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A Joke on the streets of Moscow these days: “Everything the Communists
told us about communism was a complete and utter lie. Unfortunately,

everything the Communists told us about Capitalism turned out to be true.”
— John Nellis, World Bank
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*The disclosure that highly leveraged financial institutions in the United States
(and abroad) were holding toxic securitised subprime mortgages shocked
market participants. Banks, fearful of their own solvency, all but stopped
lending. Issuance of corporate bonds, commercial paper, and a wide variety of
other financial products largely ceased. Credit-financed economic activity was
brought to a virtual standstill.

*Alan Greenspan strongly believes (and | concur) that the use of government
credit must be temporary. Eventually, the most credible source of equity will be
a partial restoration of the $30 trillion of global stock market value wiped out in
2008, which would enable banks to raise needed private capital over time.
Markets are being suppressed by a degree of fear not experienced since the
early 20th century (in the United States).

*Another critical factor for the return of global financial stability is that of
American homes (underlying many mortgage backed securities). As these
prices stabilize we will be able to clarify the market value of financial institutions
assets and therefore more closely compare book value with market pricing. This
knowledge will help remove both risk and fear over time, and help stabilize
stock prices.

*Temporary public capital infusions into banks would facilitate this process and

arguably provide more benefit per dollar than conventional fiscal stimulus. Early
on in this process, we will need to start unwinding the massive sovereign credit
and guarantees put in place during the crisis, now estimated at $7 trillion.
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The bad bank intervention system calls for buying the very
worst assets at their market value. Coupling this with an
insurance system to insure to the market that the healthy assets
are protected against catastrophe will allow the good banks to
make a clean start and raise and lend capital. Each bank would
be examined on its merits and cleaned out partially insuring
against risks, re-capitalizing it with government capital as
necessary. In some situations this will leave the government
as the single largest shareholder (Royal Bank of Scotland), or
the sole owner (Northern Rock). In such cases, nationalization
is not an end unto itself, but a consequence of policy that will
most rapidly return the banking system to health.

As such, a component of each of these intervention systems is
likely to be the most effective overall. It will also be tempting to
bind lending in a thicket of regulation. Some tighter regulation is
in order, especially greater transparency, however, too tight a
regulatory environment will strangle enterprise, which is
certainly not the goal of logical reform of these institutions. Bank of America <2
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In the face of the current economic crisis it is easy to overlook some long-term factors that will surely affect the major
economies around the world over the coming decades. Many of the world’s largest economies have aging populations,
commonly due to the rapid increase in births after World War Il (the baby boom).

As this large group retires from the work force, which will be a steadily increasing number over the coming 20 to 25 or so
years, the work force of these countries will significantly decrease, impacting GDP in these nations in all likelihood. This will
also be coupled with an increase in the cost of social services, magnifying the downward affect of a smaller workforce.
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2008 Median Age:

-Japan, Germany, & ltaly =45

-France, the United Kingdom, & Spain =42
-Russia = 40

4 B

2005 % Population aged 60 & over:
-Japan = 26.4 -Spain = 21.7
-ltaly = 25.3 -United Kingdom = 21.2
-Germany = 25.1  -France =20.8

Austria = 21.9
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First: Asset market collapses are deep and prolonged. Real
housing price declines average 35.5 percent stretched out over
five to six years, while equity price collapses average 55.9
percent over a downturn of 3.4 years.

Second: The aftermath of banking crises is associated with
profound declines in output and employment. The
unemployment rate raises an average of 7 percentage points
over the down phase of the cycle, which lasts on average over
4.8 years. Output falls (from peak to trough) an average of over
9 percent in GDP, although the duration of the downturn,
averaging 1.9 years, is considerably shorter than for
unemployment.

Third: The real value of government debt tends to explode,
rising an average of 86.6 percent in the major post—-World War
Il episodes. The main cause of debt explosions is not the widely
cited costs of bailing out and recapitalizing the banking system.
Bailout costs are difficult to measure, and there is considerable
divergence among estimates from competing studies. But even
upper-bound estimates pale next to actual measured rises in
public debt. The big drivers of debt increases are the inevitable
collapse in tax revenues that governments suffer in the wake of
deep and prolonged output contractions, as well as often
ambitious counter-cyclical fiscal policies aimed at mitigating the
downturn.
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Past and Ongoing Real House Price Cycles and Banking Crises:

Figure 1

Peak-to-trough Price Declines (left panel) and Years Duration of Downturn (right panel)
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Sources: Reinhart and Rogoff (2008b) and sources cited therein.

Notes: Each banking crisis episode is identified by country and the beginning yvear of the crisis. Only major
(systemic) banking crises episodes are included, subject to data limitations. The historical average reported does not
include ongoing crises episodes. Consumer price indices are used to deflate nominal house prices.
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This illustration shows that
the average down cycle in
real estate values (sale
prices) shows a decline
from peak to trough of
35.5%. This decline will
take 5 to 6 years to reach
the bottom (five if you
exclude Japan from the
survey, where the decline
was unusually long at 17
years). Taking a close look
at the United States shows
a current decrease at 21%
from 2006 to 3/09 (some
surveys vary).
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Equity price declines (stocks, bonds _ o o
Past and Ongoing Real Equity Price Cycles and Banking Crises:

Figure 2

and related inStrumentS) that Peak-fo-trough Price Declines (left panel) and Years Duration of Downturn (right panel)
accompany banking crises are far e

steeper than housing price declines, if — ™ e
somewhat shorter lived. The shorter ——
duration of the downturn when = R
compared with real estate prices is i e 2 . —
consistent with the observation that : e = .
equity prices are far less inertial. The .' ey |—
average historical decline in equity e
prices is 55.9 percent, with the K T '
downturn phase of the cycle lasting ; e

3.4 years. The above chart shows - s =

equity declines for the United Stateg e = e e s 00 w0 o oo R M
to be above 40% in the first year of

the down cycle. Sources: Reinhart and Rogoff (2008b) and sources cited therein.

Notes: Each banking crisis episode is identified by country and the beginning year of the crisis. Only major
(systemic) banking crises episodes are included subject to data limitations. The historical average reported does not
include ongoing crises episodes. Consumer price indices are used to deflate nominal equity prices.



Federation of International Surveyors

€

w

Helsinki University of Technology

Compare
{Add) more »
Zoom: 1d 5d 1m 3m 6m ¥TD 1y S5y 10y Max Apr30,1999 - Apr27,2009
@S&P500 3507 @DowW.24.14% 34T
BO%
60%
408
L
IPAY) i
,f'._/ M) 2008,
n . Pt VAT \
a:wﬁ'*"'n. I “"ﬁf‘f\\‘m\. — Tl a ,.\::\ 0%
i ! 1y Ve e -
b H-j'f\""'.l' __,'ﬂ_h’\m\. P el e = P W i
o e bR
v \ W i M
v"\“f’\“,ﬂﬁ "‘9{"‘:’3
-60%
I 1 I I I 1 I I I 1
naga 2000 2001 2002 2003 2004 2005 2006 2007 2008
1570 1975 1980 1985 1850

(&

15595 2000'\---2005’__“-|:‘
>

TKK

Appraisal Institute

The data tends to suggest that
the downturn in the equity
markets actually began in mid to
late 2007. As such, this data
tends to suggest that we are a
little more than a hear (18
months possibly) into this down
cycle.
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Past Unemployment Cycles and Banking Crises: Trough-to-peak
Percent Increase in the Unemployment Rate (left panel) and Years Duration of Downturn (right panel)

Figure 3
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L W Hisrical Avezge [N~ -8 yeers
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I Finland, 1991 ]
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Sources: OECD, IMF, Historical Statistics of the United States (HSOUS), various country sources, and authors’
calculations.

Notes: Each banking crisis episode is identified by country and the beginning year of the crisis. Only major
(systemic) banking crises episodes are included, subject to data limitations. The historical average reported does not
include ongoing crises episodes.
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Figure 4
Past Real Per Capita GDP Cycles and Banking Crises: Peak-to-trough
Percent Decline in Real GDP (left panel) and Years Duration of Downturn (right panel)

| Japun, 1992 1
Figure 4 looks at the e
. . — Philippines, 1997 ]
cycles in real per capita — i 191 —
GDP around banking e R
. | Coloenbia, 1998 ——
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magnitude of the decline e
. . . /3 Malaysia, 1997 —
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pe rce nt. [ Thailand, 1697 —
[ Indonests, 1947 —
[ Argenting, 2001
Sources: Total Econcmy];::;:s:’(eTED), Historical Statistics of the United States (H;;:_;I;}T:nd authors’
calculations.

Notes: Each banking crisis episode is identified by country and the beginning year of the crisis. Only major
(systemic) banking crises episodes are included, subject to data limitations. The historical average reported does not
include ongoing crises episodes. Total GDP, in millions of 1990 USS (converted at Geary Khamis PPPs) divided by
midyear population.
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U.S. GDP Gross Domestic Product An interesting data comparison showed a
Past Trend Present Value & Future Projection o/ : . .
Billion US Dollars. Annual Rate Seasonally Adjusted. 79% increase in home sale prices over the

1997 to 2008 period. GDP over the same
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L inflation) showing a similar realtionship
14300 1 between the average cost of housing and
14200 national production.
14100
14000 4 Adjusting for inflation, GDP increased by
13900 4 33.5% over the 1997 to 2008 period,
compared to the average CPI increase of
YRR 29% over the 1997 to 2007 period. Median
13700 - income levels grew 5% more than CPI over
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GDP growth forecasts, 2009
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Figure 5 shows the rise in real

government debt in the three years Figure 5
following a banking crisis. The
deterioration in government finances is Cumulative increase in real public debt in the three years

i i i following the banking crisi
larger than most would imagine, with an SO Sl aiiig R
average debt rise of over 86.6 percent. Malaysia, 1997

Mexico, 1994 F=———— 0 1ngexc100 in year of orisis
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sharp falloffs in tax revenue and, in many s
cases, big surges in government Historical Average EEG—— 1563 (2086 percen icrease)
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ballyhooed bank bailout costs are, in Chile, 1980 | )
several cases, only a relatively minor Beiamsingriée: |

contributor to post—financial crisis debt
burdens.

100 150 200 250 300

Sources: Reinhart and Rogoff (2008b) and sources cited therein.

Notes: Each banking crisis episode is identified by country and the beginning year of the crisis. Only major
(systemic) banking crises episodes are included, subject to data limitations. The historical average reported does not
include ongoing crises episodes, which are omitted altogether, as these crises begin in 2007 or later, and debt stock
comparison here is with three years atter the beginning of the banking crisis.
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The intervention system most likely to create the most benefit for the economy is a combination of insurance and good /
bad bank methods. This will also certainly create some nationalized institutions, as the government will in some cases
become the majority stakeholder. The rescue intervention should shock the market in its scale, which will have the effect
of bleeding off some of the persistent psychological fear/paralysis (sooner than it would otherwise), which is worsening an
already bad financial crisis.

An examination of the
aftermath of severe
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: \  extend out for five and six
years, respectively. On
the encouraging side,
output declines (GDP) last
only two years on
average. Even recessions
sparked by financial crises
do eventually end.
However, they are almost
invariably accompanied by
massive increases in
government debt.
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