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A VERY NORTH ATLANTIC CREDIT
CRUNCH: GEOPOLITICAL
IMPLICATIONS OF THE GLOBAL
LIQUIDITY CRISIS

Anastasia Nesvetailova and Ronen Palan

his paper explores some of the geopolitical implications of the continuing global

credit crunch. In its methods and subject matter, geopolitics is a field alien to
financial economics. While financial economics seeks to derive a theory of market
and economic trends from past experiences, geopolitics is speculative, intuitive and
aimed at anticipating the future. If financial economics treats the financial market
as an external category, with no home or address, geopolitics is all about location,
interests and power.

This does not mean that economists are unable to explore the latter.! Willem
Buiter, for instance, persistently alludes to the broader geopolitical implications of
the continuing financial turmoil. Recently, he has suggested that the meltdown may
spell the end of the supremacy of London and New York as financial centers.2 John
Plender, a Financial Times columnist and chairman of Quintain, agrees in part. He
believes that from 2002 to 2007, the United States and the United Kingdom were
able to maintain significant balance of payment deficits because both economies
generated positive investment income by borrowing short in safe liabilities to invest
long in riskier assets.3 Both observers believe that the two economies will be unable
to pull this trick in the future and that the financial sector will provide a much lesser
contribution to the balance of payments of the two states. Therefore—although
neither says so openly—the Anglo-Saxon model founded on deregulated credit
markets may become unsustainable in the future.

We have considerable sympathy with Buiter’s and Plender’s lines of thinking.
We note, however, that when economists discuss geopolitical issues, the link to
financial crisis theory remains somewhat obscure. The question we ask in this article
is whether a firmer theoretical connection can be developed between theories of
financial fragility and crisis on one hand, and geopolitical analysis on the other.

We suggest that such a connection can be forged through an important yet, so
far, missing aspect in the theoretical analyses of the nature of the current financial
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crisis. Until now, the key issue for financial economists has been the supply of new
assets and credit facilities. Indeed, the analytical and policy discussion of the origins
of the current crisis has centered on the supply side of liquidity—on the quality,

provision and regulation of new financial instruments

: The current and on the process of financial innovation as a whole.
Credit Crisis is , The underlying assumption is that demand will follow

in one sense the suit. In reality, however, newly invented esoteric finan-
’
last big throe of

a deCIining U.S. section of this article, even during the boom years,
hegemony‘ markets for these products needed to be created, and

cial instruments do not and could not find their
customers by themselves. As we show in the first

liquidity relied critically on demand being whipped up.
Thus when economists step outside the frame of finance theory and speculate on the
geopolitical implications of the crisis, they are confronted with the messier world
that makes up the demand side for the products of financial innovation.

In the world of economic theory, change occurs through innovation and compe-
tition. In a geopolitical analysis, markets are institutions operating in a political and
regulatory environment which may or may not allow them to innovate. Their room
for maneuvering is critically linked to politico-economic interests. Therefore, the link
between theory and practice is most clearly reflected in the demand side of financial
innovation. The demand side is shaped by the real-life combination of historical,
political, social and economic factors in a specific context. Demand-side explorations
draw upon and yet transcend the theoretical boundaries of financial economics.

In this article, we focus on one intriguing aspect of the demand side for the
complex financial products that are at the heart of the credit crunch. Although the
“subprime” was an American invention and the securitization boom was crucially
tied to the developments in U.S. housing finance, it is not the American financial
institutions that are bearing the brunt of losses from the subprime fiasco. Instead, it
appears that the European banks, which from 2002 to 2007 had been keen to join
their shrewd U.S. competitors, have suffered more from the fallout of the credit
crunch. Indeed, as we demonstrate in the second section, the process of the liquid-
ity build-up and its subsequent meltdown, as well the policy response to the crisis
on both sides of the Atlantic, appears to have distinct geopolitical dimensions.

A simple geographical analysis of data for the crisis relating losses to date
suggests that it is not simply an American, Anglo-Saxon or even global event. In a
sense, it is a crisis of a notion the academe have long considered somewhat archaic:
that of the North Atlantic economy, and more accurately, of the Atlantic banking
community. According to the Institute of International Finance, so far European
banks have borne slightly over 50 percent of the total losses from the crisis, while
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American banks account for “only” 36 percent. Similarly, on 9 August 2007, the
European Central Bank (ECB) injected 95 billion euros into the markets. The next
day, the U.S. Federal Reserve felt compelled to auction a total of $38 billion, or
nearly one-fourth of that amount.#

It appears, therefore, that while the supply side of the crisis was American, its
demand side was distinctly North Atlantic. The specific geographic nature of the
demand side was shaped, it appears, by the different regulatory regimes the banks
and other financial institutions operate. Within Europe, for instance, the Spanish
authorities required a high degree of transparency from Spanish banks, which as a
result had little exposure to the complex synthetic vehicles, and have escaped the
crisis relatively unscathed. Due to similar accounting rules and regulations, the
Japanese, Chinese and Middle Eastern banks did not play a major part in expanding
the trade in esoteric financial products.

Critical for our argument, however, is that while the core area of the crisis is
distinctly North Atlantic, the political and regulatory regimes in which this banking
community operates are comprised of three important actors: the United States, the
European Union (EU) and the United Kingdom. Significantly, as we explain in the
fourth section of this paper, there are signs that each of the three is reacting very
differently to the credit crunch, with crucial differences emerging between the
United States and the UK on one hand and the EU on the other. We believe that
the diverging paths of regulatory responses are likely to have a longer impact and
thus reshape the future development of financial innovation and, possibly, future
financial crises. Our analysis of the diverging regulatory responses presented below
leads us to a somewhat controversial conclusion. In contrast to many of the experts
with whom we share the analysis of the crisis causes, we cautiously suggest that there
may be reasons to believe that in the foreseeable future, the United States will be
unable to produce another meltdown of such magnitude. The current credit crisis is,
in one sense, the last big throe of a declining U.S. hegemony.

THE THREE PILLARS OF LIQUIDITY ILLUSION

Liquidity, or rather the lack of it, has been at the epicenter of the continuing
financial turmoil since its start in August 2007. Variously described as the fallout
from the American subprime mortgage fiasco, a global credit crunch or a crisis of
securitization, the financial crisis that began in 2007 has been underpinned by the
rapid evaporation of liquidity. Liquidity has vanished, in particular, from the markets
for complex financial derivatives, which had thrived during the securitization boom.
Liquidity also evaporated from the interbank markets, signaling banks’ reluctance to
lend to one another. Liquidity strains have been cited as the key trigger of major
casualties of the credit crunch, such as Northern Rock in the UK and Bear Stearns,
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IndyMac and Fannie Mae and Freddie Mac in the United States.

One of the disturbing aspects of liquidity is that its meanings and functions as
a financial category vary according to the context and level of economic activity, as
well as to the phase of the business cycle.> Liquidity of the market or a portfolio of
assets during purported good times is not the same as liquidity during an economic
downturn or a financial crisis. Assets that are easy to sell when economic agents
share a sense of optimism about their profitability, liquidity and safety often turn
out to be unwanted and expensive bundles of illiquid debt when the sense of opti-
mism evaporates. Hence, liquidity can evaporate overnight.

This is exactly what happened to hundreds of billions of dollars worth of secu-
ritized loans, mortgage-backed securities (MBS), asset-backed securities (ABS),
collateralized debt obligations (CDOs) and a plethora of other obscure financial
instruments over the past two years. During the liquidity boom from 2002 to 2007,
financial strategists could confidently sell highly complex instruments such as
synthetic derivatives or CDOs in large quantities to clients across the world. Few
buyers, it turns out, bothered to inquire what the obscure labels actually meant. The
market for these products appeared highly liquid and profitable. Indeed, only weeks
before the crisis erupted, leading policy makers were concerned with what they saw
as a structural liquidity glut.6 In the matter of days in August 2007, these worries
turned into the fear of a global liquidity meltdown. When the boom came to a halt,
synthetic financial products became unwanted parcels of debt, and their markets lost
their liquidity.

In this respect, scholars and market analysts aiming to understand the relation-
ship between liquidity and financial fragility have used several relevant concepts.
John Maynard Keynes wrote about the “fetish” of liquidity in 1936—a false sense of
security an investor develops about the liquidity of the market as opposed to the
liquidity of his own portfolio. Peter Warburton referred to “debt delusion” as an
inherent problem which arises from confusing the large volumes, ease of trade and
the popularity of financial instruments with greater liquidity.” More recently,
Claudio Borio of the Bank for International Settlements (BIS) used the concept of
“artificial liquidity” to describe a fragile pre-crisis condition of the market, typically
at the very peak of an investment boom like the ones that occurred in 2000 and
2004. Avinash Persaud used the term “liquidity black holes” to describe “episodes in
which the liquidity faced by a buyer or seller of a financial instrument virtually
vanishes, reappearing again a few days or weeks later.”8

From these and other studies of the relationship between liquidity and financial
fragility, we have teased out three core elements that we believe sustain the liquidity
illusion during the boom period, thereby creating a state of artificial liquidity of the
market or of an economy as a whole.? These elements are: Ponzi finance, which
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develops in a climate of deregulated credit and thriving financial innovation; the
market’s underlying faith that the financial innovation will be rewarded—by politi-
cal means if necessary; and, finally, a structure of authority that legitimizes the
products of financial innovation in the market and hence ensures their liquidity,
such as credit rating agencies, in the case of the current crisis. As we shall see below,
each of the three elements requires a distinct regulatory condition that allows the
liquidity illusion to flourish. When combined, the three pillars set up the workings
of artificial liquidity (the boom phase) which inevitably ends in a meltdown (the
crisis phase). In what follows, we show that the three pillars of the liquidity illusion,
or artificial liquidity, have been at the epicenter of the ongoing crisis.

Ponzi Finance

In his financial instability hypothesis, Hyman P. Minsky used the notion of
Ponzi finance to describe a situation of financial fragility, in which an economic
agent can pay his debts only through new borrowings. For Minsky, a “Ponzi scheme”
is a method of financing old debt with new debt. In essence, it is a pyramid scheme,
typically—as the allusion to fraudster Charles Ponzi implies—containing an element
of deception or fraud. Many believe that the epicenter of the continuing credit
crunch and the subprime mortgage crisis in the United States—was a giant Ponzi
scheme. 10

The subprime industry was, in part, a Ponzi scheme for several reasons. First, the
practice of providing people with uncertain credit histories, no prospects of higher
incomes and often no jobs with 100 percent (or sometimes higher) mortgages could
be viewed as a deception. From the very start, it was clear that many subprime
borrowers would be unable to pay their mortgages if, or rather when, the interest
rates on their loans rose. Any Ponzi scheme can thrive only as long as it attracts new
participants. In the United States, subprime lending was justified by the belief that
the rising values of property would suffice to repay the loans and, like in any Ponzi
scheme, this belief proved to be self-fulfilling. According to Jan Kregel, once the
bottom layer of properties was inflated through the creation of massive demand, the
entire U.S. housing market entered a bubble phase. Housing markets, however, are
notoriously cyclical. It was this fact, along with the actual terms of the subprime
loans, that the scores of financial advisers who sold the products forgot to mention
to their clients.

Second, the terms of borrowing and the conditions for repayment appear in
retrospect to be the key block in the Ponzi pyramid of subprime loans. Ponzi-type
methods employed by lending institutions included large pre-payment penalties, low
“teaser” rates that reset at much higher rates, knowingly inducing a borrower to loan
terms that he would not be able to meet.!!
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The reasons why subprime industry flourished for a prolonged period go beyond
economics. On one hand, subprime lending mushroomed in the United States (and
to a lesser extent in other Anglo-Saxon countries such as the UK, Australia and New
Zealand) due to historically low interest rates in the 1990s and 2000s that presented
ample opportunities for borrowers. On the other hand, low interest rates were avail-
able in many other regions—notably in continental Europe and Japan—that have
avoided the spread of similar Ponzi schemes on the back of their own subprime
sector. To us, this suggests that the Ponzi pyramid of subprime finance, as well as the
related securitization boom, was shaped by the political climate in the Anglo-Saxon
economies and, correspondingly, by the benign and ill-informed view of financial
and monetary authorities on the risks posed by the expanding bubble of artificial
liquidity. In fact, the boom of housing finance and related securitization markets was
celebrated by many officials on both sides of the Atlantic, since the political bene-
fits of making housing more affordable to those who could never afford to own their

own home were high.

Financial Innovation

Subprime lending was a time bomb waiting to explode. Nevertheless, in a wider
context it would have played an important, yet still relatively minor, role in sustain-
ing the boom of 2002 to 2007 had there not been a second pillar to the liquidity
illusion. That pillar consists of a series of financial innovations that created a sense
of the unprecedented and infinite liquidity of the subprime-related financial
markets—a financial technique that transformed tranches of fundamentally illiquid
debts into easily tradable, liquid securities.

The two went hand in hand. The CDO market grew in parallel to the subprime
boom in the United States and fed upon it.!2 In 2004, the monthly issuance volume
of cash and synthetic CDOs stood at just over $20 billion. During the following
years, it expanded rapidly, with the synthetic CDOs growing at a higher rate than
that of cash CDOs. By the first quarter of 2007, monthly issuance of CDOs stood
at more than $90 billion.!3 By mid 2007, just before the start of the credit crunch,
the outstanding value of CDOs in the U.S. market stood at $900 billion. Of this,
about 17 percent has been created out of subprime mortgages, with an average credit
quality rating of BBB. Another 30 percent has been created out of leveraged loans
in the form of CLOs.!4

According to Kregel, at the center of this process lay a transformation of the U.S.
banking system. Institutionally, the spread of securitization is related to the way risk
has been modeled, valued and traded by banks and financial houses since the liber-
alization reforms were introduced in the 1980s in the United States and in other

countries.!> These reforms gave rise to a new type of banking now known as the
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Originate and Distribute (ORD) model. Under the new principle, the bank is no
longer an institution focused on taking deposits and giving out loans. Instead, it is
a competitive financier seeking to maximize fee and commission income from origi-
nating assets, managing those assets in off-balance sheet affiliate structures (SIVs),
underwriting the primary distribution of securities collateralized with those assets
and servicing them. Crucially in the discussion of financial fragility, the banker today
pays less attention to credit evaluation since the interest and principal on the loans
originated will be repaid not to the bank itself, but to the final buyers of the
collateralized assets.

The adoption of the ORD model of risk trading has underpinned a phenomenal
rise in commission fees and income from capital market related activities for banks.
According to one estimate, between 2004 and 2006, . .
earnings from derivatives trading and capital market Sprrlme lendlng

related activities at the top ten global investment Wa$S a time bomb

banks have risen by almost two-thirds, from $55 Waiting to explode
billion in 2004 to $90 billion in 2006.16 As a reflection

of these changes, the profits from the sales and trading operations had not only been
growing, but also assuming a greater share of the investment banks’ revenues: over
90 percent for the Americas, over 80 percent for Europe, Middle East and Africa,
and just over 40 percent for Asia Pacific.17

In this spiral of financial innovation, driven by the aggressive search for profits
and desire to outperform competitors, the usual trend of a Ponzi scheme prevailed:
Supposed old-style prudent banking was derided as boring and conservative, while
the risk takers were considered sophisticated, innovative and shrewd. As long as this
market atmosphere was supported by the belief in robust economic fundamentals,
the undervaluation of risks, especially the liquidity risk, the aggressive expansion of
new borrowings and, in many cases, the use of quasi-legal investment techniques and
outright swindling, flourished.

Herding, Moral Hazard and Liquidity Illusion as a State of Mind

The broadening of securitization to include new markets and increasingly
esoteric financial products meant that origination standards in the newly securitized
assets were driven by the requirements of investors as much as by the credit views
of the firms that originated the credits.!8 Here, the illusion of infinite market
liquidity became self-fulfilling. As one former risk manager recalled recently, “The
possibility that liquidity could suddenly dry up was always a topic high on our list
but we could only see more liquidity coming into the market—not going out of it.”1?
Therefore, it was the continually growing demand for, and turnover of, the newly
minted securities—as much as the efforts of brainy financial engineers—that created
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and sustained the illusion of liquidity from 2002 to 2007. At the same time, artifi-
cial liquidity of such magnitude was built not only on the desire and ability of
financial institutions to make debts liquid (to innovate and trade), but also on their
underlying confidence in the quality of liquidity they have supplied.

Confidence in these new instruments was generated, in part, by the notorious
moral hazard factor. That is, the belief on the part of financial institutions that they
will be bailed out in the event of a crisis, since their individual collapse could trigger
a contagion of defaults by other institutions. They had good reason to believe so.
Recent history of American finance provides abundant examples of such cases of
moral hazard—which goes some way in explaining the willingness of U.S. banks to
take on inordinate risks. In all major systemic crises of the past twenty years—the
fallout from the Tequila crisis of 1994 to 1995, the Asian crisis of 1997 to 1998, the
Long-Term Capital Management fiasco of 1998 and even the dot-com collapse of
2000 to 2001—western financial institutions were, directly or indirectly, saved from
bankruptcy by the Fed’s injections of credit and commitment to stand by Wall
Street.20

The fallout from the subprime crisis validated and further propagated the moral
hazard phenomenon: the nationalization of Northern Rock in the UK, the takeover
of Bear Stearns in the United States, the Fed-orchestrated support for Fannie Mae
and Freddie Mac, as well as the sheer scale of liquidity injections by the world’s
major central banks since August 2007, only confirm the fact that moral hazard has

been a major factor contributing to excesses and exuberance of today’s financiers.

Making Bad Debts Liquid: The Role of the Credit Rating Agencies

Yet no matter how exuberant, canny or short-sighted financial strategists might
be, illusions of prosperity, including the liquidity illusion, can only be sustained over
periods of time if there is some credibility to new instruments. In other words, some-
thing or someone was needed to sustain the collective belief in the liquidity of
bundles of bad debts and to make the complex structures of IOUs worth—or seem
to be worth—more than the sum of its parts. That something, Roger Lowenstein
writes, was the credit rating.2!

As he explains, the escalation of securitization has given the credit rating agen-
cies unprecedented power. The tradability (synonymous for many with “liquidity”)
of mortgage-based securities fundamentally depended on the ratings they acquired.
Here, two complex processes have been at worl: first, vehicle finance, driven by regu-
latory avoidance, manipulation of legal ownership of assets and “creative
accounting;” and second, the technique of layering securitization structures. Credit
ratings agencies have been pivotal to both.

From the very beginning of the securitization boom, a central objective in ensur-

172 | JOURNAL OF INTERNATIONAL AFFAIRS

b



165-185_Nesvetailova_Palan blueline new.gxp 12/2¢008 1:19 PM Page 173

A Very North Atlantic Credit Crunch

ing the marketability of securitized debt has been to enable the rating agencies to
grade the credit risk of the assets in isolation from the credit risk of the entity that
originated the assets. Rating agencies demanded legal opinions that the securitized
assets represented a so-called true sale and were outside the estate of the originator
in the event the originator went bankrupt.22 Such separation was absolutely
essential for the approval stamp that the risk was redistributed and taken away from
the originator’s books. This role was played by scores of offshore Special Purpose
Vehicles (SPVs) set up specifically as sham operations to isolate the originator from
the product they sold. Once the assets had been isolated from the insolvency risk of
the originator, there was no additional credit risk analysis required on the
purchaser.23

Rislk analysis, however, was required by credit rating agencies, and it is in this
task that they have failed most miserably. As Lowenstein explains, in the euphoric
climate of 2006, the Moody’s analyst had, on average, one day to process the credit
data from the bank. The analyst was not evaluating the mortgages but, rather, the
bonds issued by the SPV. The SPV would purchase the mortgages, and then receive
monthly payments from the homeowners. At the same time, the SPV would finance
itself by selling bonds. The question for Moody’s was whether the inflow of mort-
gage checks would cover the outgoing payments to bondholders. For the bank, the
key to the deal was obtaining an AAA rating—without which the deal would not be
profitable. The secret to making subprime into a AAA asset lay in the innovative
technique of layering various types of assets according to their seniority. The highest
rated bonds would have priority on the cash received from mortgage holders until
they were fully paid, then the next tier of bonds, then the next and so on. The bonds
at the bottom of the pile—the equity tranche—got the highest interest rate but
would absorb the first losses in case of defaults.24 Amid the global meltdown, we
have not yet heard of any AAA defaults. However, these tiers of super-senior debt
may hide more risks, and thus prove to be as illusory as the liquidity boom that was
based on them.2>

SUSTAINING THE LI1QUIDITY ILLUSION: THE DEMAND SIDE

In this way, the shift in the U.S. banking system to the ORD model underpinned
the massive expansion of the Ponzi mode of financing. No longer accountable for the
quality and creditworthiness of loans they were assuming, banks and other financial
houses eagerly took on bundles of bad debts on the assumption that they were
writing the risk off to other parties. Yet, this risk-dispersing capacity of the new
markets for credit risk transfer (CRT) proved to be illusory. Much of the debt was,
in fact, recycled through the banking system. In the end, the banks ended up not
only selling off bad debt, but also buying bad debt from others. In addition, they

FALL/WINTER 2008 | 173

b

This article is the property of the Journal of International Affairs and is not

authorized for reproduction or distribution.



165-185_Nesvetailova_Palan blueline new.gxp 12/2¢008 1:19 PM Page 174

‘uonNgLIsIp 10 uononpoadal 10y pazuoyine

10U SI pue sliel]y [euoileulalu] Jo [eudnor ayl jo Aluadoud aya si ajonde siyl

Anastasia Nesvetailova and Ronen Palan

recycled the bad debt to other institutions such as hedge funds. But when the crisis
erupted, they ended up taking some of the bad debt back on their books in attempts
to avoid a complete meltdown of the system.

Here a crucial—yet at the time unnoticed—development toolk place. The expan-
sion of the subprime industry was financed not only by the U.S. domestic market,
but also by markets in Europe. It appears that American financial institutions
managed to convince their European counterparts of the value of sophisticated debt
instruments and of the risk-dispersing capacity of securitization. Although the key
players of the rapidly growing CRT markets included many non-bank institutions,
banks on both sides of the Atlantic began to actively trade in highly complex instru-
ments of credit risk transfer.

The thriving securitization process, and the wider process known as the finan-
cialization of the economy, gave politicians and many other observers an impression
of abundant global liquidity. While the financial services industry accounted for
only about 16 percent of corporate output in 2007, it racked up more than 40
percent of corporate profits. From 2000 to mid-2007, the American stock market
value grew at about 6 percent per year, while the value of financial services stocks
increased by 78 percent. Though total corporate profits roughly doubled, business
investment was almost flat—a clear sign of troubles to come.26 The U.S. banking
system, cheered on by the Fed and the government, has played a key role in (a) prop-
agating the liquidity illusion internationally, and (b) expanding the subprime market
beyond the considerable capacity of the U.S. banking system.

Long considered to be the most innovative and competitive, the U.S. banks led
the way in securitization techniques, experimenting and financing new customers for
debt-based securities. Operating primarily through their London subsidiaries, Wall
Street banks eyed the large European market. Since 2000, the revenues of the
biggest American banks generated from trading in Europe have doubled. Not surpris-
ingly, European banlks and financial institutions, particularly the so-called universal
banks, were keen to emulate the success of their American brethren, and since about
2002, have adopted U.S. financing strategies wherever they could.2?

Indeed, European banks have not only caught up with the trend, but excelled in
it. Since 2002, the pace of debt and share issuance in Europe has outstripped that
in the United States. Of this group, the best known is probably the Swiss company
UBS, which traditionally had gained most of its profits from private banking serv-
ices and selling tax avoidance schemes worldwide, before it discovered the charms of
the new opportunities offered by MBS and ABS trade.28 It is likely that in its search
for new lines of business, UBS was reacting to the growing pressure on tax havens
from the EU, the Organisation for Economic Co-operation and Development
(OECD) and the Financial Action Task Force (FATF). By 2006, UBS became one of
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the top share underwriters in the United States.2?

By the first half of 2006, securities markets overseas overtook the U.S. domes-
tic market. In early 2007, they were expanding three times faster than the American
markets.30 The debt boom attracted some financial institutions in Asia and other
emerging markets, yet fundamentally it was a North Atlantic phenomenon. This
observation stands at odds with today’s characterizations of the crisis as a global
credit crunch, yet we believe that the buildup of the artificial liquidity bubble, as
well as the fallout from the crisis, centers critically on the dynamics of the North
Atlantic political economy. In this regard, regulatory differentials and local and
regional circumstances played a key role in determining whether the banking system
would participate heavily in trading in the new esoteric securities.

According to the IME within Europe itself, the securitization boom was most
pronounced in the UK. The UK securitization volume accounted for the bulk of the
total European level (EU-15: the number of countries in the EU prior to the accesion
of ten new members in 2004), having reached its peak in late 2006 to early 2007.
From early 2007 onwards, this trend reversed itself, and the securitization volume in
EU-15 far exceeded that of the UK market.3! Here, instructively, we should note
that Spanish banks, which had been prohibited from taking risky assets off their
books and hiding them in SPV structures, have escaped the crisis relatively
unscathed.

Key buyers of CDOs were hedge funds, banks, asset managers and insurance
companies. Of these categories, CDOs assumed greater weight in hedge funds
(comprising around 47 percent of their portfolios), while for banks the figure stood
at about 23 percent. Interestingly, as far as quality of these securities is concerned,
it appears that banks got the worst deal: their share of AAA tranches of assets was
smaller than that of the hedge funds, while the bottom layer of these tranches (the
so-called equity layer, the riskiest) was proportionately much higher than that of
other types of buyers. In terms of a regional distribution, U.S. financial institutions
purchased the bulk of ABS CDOs (around 75 percent, Europeans around 15 percent
and Australians and Asians no more than 10 percent).32

Therefore the CDO trade was critically tied to the U.S. mortgage market, but it
was internationalized as the North Atlantic boom of securitization. From 2002 to
2007, various types of CDOs became Ponzi parcels that tied the two regions in a web
of bad, highly overpriced debt.

AND Now To THE LOSSES

The statistics of the eventual fallout from the crisis reflect the very North
Atlantic character of the preceding boom. As of 2008, of the $387 billion in credit
losses that global banks have reported since the start of 2007, $200 billion was
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suffered by European banking groups and $166 billion by U.S. banks. There were,
of course, significant banking write-offs in other regions, but Asian and Middle
Eastern banks appear to have been less caught up in the frenzy. In fact, liquidity as
such has not disappeared completely; it seems to remain elsewhere in the financial
system, primarily in the holdings of the sovereign wealth funds of Asia and the
Middle East. The data also show that European institutions have raised only
US$125.5 billion of capital to compensate for the losses, compared with nearly
US$141 billion raised by their U.S. rivals.33

Analyzing the risks of financial innovation, Charles P. Kindleberger argued that
typically, it is the institutions who are the latest to join in the innovation-led boom
that suffer the most from the inevitable bust. The fate of the Swiss bank UBS, amid
the current turmoil, is a case in point. The latest arrival to investment banking, UBS
became the largest European casualty of the crisis. As of 12 August 2008, UBS’s
total write-downs of bad debts for the April to June period totaled US$42.5
million.34 The bank also said it would post US$19 billion of fresh write-downs in
the quarter. Deutsche Bank warned of a 2.5 billion euro markdown, while Credit
Suisse, UBS’s Swiss rival, announced it is likely to take a loss as well. As of August
2008, only two European banks, HSBC and Santander, still had a market cap of
more than US$100 billion, compared with five in January 2007.35

Admittedly, the concepts of European or American institutions and of European
or American losses is difficult to ascertain. Today the largest banks and financial
institutions operate internationally. Irrespective of their nationality, many conduct a
good portion of their wholesale banking activities through centers such as London,
as well as offshore financial centers such as the Cayman Islands, which are consid-
ered among the largest financial centers in the world.36 Existing nationality-based
statistics are not sensitive enough to these developments. Nevertheless, even if the
statistics must be considered rough, they are indicative of certain trends.

This analysis raises two issues. The first, and oddly largely missing in current
discussions, is the clear sign that the magnitude of the artificial liquidity bubble was
made possible by the combined efforts of American and European banks and finan-
cial institutions and, to a far lesser degree, by the Asian financial institutions. This
observation is highly significant in the context of the debate about the future of the
so-called Anglo-Saxon capitalism we referred to above. There had been a long-
running debate about Asian savers subsidizing the American consumer through
massive purchase of U.S. treasuries. What is less known, yet no less important, is
that one-tenth of all U.S. mortgages are in the hands of institutions and govern-
ments outside the country. At the end of March 2008, one-fifth of the securities
issued by Fannie Mae and Freddie Mac and a handful of smaller quasi-government
agencies, worth around $1.5 trillion, were held by foreign investors.37 Between them,

176 | JOURNAL OF INTERNATIONAL AFFAIRS

b



165-185_Nesvetailova_Palan blueline new.gxp 12/2¢008 1:19 PM Page 177

A Very North Atlantic Credit Crunch

China and Japan hold more than US$600 billion of these bonds. As our analysis
shows, an additional third tranche of the massive subsidy to American consumers
was provided by European savers purchasing CDOs through their banking system.
Therefore, the American consumer-led boom of 2002 to 2007 relied not on one, or
even on two foreign subsidies, but on three massive subsidies from overseas.
Considering these figures—which remain underestimated in most discussions of the
crisis—the sustainability of the so-called Anglo-Saxon capitalism, heavily dependent
on foreign subsidies, comes into question.

One emerging post-crisis trend is of relevance here. Several Asian and Middle
Eastern funds—derided by the West for political reasons—became investors of last
resort for the victims of the securitization experiments. For instance, according to
the British Broadcasting Corporation, “The Government of Singapore Investment
Corporation invested US$6.8 billion in Citigroup shares and bought a 9 percent
stake in UBS, while fellow Singaporean fund Temasek acquired a 10 percent stake
in Merrill Lynch. The Abu Dhabi Investment Authority invested US$7.5 billion in
a stake in Citigroup while the Kuwait Investment Authority snapped up US$6.6
billion holding in Merrill Lynch. The Gulf state of Qatar, via its Qatar Investment
Authority, took a £1.7 billion stake in Barclays.”3® The China Investment
Corporation paid US$5.5 billion to acquire a near 10 percent stake in Morgan
Stanley.3? Against these signs of growing Eastern appetite for corporate business,
there are doubts whether Asian and Middle Eastern governments will continue
investing in U.S. treasuries. The debate on this issue is well known and needs no
rehearsal here.

Here, we are concerned with a related and equally exasperating question of
whether Europeans will be prepared to continue providing an indirect form of
subsidy to American consumers by joining into the bout of financial innovation. As
we saw above, the Europeans have ended up subsidizing a good portion of the Ponzi
pyramid of U.S. finance while bearing, as it transpires, a higher burden of losses from
the crisis. Would there be any political response from Europe? The answers to these
questions are speculative by their very nature, not least because they are based on
projections of current trends and attempts to predict a political response in a
complex and highly fluid situation. However, we address three important develop-
ments unfolding at the moment.

A NEW TRANSATLANTIC REGIME OF FINANCIAL REGULATION?

Despite the fallout from the crisis, the ECB has offered more than 1 trillion
euros to the financial markets without raising much of a political issue in Europe.40
As of 1 August 2008, the ECB had approximately US$300 billion outstanding in
three-month loans to banks.4! Some banks, such as the stricken UBS, are now recon-
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sidering their attitudes toward investment banking and financial innovation. Yet
despite the considerable costs to European taxpayers and the likelihood of the
Eurozone entering a period of recession, so far there has been little, if any, public
discussion in Europe about the causes of the crisis. This is strange, considering that
eight years of the Bush administration have left lingering anti-American feelings in
Europe, which could easily be whipped up by disenchanted political interests. We
cannot say definitively why that is the case, yet it may well be due to the ongoing,
if often underplayed, debate in Europe about the role of London in the global
financial system.

Digging deeper reveals an important split between the United States and
Europe. Although monetary and financial authorities on both sides of the Atlantic
call for a coordinated international approach to governing risks in the financial
system, there are signs that European regulators are taking a far more radical stance
on the lessons from the 2007 to 2008 meltdown. Importantly, they are focusing
specifically on two of the three pillars discussed above that had produced the bout
of artificial liquidity in the first place.

The U.S. conceptual response to the financial meltdown of 2007 to 2008, as
well as the Fed’s bailouts of ailing institutions and markets with massive offerings of
liquidity (over 1 trillion dollars in gross terms since August 2007), suggests that the
architects of the Anglo-Saxon financial system do not recognize any fundamental
flaws in the existing models of financial innovation and risk trading.42 On the
contrary, American regulatory response, as articulated by the U.S. Treasury secretary
in March 2008, emphasizes that innovation and market competition remain the
priority for the U.S. financial system.#3 The chief aim of U.S. regulators throughout
the crisis has been to restore confidence (synonymous in their minds with liquidity)
in the markets and to install the conditions for a renewed period of economic
growth. Specifically, the so-called objectives-based plan for a new regulatory frame-
work, the American Blueprint, is designed to address specific market failures, rather
than question the very principles of the functioning of the financial system.44

On the face of it, the EU’s regulatory response echoes the themes of the
American Blueprint.4> The EU joins the United States in acknowledging the need
for international policy coordination in financial reform, because the risk of a cross-
border banking crisis is high. However, there are significant divisions, both
conceptual and policy-related, between the United States and Europe (UK excluded)
on this issue.

There are important differences between American and European officials on the
risks and benefits of financial innovation and liberalization. The European road map
for a new regulatory structure is built around four conceptual areas: qualitative
improvement and transparency for investors, upgrading valuation standards,
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strengthening prudential frameworks and risk management in financial institutions
and reviewing the role and use of credit rating agencies in the financial markets.46
Leaving aside the Ponzi dimension of the subprime crisis about which the Europeans
can do little—the proposed regulation touches upon every aspect of the transmission
mechanism of the artificial liquidity boom into Europe.

Specific regulatory norms, suggested by the EU, include higher and tighter
capital and liquidity requirements for all banks operating in Europe, including
European units of American banks. These regulations would make it more expensive
to package and sell products like MBS in Europe, and thus put a hurdle on the
further evolution of securitization. In the United States, banks as a rule do not face
capital charges related to assets they securitize; instead they must set aside capital
for assets that remain on their books. There are no proposals, of which we are aware,
to change this state of affairs.47

Another crucial issue for Europe’s roadmap to better financial governance is the
regulation of credit-ratings agencies. According to Charlie McCreevy, EU commis-
sioner for internal market and services, it is doubtful that strengthening the
voluntary framework established by the International Organization of Securities
Commissions code is actually an appropriate response to the crisis of the magnitude
of the ongoing turmoil. McCreevy sought to propose a registration and external
oversight regime for the rating agencies, whereby European regulators will supervise
the policies and procedures related to the work of credit-rating agencies, and criti-
cally, aim to make the ratings market more open. Reforms to the corporate and
internal governance of rating agencies will also form a part.48

Condemning the regulators for what he felt was their ignorance about the nature
of financial innovation, McCreevy called for the European authorities to ensure that
financial supervisors have at their disposal sufficient resources and expertise to keep
up with financial innovation as well as the ability to challenge the CRAs in the right
areas, on the right issues and at the right time.4? Overall, McCreevy reiterated the
need for Europe to take the lead in designing a regulatory response to the crisis.

The Rise of the Euro

McCreevy is not alone. In December 2007, Italy’s finance minister, Tommaso
Padoa-Schioppa, argued that the turmoil showed the need for a European rule book
for banking.>® The idea of Europe taking the lead in setting up a new regime of
financial governance may raise a few eyebrows. Europe is riddled with its own prob-
lems: high costs associated with enlargement, the risks of higher inflation and
unemployment in many states, a stronger euro and thus weaker exports, housing
bubbles in countries like the UK and Spain and, according to recent prognoses, nega-
tive growth from 2008 to 2009 (as opposed to the recovery in the United States).
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In addition, the European financial architecture is highly fragmented. Europe
does not speak in one voice on financial and monetary regulations. It is divided
between the highly regulated continental states and their so-called offshore finance
brethren operating chiefly through London, Luxembourg, Switzerland and Ireland.
Indeed, the large European banks tend to buy and sell complex derivatives through
subsidiaries in London and through satellite offshore locations that have developed
in British dependencies such as the Channel Islands, the Cayman Islands and
Bermuda. The UK has always maintained much looser financial regulation and
shows no sign of changing its stance. The Irish “no” to the proposed European
constitution, ostensibly a vote of no confidence in the European super-state project,
ensured the continuing development of Dublin’s International Financial Services
Centre, an offshore entity currently home to financial assets in the value of about
ten times the Irish GDP>!

There are other important issues to be considered. As Europe tightens its rules,
a more lenient capital regime of the U.S. financial system (if sustained) may divert
a share of European financial operations to the U.S. market, just like the Tax
Equalization Act drove U.S. banks away from the U.S. regulatory terrain into
European offshore markets in the 1960s.52 In addition, achieving a coordinated
transatlantic regulatory response in the matters of finance is a tall challenge, as the
problematic implementation of the Basel 2 Accord had shown before the crisis and
as more divergences of the regulatory response to the financial crises between the
Anglo-Saxon and European systems emerge.>3

The combination of these factors suggests that the European Commission’s
ambition to take the lead in guiding the new transatlantic regime of financial gover-
nance may bear little fruit. Historically, the EU, while economically powerful, has
been politically feeble—unable or unwilling to stand up to the Americans. In this
particular case, the Europeans have done exactly that. While bearing a dispropor-
tionate degree of the costs of the U.S.-led Ponzi scheme and its real economic
consequences, Europe seems to focus almost exclusively on dealing with the crisis
consequences. Facing an imminent recession and inflation—or in the worst case
scenario, stagflation—the ECB has maintained its traditional monetary stance,
taking the lead in raising interest rates, to the displeasure of some key member states
such as France.

In light of our analysis above, the response seems almost pathetic, ensuring that
European taxpayers bear a significant amount of the burden brought on by the crisis.
Not only do they shoulder a disproportionate share of the costs, they also are likely
to end up in deeper recession. Paradoxically and perhaps unwittingly, in the long run
this position may have considerable geopolitical implications since the actions of the
ECB will undoubtedly strengthen the position of the euro as a world reserve
currency. Indeed, recent currency trends, though downplayed by the ECB, suggest
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that this is happening already.>4

According to a recent ECB report, the global use of euro banknotes has been on
the rise. The cumulative net total shipped by banks beyond the Eurozone has
expanded noticeably—taking the total to more than 70 billion euros (US$110
billion, £56 billion) at the end of 2007. The actual total, counting other ways of
shifting cash, was probably significantly higher.>> Officially, the ECB does not seek
to promote the euro’s international use, regarding its growing global acceptance as a
vote of confidence in Europe’s monetary union. Attempting to downplay the signif-
icance of this trend, therefore, the ECB argued that recent rises in the share of euro
holdings were almost entirely due to the rising value of the currency.>6 In the mean-
time, the policy position of the Federal Reserve Bank, true to tradition, has been to
deal with the crisis by injecting more dollars into the system. This has caused sharp
swings in the dollar value, which, combined with the crisis within the Fed itself, may
further weaken the dollar as a global reserve currency.>”

CONCLUSION

The trends discussed in this paper are relative, rather than absolute. If our obser-
vations are correct, then one likely impact of the current developments stands out:
The relative rise of the euro in importance, combined with a likely outcome of
stricter regulatory regime in Europe, brings us to a somewhat unexpected conclusion.
It suggests that one pillar of the hidden subsidies to American consumers, such as
the one that was channeled from Europe to the United States through the European
and American private banking systems during the recent boom years, may—if not
dry out entirely—at the very least slow down considerably. To us, this suggests that
the next bout of artificial liquidity generated in the United States—which is bound
to happen if the United States continues its current course—may not be able to
harness such massive, if hidden, European subsidies. This, in turn, suggests that the
next U.S.-generated financial boom may not be as big as the last one, in proportion
to the overall size of the North Atlantic economies. Therefore the eventual and
inevitable meltdown may not be as dangerous as this one.

This observation goes against some grim predictions of skeptics who believe that
the solution to this crisis is already sowing the seeds of an even bigger crisis in the
next seven to ten years.>8 They may turn out to be right, of course, but our view is
that the current meltdown is the last big throw of a declining American hegemony.
We believe the next—most likely, bigger—crisis will be generated by someone else. &

Postscript: This article was written before the events surrounding the $700 billion
bailout plan for the U.S. financial system. As this article goes to press, the situation
proves extremely volatile; yet so far, the events of late September and early October
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2008, both in the United States and in Europe, appear to reaftirm our observations
on the geopolitics of the crisis. Indeed, the way the financial crisis developed and
was handled by the authorities is likely to further weaken the U.S. dollar and with
it, the ability of the U.S. banking system to draw other regions of the world into a
whirlpool of artificial liquidity (as a percentage of GDP) in the future. Hence we
stand by our conclusion—which is a minority view among critics of the highly liber-
alized Anglo-Saxon finance—and argue that the next U.S.-centered financial crisis

will not be as devastating as the current one.
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