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Chapter 19: The Eurozone in crisis We knew that a storm was brewing but, admittedly, we did not know exactly where. Neither did we know what would trigger it, or when it would come. Jean-Claude Trichet, President of the ECB. Keynote address in 2009.



© The McGraw-Hill Companies, 2012



Stage one: the global financial crisis Following Great Depression, strict regulation was designed to limit risktaking by banks and financial institutions. The deregulation phase started in the 1980s, followed by a rapid expansion of financial sectors in the USA and Europe: - banks became active investors: • maturity mismatch (borrow short term-lend long term); • currency mismatch (operate in different currencies..what if ER movements?);



-



-



banks took major risks, implicitly borne by their governments (banks cannot just go bankrupt, ordinary deposits are crucial for the economic life!); house mortgages in the US to risky people: subprime mortgages, which relied on ever increasing house prices. And these loans were sold to banks, which sold them to other banks (i.e., securitization).
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Subprime mechanism



• • • • • • • • • •



Housing mortgages in US: possible and lucrative to lend to NINJAs(No Income, No Job or Adress people). Great Moderation →growth expected to persist, changing perception of risk Initially low interest rates, then jumping after 3 years When growing int rates, then new loans were granted with low int rates. If in the meanwhile the value of the house grew, then the borrower could borrow even more, at a low rate. Everything OK with house prices rising. BUT, there was a bubble! The bubble craches, houses lose value, no more possible to refinance loans with new ones. NINJAs had to pay very high int rates that they did not afford →loans became delinquent (lenders cannot expect full payment) Foreclose houses and sell them quickly..BUT who buys them? Lenders: specialized morgage companies. Make the loan and sell it to banks..who sell it to other banks. Ratings of these securities: high, ‘cause until then almost no household defaulted
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Stage one: the global financial crisis Housing prices in the USA (Index: January 2000 = 100):
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Securitization



•



• •



• • •



Banks buy large numbers of loans from specialized morgage companies, and turn them into securities – principle of diversification: large portfolios of loans are safer than each loan separately. Process menaged by a trust fund, a Special Purpose Veichle (subsidiary of the bank). The funds owns the loans ie mortgages secured by houses. The fund is called Asset Backed Securities. Process to structure the tranches of the ABS: lump together all the money. Get the first tranche (say10% of the value V). Security 1 is sold with the promise that capital + interest are paid back on maturity unless total value of Fund drops to less than 90% of V. Senior tranche, rembursed in priority. Tranche 2, 3.. Last tranche, the most junior: last 5% of V. Claim paid back only if the Fund makes no loss. Firs tranche considered « safe » →rated AAA, sold for a high price.Last tranche, low cost. But proces insures high profits for bank. Risk: different people, with unrelated ability to pay →likelihood of correlated defaults low. BUT all loans correlated with house prices..
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Stage one: the global financial crisis When house prices stopped rising, securities lost their ratings and many of the world’s largest banks (especially in US, UK, France, Germany) faced heavy losses. - April 2007: New Century Financial Corporation (one of the largest US mortgage lenders) declared bankruptcy; - July 2007: bank Bears Stearns announced that it would stop honouring the commitments of one of its SPVs; banks grew suspicious (info asymmetries)of one another and stopped their mutual lending that makes up the interbank market. central banks provided liquidity directly to their banks. - September 2007 – spring of 2008: several major banks failed (Northern Rock, Bears Stern taken over by JPMorgan helped by Treasury) - 15 September 2008: failure of Lehman Brothers triggered the worst financial crisis since 1929. US does not rescue it ‘cause did not want taxpayers to pay for Lehman excessive risk taking. WHO PAID? - No liquid interbank market fire sales and maturity mismatch at © The McGraw-Hill Companies, 2012 play



Stage one: the global financial crisis Assets of central banks (Index: January 2007 = 100):



© The McGraw-Hill Companies, 2012



Stage one: the global financial crisis Policy makers (governments and central banks) followed the lessons learned from the Great Depression: - rescue large “SYSTEMIC” financial institutions (too large to fail); - deep distress in the financial system is soon followed by a profound and long-lasting recession; - central banks must provide liquidity to the financial system and adopt sharply expansionary policies; - governments must bail out banks and other financial institutions; - governments must use fiscal policy to prevent a vicious cycle of recession and large budget deficits. The London G20 Summit in 2009 called upon all governments to urgently adopt expansionary policies.
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Stage one: the global financial crisis These actions had dramatic impacts on budget deficits (e.g., in 2010, Irish government spent almost 30% of its GDP on bank bailouts). Budget balances 1993–2012 (% of GDP):
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Stage two: the public debt crisis in the Eurozone The recession has been deep but relatively short-lived! GDP growth 2006–12:
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Stage two: the public debt crisis in the Eurozone However negative growth and large budget deficits have led to a fast increase in public debts: - financial crisis has led governments to run budget deficits; - deficits have led financial markets to worry about the sustainability of public finances. Greece: - late 2007: public debt at 105% of GDP; - late 2009: public debt at 127% of GDP; - early 2010: Greek government in desperate situation; - May 2010: IMF–EU–ECB (called Troika) rescue operation and creation of European Financial Stability Facility (EFSF); - 2011: new package from the Troika + 50% write off the debt. - For updated info: http://www.imf.org/external/np/exr/countryfacts/grc/ © The McGraw-Hill Companies, 2012



Stage two: the public debt crisis in the Eurozone Bailout of Greece in May 2010 was motivated as a way to avoid highly dangerous contagious effects but this goal proved elusive: - Ireland received a loan in November 2010; - Portugal followed suit with a loan in May 2011. - Spain asks loan for recapitalizing banks, 2012 Contagion within the Eurozone is highly troubling since public indebtedness is not enough to explain why these countries, and not others, have faced the wrath of the financial markets. Possible explanations: - membership of a monetary union may be a weakness (national central banks cannot help government); - EFSF spread contagion, instead of preventing it, by signaling willingness to bail out countries subject to market pressure. © The McGraw-Hill Companies, 2012



Short-term policy responses Step increases in interest spreads (below) is due to policy decisions that markets perceived as ‘too little, too late’ (e.g., EFSF). Interest rate spreads (basis points):
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Short-term policy responses Fiscal policy strategy: fiscal austerity. Skepticism of markets associated to deteriorating trends around Europe EFSF: resources in case of contagion. Banks hold sizeable amounts of government’s debt: doubts about any government’s debt translate into doubts about health of banks. Governments reacted by denying the link (i.e., stress tests). Since then, several banks have been recapitalized.. How to stop the crisis? Crisis has two components: - public debt crisis: it requires debt restructuring (as Greece did); - banking crisis: it requires bank recapitalization (Spain).
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Long-run solutions Crisis has exposed key weaknesses of the Eurozone construction: i) absence of mechanisms enforcing fiscal discipline;ii)fragmentization of banking regulation and supervision;iii) politicization of rescue efforts ie limited role of the Commission. Fiscal discipline: - favoring more integration: less sovereignty and Eurobonds (?); - favoring institutional channel: formally requiring that Eurozone membership be subject to the adoption of adequate fiscal institutions tailored to each country’s own political traditions. Bank regulation and supervision: - a number of institutions have been created but they do not replace comparable pre-existing state-level institutions; - eventually, regulation and supervision will have to be replaced by, or put under the authority of, Eurozone authorities. © The McGraw-Hill Companies, 2012



Long-run solutions ECB as lender of last resort: - no-bailout clause (largely ignored) rules out ECB interventions (Securities Market Program) when states are unable to pay; - rethinking of role and actions of ECB (and mandate). - Banking Union? Governance of the Eurozone: - de facto management of crisis by France and Germany while the Commission has been largely passive; - Eurozone needs its own system of governance.
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Will the Eurozone break up? Yes: - failure to establish fiscal discipline; - gap between well-functioning North and badly wounded South; - many international investors do not believe that the euro can survive (self-fulfilling process). No: - breakup would have catastrophic implications; - new currency would have to be printed and reintroduced; - no legal procedure for a country to leave the Eurozone; - deeper problem has been political mismanagement of the crisis. No clear-cut economic gain.
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Some good news



• • •



•



The German Constitutional Courtformally stated that bailouts were not violating the German Constitution (but asked for more parliamentary control), Sept 2011 Draghi declares (July 2012) that “The ECB is ready to do whatever it takes to preserve the euro..And believe me, it will be enough.” 6 September 2012: The new bond-buying scheme, to be known as outright monetary transactions or OMTs, means that the ECB will intervene in the secondary markets to buy up the debt of governments whose bond yields are too high and are therefore jeopardising the uniform conduct of monetary policy across the eurozone. A necessary condition for outright monetary transactions is strict and effective conditionality attached to an appropriate European financial stability facility/European stability mechanism. December 2013: banking Union, ECB as banks supervisor (see online articles for some debate). Are we getting close to a Banking Union?
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