institutions in North America and
Western Europe, along with each one of the eurozone nations, asserted and proved that
they are “too big to fail” — so they need to be saved at great taxpayer expense (both
directly and through indirect off-budget measures), but they have also demonstrated that
no one in leading governments is currently willing or able to take on their economic and
political power. The financial reform process currently underway in the United States
and other industrialised countries will result in very little (if any) effective constraint on
reckless risk-taking by “too big to fail” financial institutions as the next credit cycle
develops.

This cycle of boom followed by bailouts and bust amounts to a form of implicit
taxpayer subsidy that encourages individual institutions to become larger — and the
system as a whole to swell. Our preparation to bail out their creditors means systemic
institutions are able to raise finance cheaply in global markets. The implicit subsidy to
creditors encourages greater debt, which makes the system ever more precarious.

There are now major fiscal threats posed by the size of the largest institutions (easy
to measure), as well as by the nature of system risk (for which the measures remain much
more rudimentary). The fiscal impact of the financial crisis of 2008-09 in the United
States will turn out to increase by around 40 percent points of GDP net federal
government debt held by the private sector (from around 40 percent towards 80 percent).
The IMF estimates that European debt will rise by similar amounts, albeit starting from
higher levels.

However, this only captures a fraction of the total costs to taxpayers, savers and
workers. Each time we have a new bust, our major central banks rush to relax monetary
policy, thus lowering interest rates for savers while giving banks greater profits. These
transfers from savers to financial institutions are an effective tax on savings — if capital
had been allocated better, savers could have earned higher returns. We also suffer from
the large unemployed resources that arise during economic dislocation associated during
these crisis. If US and European unemployment rises by an additional 5% for five years,
the total cost to society is 25% on annual workers’ output.

Z Financial sector bonuses in the United States were high in 2008, despite the financial crisis. Wall
Street compensation as a whole was even higher in 2009. Some traders and executives lost their jobs (e.g.,
from the fall of Bear Stearns and Lehman Brothers), but most did very well.
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We should be even more concerned about the contingent liabilities that arise from
our failure to deal with this dangerous system. The potential liability arising from our
collective failure to deal with “too big to fail” financial institutions, is of much larger
magnitude since the liabilities of these entities are well above the size of GDP. In a bad
crisis we could be on the hook for sums we simply cannot afford. In some West European
countries, this contingent liability dwarfs US numbers — because European financial
systems, such as in the United Kingdom, Germany and Ireland, are much bigger relative
to their economies. “Too big to fail” is now enshrined at the heart of the global financial
system. The euro zone countries have also, with their determination to prevent defaults
inside the euro zone, taken on their collective shoulders the current and future debts of all
member nations.

Having chosen to take on these contingent liabilities, with the dangerous incentives
in place for these to expand and grow, our only course of action to prevent calamity is to
build a regulatory framework which keeps dangers in check. This has primarily been the
task of our national regulatory institutions, who themselves are guided by legislative
bodies and political leaders. We have also attempted to coordinate such regulation
through international agreements such as successive Basel accords.

Unfortunately, these systems of regulation have proven to fail repeatedly at their
main task of checking excessive expansion and risk. As we outline in case studies, these
failures arise in many institutional contexts, but the route cause is an array of powerful
incentives which cause our political leaders, legislative bodies, and of course those being
regulated, to dismantle regulation after each bout of tightening.

Tough regulations are naturally opposed by financial institutions who fight them
aggressively in order to increase profits. Politicians receive donations from the financial
sector, and they benefit from the booms that can be won with relaxed regulation. When
one nation relaxes regulations, it harms others. Countries with tough regulators will see
capital flow out to the less regulated economies as foreign banks bid up interest rates and
take more risk. This in turn increases the call by local banks for relaxed regulation in
order to maintain competitiveness. With such a global macroeconomic dynamic at play,
there is invariably a race to the bottom across nations as regulatory standards are relaxed.

Despite attempts to reform the system now, politicians and regulators are once
again performing the same errors that they made repeatedly during each cycle of boom
and bust since the 1970s. The current reform process underway does not resolve the deep
incentive problems that repeatedly have caused our regulatory system, which we badly
need to prevent excess, to spectacularly fail after each attempt to fix it.

We can already imagine how the next cycle of our financial system will evolve.
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Emerging markets were star performers during the 2008-09 crisis; in fact, most
global growth forecasts made at the end of 2008 exaggerated the slowdown in middle-
income countries. To be sure, issues remain in places such as China, Brazil, India and
Russia, but their economic policies and financial structures proved surprisingly resilient
and their growth prospects are now perceived as good. In the near term, these economies
will grow relatively fast, at the same as generating significant savings in particular
pockets (e.g., within the manufacturing export sector and/or in natural resource
extraction). They will also demand capital, for investments in the private sector and in
quasi-state backed activities. This global macroeconomic dynamic will push capital out of
(some parts of) emerging markets and into perceived “safe havens” around the world,
while also pulling capital from those havens back into other parts of those same (or other)
emerging markets. This is a circle of debt, not equity, financing, which will lead to a
build-up of financial claims both in industrialised countries and in emerging markets.

There are striking parallels with the “recycling of petrodollars” that occurred during
the 1970s. In that episode, current account surpluses from oil exporting countries were
placed on deposit in money centre banks (mostly the US), which then on-lent the funds to
emerging markets in Latin America and to communist Poland and Romania. When the
global macro cycle turned, due to monetary policy tightening in the US, short-term
interest rates increased and most of these debtors faced serious difficulties. Major banks
in the US were technically insolvent, but regulatory forbearance allowed them to continue
operating.

We now seem likely to repeat a version of this scenario, but the major changes in
the nature of the financial sector over the intervening three decades means that more
capital will likely flow around the world (in absolute terms and relative to the size of key
economies) and more leverage may be piled on, including in the nonfinancial sector.

This is our next “global doomsday cycle” or “debt super-cycle”, following
repeated rounds of boom-bust-bailout over the past three decades, and it seems likely to
end badly.

Section Il explains the structure of this global doomsday cycle. Section Il reviews
recent case studies illustrating how crises can emerge from multiple and different source
of failure around the world. Section 1V discusses incentive problems in the eurozone in
more detail. Section V reviews why the latest round of regulatory reforms for the
financial sector is unlikely to make much difference. Section VI concludes with the
implications for the global macroeconomy.

¥ Haldane and Alessandri (2009) discuss an economic “Doom-Loop” where they focus on the time
inconsistency of promises to not bail out banks, and the dangers that arise from this for global financial
stability.
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Il. The Global Doomsday cycle

Cycle Structure

The size of the US financial system, for example as measured by total credit relative
to GDP, has more than doubled over the last three decades — and the changes in other
industrialised countries are of the same order of magnitude (the solid black line in Figure
1 shows credit relative to GDP since 1980). Each time our financial system runs into
problems, the Federal Reserve quickly lowers interest rates to revive it (the blue line in
Figure 1 shows the Fed Funds target rate since 1980, including indications for the timing
of particular cycles). These crises appear to be getting worse and worse: Not only are
interest rates now near zero around the globe, but a significant number of industrialised
countries are on fiscal trajectories that requires large changes in policy to avoid an
eventual collapse of confidence in the government bond market. What happens when the
next shock rears its head?

We may be nearing the stage where the answer will be, as it was during the Great
Depression, a calamitous global collapse. The root problem is that we have let a
Doomsday Cycle become central to our economic system. This cycle, as illustrated in
Figure 2, has roughly five distinct stages.

At the start of the cycle (in the upper right part of Figure 2), banks and other
financial intermediaries begin to build dangerous levels of leverage. For example, banks
take risks as creditors and depositors provide cheap funding to banks because they know
that, if things go wrong, our central banks and fiscal authorities will bail them out. In the
cycle that ran through September 2008, banks such as Lehman Brothers and Royal Bank
of Scotland used such funds to buy risky portfolios of real estate assets, and engineer
massive mergers, with the aim of providing dividends and bonuses, or simply trophies, to
shareholders and management. Through our direct (such as deposit insurance) and
indirect (central bank and fiscal) subsidies and supports, we actually encourage our
banking system to ignore large socially harmful “tail risks”, i.e. those risks where there is
a small chance of calamitous collapse. As far as banks are concerned, they can walk away
and let the state clean it up. Some bankers and policy makers even fare well during the
collapse they helped create.

Regulators are supposed to prevent this dangerous risk taking, but short-sighted
governments often prefer to relax regulation thus promoting a credit boom, while banks
wield large political and financial power and are hence able to outwit or over-rule
regulators. The system has become remarkably complex, so eventually regulators are
compromised and lose their ability to rein in or even measure risk-taking — but hardly
anybody cares to notice. The extent of regulatory failure ahead of this last crisis was mind
boggling. Many banks, such as Northern Rock, convinced regulators they could hold just
2% core capital against large, risky asset portfolios. The whole banking system built up
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$70 trillion in interconnected derivatives exposures which meant that, when one large
bank goes down, it could take the rest of the system with it.

These resulting risks were not the result of errors. For example it was easy to spot
that derivatives had created massive systemic risk, and that lax rules on hybrid capital
made those instruments ineffective.” Instead, our leading politicians and regulators took
the easy route that so many have taken time and again in the past. They avoided
confrontation with powerful banks, and financial sector lobbyists and donors, while
paying lip-service to arguments that “efficient markets” would sort this out. When the
financial sector argued that tough regulation made them uncompetitive against
neighbours, regulators invariably relaxed regulations ever more.

Given the inability of our political and social systems to handle the hardship that
would ensue with financial collapse, when things finally do go wrong, we rely on our
central banks to cut interest rates and direct credits to bail out the loss makers. While the
faces tend to change, each central bank and government has operated similarly. This time
it was Ben Bernanke (in his dual role as monetary steward and regulator as governor and
now chairman of the FED sine 2001), Tim Geithner (first as regulator while President of
the Federal Reserve Bank of New York, and now as chief architect of the administrations
strategy to refine regulation as Treasury Secretary), Mervyn King (Governor of the Bank
of England since June 2003), and Jean-Claude Trichet (architect of the euro zone and
President of the ECB since November 2003) who all regulated and oversaw policy as the
bubble was built, and are now designing our rescue from the system that they helped
create.

When the bailout is done, we start all over again. This is the pattern since the mid-
seventies in many developed countries — a date which coincides with large
macroeconomic and regulatory change, including the end of the Bretton Woods fixed

* Hybrid capital primarily differs from debt through its ability to absorb losses, so providing a buffer
like common equity. Banks like hybrid capital because tax laws permit the interest paid on it to be
deducted. When the crisis came most banks did their best to avoid cancelling coupons, or writing down
hybrid debt, because they wanted to maintain reputations that they always paid in order to keep financing
cheaper in the future, and because the investor base in these instruments was also invested in debt and other
securities, so making good relations important. It was also soon revealed that some banks had issued hybrid
capital instruments which could not legally be used to absorb losses. For example, the Belgium banking
group KBC was ordered to not pay coupons on hybrid debt by the European Competition commission after
it received a government bailout. The bank later paid the coupons because the language in their
prospectuses made them obligatory. Commerzbank issued hybrid debt instruments with legal requirements
that they pay coupons so long as they paid coupons on any similar seniority debt. After acquiring Dresdner
bank, which had issued hybrid debt where coupons were legally required, Commerzbank will probably be
forced to pay coupons on all similar seniority debt instruments with this “pusher” language. These clauses
in the debt instruments made coupons obligatory, however, often banks paid coupons despite difficulties
when they were not obligatory. This was accepted by the regulators due to the fact that pension funds and
insurance companies are major owners of these securities and it would lead to systemic problems if these
groups were to take large losses. See also Goodhart(2010) on contingent capital instruments as an
alternative.
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exchange rate systems, reduced capital controls in rich countries, and the beginning of 40
years of continuous regulatory easing (although during brief periods after each successive
crisis some new rules are imposed only to find they get watered down soon after).

The real danger is that as this loop continues to operate, the scale of the problem is
trending bigger. If each cycle requires a greater and greater public intervention, we will
surely eventually collapse.

Why does regulation repeatedly fail?

There are really two broad ways to view the past regulatory failures which have
brought us to today’s dangerous point. One is to argue there were mistakes that can be
corrected through better rules. This is the path of virtually all the reforms currently
underway, including the Basel committee and the Financial Stability Board — backed by
the G20 — which are now designing supposedly comprehensive new rules that will close
past loopholes which permitted banks to effectively lower core capital, plus they are
adding new rules that will ensure greater liquidity at banks. Even Ben Bernanke, who
heads a Federal Reserve that will soon be empowered with far greater powers under
regulatory reform, has argued that America simply needs “smarter regulations” to save
the system. Having worked for many years in formerly communist countries, this reminds
us of the repeated attempts of central planners to rescue their systems with additional
regulations until it became all too apparent that collapse was imminent.

The second view is that the long-standing and repeated failure of regulation to
check financial collapses reflects deep political and operational difficulties in creating
regulation for modern finance. The most important point is that our politicians naturally
like looser regulation. When we loosen regulation we give our borrowers, who are
implicitly backed by taxpayers, the opportunity to borrow more and profit more. This
generates a credit boom, which may be financed by bad credits, but does well for sitting
politicians. The great era of deregulation under Gordon Brown and Bill Clinton/George
Bush undoubtedly supported those unsustainable boom years which commentators
wrongly attributed to strong fundamentals.

When regulation is tight, banks naturally spend much money and time lobbying
against it. The banks have the money, they have the best lawyers, and they have the funds
to finance the political system. Politicians rarely want strong regulators — even after a
major collapse, they are more concerned about restarting growth than about limiting
future dangers. So, politics rarely favours regulation.

The operational issues are also large: how should regulators decide the risk capital
that should be allocated to new, arcane derivatives which banks claim should reduce risk?
When faced with rooms full of papers describing new instruments, and their risk
assessments, regulators will always be at a disadvantage compared to banks.
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Figure 7: Tier One Capital over time at Major Canadian Banks

14
. L [}
Tieroneratiosrise in response to !
12 commodity collapse
10
<
=
i)
s 8
&
= .
::1 Canada started the e = « Bank of Nova Scotia
S credit boom late, but,
2 6 it was coming
<] == == » Royal Bank of Canada
ks
=
Note the low Canadian bank tier one rates before Canadian Imperial Bank of
4 the commodity induced recession Commerce
Bank of Montreal
2
0
OHNNmﬁ‘quDLDI\OODOmOOHNng<TLDLD\DI\DOOQ
A OO DD D O O O O 9o O Q O ©O © © O 9
A O O O O O O 00 0 0 o0 0 O 0O O O O o O o o o o o O
A Hd A A A A H A A H H A H NN NN NN NN NN NN NN
e T T T T T T T
e e e e s e e s e i s s e e e e e e e e e s e e e e
> e - e e - ey - e i - e s - e s - e - -
N 0 & N 00 & N o0 & N 00 & N o0 N o0 F N o0 S N oo F N oo g N
- Ll - Ll Ll Ll Ll - - Ll

Note: Toronto Dominion was excluded due to accounting issues in 2003 which

make the data incomparable. It generally followed similar trends to the other banks.

Source: Bloomberg

283



Chapter 10 — Peter Boone and Simon Johnson

Figure 8: Ireland Bank Assets/GDP by bank (LHS) and Government Debt/GDP
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Figure 9: Irish Public Debt/GDP
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Figure 10
The Reagan Revolution, For Finance

Figure 5.2: Relative Financial Wage and Financial Deregulation
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Figure 11
Economic Power Becomes
Political Influence

Figure 4.1: Real Corporate Profits, Financial vs. Nonfinancial Sectors
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Figure 12
Bigger Than Ever

Figure 8.1: Growth of Six Big Banks
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