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The Global

Economic Crisis:
Causes, Consequences,

and Responses
January 16, 2009

m speaker: Jay K. Rosengard

Director, Financial Sector Program and
Lecturer in Public Policy, John F. Kennedy
School of Government, Harvard University

In a recent RIETI presentation, Dr. Jay K. Rosengard of
Harvard University took a look back at the global economic
crisis by focusing on four key actors - borrowers,
lenders, ratings agencies, and government regulators -
in relationship to the causes and consequences of the
crisis. In his concluding remarks he identified increasing
liquidity, solvency, stimulus spending, and trust as the best

responses to the crisis.

The world is now facing the greatest global economic
challenge since the Great Depression of the 1930s.
The international community is very much interested in
understanding how and why this current global economic
crisis occurred, and what can be done about it.

@ How it began

The global economic crisis began with the bursting of the
U.S. real estate bubble, which was inflated by a dramatic
decline in mortgage interest rates that led to a steep and
unsustainable rise in home values. Looking at each set
of actors - the borrowers, the lenders, the raters and the
regulators - it is clear that each one in its own particular way
was behaving rationally in response to perverse incentives.
There was a failure of government, both in the regulation

and supervision of the financial sector, and ineffective
government intervention to deal with market failures.

A large number of loans were extended that should
not have been made, which was due to two factors: the
lowering of underwriting standards, and the belief that
escalating home prices combined with securitization
mitigated the associated credit risk because individuals
could always refinance or repackage the debt.

Looking at the incentive for subprime mortgages from
the perspective of borrowers, financing was really cheap,
and borrowers took the attitude that when costs rose,
they would just refinance on the grounds that the value of
the underlying asset would also continue to go up. From
the perspective of the originator and lender, fee income
could be made and then the loan sold, so it would not
really matter to them if the loan went bad. For investors,
subprime mortgages appeared to offer higher returns than
the alternatives without any more risk. Good ratings from
the credit rating agencies and escalating home prices were
their insurance.

All in all, this series of incentives made it possible and
attractive to make loans, which were risky, to people who
should not have been borrowing. This worked fine only until
prices slowed down or began to decline. When monthly
payments rose and people found themselves unable to
refinance or sell, they defaulted on their loans and, in some
cases, their homes went into foreclosure. People had

assumed that prices would always go up, and when they
did not, everything came tumbling down.

There were two main triggers for the global financial
crisis. The first was the tightening of monetary policy by
the Federal Reserve. The federal funds effective rate rose
from about 1% in June 2004 to 5.3% in August 2006, a
fivefold increase in two years. That destroyed the subprime
mortgage model. The second trigger was the deterioration
of the U.S. housing market. In January 2007, home prices
began a steep fall. From July to December of that year there
was a great rise in the number of mortgage defaults.

@® How it spread

The subprime mortgage crisis ultimately mushroomed
into a full-blown global economic crisis because the
macroeconomic context in the U.S. was already under
great strain, and there were also ripple effects and negative
synergies. Regarding the macroeconomic crisis, in addition
to the financial crisis the U.S. already had growing budget
and current account deficits. Real GDP growth was
declining. People were living beyond their means, which
included taking out home equity loans. In 2007, there was
record borrowing against homes to finance spending: $950
billion of consumption was financed by borrowing against
homes.

Regarding the ripple effects and negative synergies,
there was a “perfect storm” of asset price deflation (the
bursting of the property and stock market bubbles),
illiquidity (modern bank runs) and insolvency. The housing
deterioration in 2006 created a “credit issue” as investors
reassessed the risk of subprime mortgages and bid down
their prices. The credit issue quickly transformed into a
“liquidity issue” as banks stopped lending due to fears of
counterparty risk. The liquidity issue ultimately became a
capital issue as portfolios went bad.

@ Where we’re headed

The current recession is unlikely to bottom out until the
third or fourth quarter of this year at the earliest, which
is the most optimistic scenario. Median home prices will
probably decline at least another 5%-10% because in a
crisis markets generally overreact. Household consumption
will continue to decline by at least another 2%-3% of GDP,
which is really bad news for companies exporting to the
U.S. market.

Asset markets, consumer confidence, household spending
and manufacturing are down almost everywhere. European
economies are shrinking, as are their manufacturing
production and consumer confidence levels. Japan’s
consumer confidence and manufacturing are also dropping.
The Chinese renminbi is no longer appreciating, which is
bad news for companies competing with Chinese ones for
export market share.

@® How to respond

There are four components of the response to the crisis:
liquidity, solvency, spending (a stimulus), and trust. The
response to lack of liquidity is an injection of funds. The
response to lack of solvency is an injection of capital. If
the stimulus package is not done in the correct form, it will
lead to saving rather than consumption and investment. If
it is targeted to the wrong people, there will be economic
inefficiency, misallocation of resources, and corruption.
As for trust, people in the U.S. had lost confidence in their
leadership, but that may be changing now that President
Obama and other newly elected officials have taken office.

@ Question and Answer Session

Q: What scenario do you anticipate for the end of the crisis?

A: For the U.S,, it is going to get much worse before it gets
better. Markets, property prices, and consumer spending
are going to continue to go down and job losses are
going to go up. The scenario is more liquidity, more
capital, and more spending, but recovery will take time.
One of Obama’s challenges is going to be managing
expectations.

Q: If you became Secretary of the Treasury next week, what
would you do? Or is there anything being done now that
you would not do?

A: | am very skeptical about tax cuts because people do
not spend the money, they save it. Making tax cuts is a
political argument, but a very bad economic argument.
Unemployment benefits, health insurance benefits,
and state and local governments should indeed be
emphasized. The challenge is to make good investments
and good use of capital that will rebuild and modernize
American infrastructure without creating a lot of white
elephants.
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Figure 1.2 Corporate Governance in Japan:
Finance, Board and Employment Characteristics
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