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The Global Financial Crisis: Governments, Banks, and Markets

Thomas D. Lairson

Before You Begin

1. What are the long-term and short-term causes of the financial crisis?

2. Whose actions and decisions contributed to the crisis?

3. Why did governments intervene in the economy and bail out banks?

4. What are some potential negative consequences of such actions?

5. What foreign policy choices are involved in efforts to solve problems created by the crisis?

6. How do the efforts to create a new regulatory regime affect power relations and foreign policies?

7. Does the concept of state capitalism expand our understanding of financial statecraft?

Introduction

The interactions among powerful states during the time of the global financial crisis, from August 2007 to March 2009, and the continuing aftermath, were a time of great drama. The collapsing values of equities, real estate, and currencies combined with the potential for bankruptcy of the financial and credit systems of many nations to create considerable fear and anxiety. Fears were raised about a possible repeat of the depression of the 1930s and about the viability of capitalism itself. The chance of a global economic system spiraling out of control was not small, and political and ministerial leaders made decisions in an atmosphere of genuine crisis. Missteps could have catastrophic consequences.

In the end, there was much reason for worry. The cost of the crisis in various forms of governmental support was $15 trillion, equal to nearly one-quarter of the global gross domestic product (GDP).
 In addition, the losses in home equity and in investments (potentially recoverable) were as much as $28 trillion.
 Financial institutions sustained several trillion dollars in losses, as would many firms operating in other areas of the economy. Unemployment rates around the world rose substantially, driven up by the severe economic downturn that followed.  Even after several years, significant negative effects of the crisis linger.
The origins of the crisis in the United States, hitherto the nation providing leadership in global affairs and the nation perhaps most damaged by the crisis, complicated a global response to the crisis. The rapid accumulation of economic resources by China, and its relative insularity from the crisis created the potential for a stunning shift of global power away from the United States. Tracing the sources and consequences of the crisis illuminates the capacities of governments, the power of financial interests, and the political and power relationships between the United States and China; it also raises important questions about the sustainability of contemporary forms of capitalism.

	Timeline

The Global Financial Crisis

	March 1973
	Bretton Woods system of fixed exchange rates ends and a system of floating exchange rates for many nations’ currencies begins. This opens the way to large foreign exchange markets and futures markets.

	August 1982
	Mexico declares a default on its foreign debt. After years of rapid growth and rising debt from large budget deficits, the Mexican government is forced to default when oil prices begin to fall. The loans to Mexico come from large U.S. banks, creating a systemic crisis. The Reagan administration, in conjunction with the International Monetary Fund (IMF), provides loans and helps extend the payment schedule for Mexican debt.

	October 1982
	Garn–St. Germain Depository Institutions Act of 1982. Provides for a substantial deregulation of savings and loan banks, reducing capital requirements and eliminating restrictions on investment options.

	October 1987
	Global stock market collapse. After several years of rapid increases in prices, the stock market suffers a large and rapid decline (U.S. markets fall 23 percent in one day). The newly appointed chairman of the Federal Reserve, Alan Greenspan, acts quickly to lower interest rates and increase the money supply to restore confidence and prevent a systemic crisis.

	August 1989
	Establishment of the Resolution Trust Corp. Facing a substantial disintegration of savings and loan banks, President George H. W. Bush and Congress create an agency with $150 billion to purchase the bad assets of the banks and close many of them.

	December 1994
	Mexican peso crisis. Limited financial crisis involves large budget deficits, repayment of governmental debt, and the collapse of the Mexican peso. The Clinton administration provides loans to Mexico to support the peso.

	July 1997–June 1998
	Asian financial crisis. Beginning in Thailand and spreading to many Asian nations, the crisis focuses on current account deficits, exchange rates, and levels of private and governmental debt. Supported by the U.S. government, the IMF provides loans to several Asian nations.

	June 1998
	Russian financial crisis. Linked to the Asian financial crisis, the focus is on debt repayment, government default, and collapse of the Russian currency—the ruble. Supported by the U.S. government, the IMF provides loans to support the ruble.

	September 1998
	Long-Term Capital Management (LTCM) crisis. Led by Nobel Prize–winning economists, this large hedge fund uses sophisticated investment strategies, based on high levels of leverage. The failure of these strategies, mostly from the Russian financial crisis, brings on fears of a systemic crisis and leads the New York Federal Reserve to arrange loans by major Wall Street firms to prevent a loss of confidence.

	November 1999
	Gramm-Leach-Bliley Act. Repeals important parts of the Depression-era regulation of U.S. banks, the Glass-Steagall Act, which prevents the combination of commercial and investment banks. With these restrictions removed, new financial institutions combining various parts of finance, such as insurance, banking, and investment, are created.

	March 2000
	Dot-com stock market crash. Collapse of stock prices, especially of information technology companies, following years of very large price increases. 

	December 2000–December 2001
	Argentine financial crisis relating to international debt repayment and breakdown of fixed exchange rate. Supported by the U.S. government, the IMF provides loans to support the Argentine peso.

	September 2001
	World Trade Center attacks. With the U.S. economy already weakened by the stock market declines, this event leads the Federal Reserve under Alan Greenspan to lower interest rates to nearly zero and boost the money supply to promote economic growth.

	2002–2006
	Rapid expansion of subprime mortgage loans and increases in house prices tied to expansion of collateralized debt obligations (CDOs) and credit default swaps (CDSs). This is fueled by low interest rates and large financing of the U.S. budget deficit by China. Debt levels for households, governments, and businesses rise substantially across much of the world.

	June 2004
	Federal Reserve begins a three-year process of raising interest rates. This affects homeowners with subprime mortgages who begin to default and enter foreclosure in larger and larger numbers. House prices peak and begin to fall in 2006.

	August 2007
	Federal Reserve begins to lower interest rates based on worries about the effects of declining home prices on the derivatives market.

	March 2008
	Facing bankruptcy, Bear Sterns is sold to JP Morgan Chase in a deal engineered by the Federal Reserve. 

	April 2008
	Unemployment levels begin to rise from 5 percent to 10 percent by October 2009. This leads to more foreclosures and more declines in housing prices.

	July–September 8, 2008
	The potential failures of Fannie Mae and Freddie Mac lead first to direct support by the U.S. government, and when that fails to the September 8 takeover of these firms by the U.S. government.

	September 14, 2008
	Merrill Lynch, the world’s largest brokerage firm, is sold to Bank of America in a sale engineered by Secretary of the Treasury Henry Paulson. Facing massive losses from derivatives trading, Merrill Lynch is deemed too big and too interconnected to fail.

	September 15, 2008
	Lehman declares bankruptcy after the Federal Reserve is unable to find a buyer. Beset by huge losses from derivative investments, Lehman’s collapse sends a shock wave through financial markets.

	September 16, 2008
	Reversing course, the Federal Reserve acts to provide emergency lending to AIG of $85 billion (eventually $182 billion). Deeply involved in the CDOs and CDSs, AIG is too big and too interconnected to be allowed to fail.

	September 19–October 15, 2008
	Secretary Paulson proposes that Congress create a $700 billion fund for a Troubled Asset Relief Program (TARP). Congress first rejects the proposal, but on October 3 passes the law and President George W. Bush signs it. On October 15 the terms for application of the fund are modified.

	September 2008–February 2010
	Federal Reserve initiates a multitrillion-dollar program to inject liquidity into financial institutions by purchasing bad assets and sustaining global liquidity through arrangements with other central banks.

	October 2008
	The banking system in Iceland collapses and is nationalized by the government.

	October 2008
	The British government enacts a 500 billion pound rescue package for British banks.

	November 9, 2008
	China announces a $586 billion stimulus package to bolster its economy.

	November, 2008 to November 2012

	Seven Summit Meetings of the G20
Forty-one meetings of G20 Finance Ministers and Central Bank Governor and Deputies



	December 19, 2008
	President Bush announces that TARP funds will be used to help U.S. automakers.

	February 17, 2009
	President Barack Obama signs a $787 billion stimulus plan for the U.S. economy.

	June 2009 
 July 2010
August 2010 – December 2012


	President Obama proposes new banking regulation legislation.
President Obama signs into law the Dodd-Frank Act, with potentially sweeping effects on bank regulation and consumer protection.
Implementation regulations for Dodd-Frank are written.

	December 2009 December 2012
	Eurozone crisis centered on high debt, large budget deficits in Greece, Portugal, Spain and Italy with potential bank insolvencies and substantial funds devoted to national bailouts persists without clear resolution.  

	June 2010 -December 2012
	Economic recovery in the United States is very slow, with unemployment near 8%; recovery in Europe is even slower, with unemployment for most nations above 10%; recovery in Asia is much stronger, with Chinese growth at or above 7.5%


Background: Financialization of the Global Economy

The global economic crisis emerged out of a three-decade era of financialization: a rapid global expansion of financial transactions that assumed a vastly greater size and geographic scope.
 This generated substantial changes in the structure of the financial industry and greatly intensified global competition.
 The political leadership for this effort came from the government and financial industry of the United States, which pressed hard over thirty years for a liberalization of national policies for the movement of goods and money.

Globalization involves a rapid expansion of trade relative to domestic production but also leads to a tighter integration of global financial markets, increasing the potential for changes in one market to cascade across the system and affect many nations and markets. The financial crisis of 2007–2009 was by no means the first during this era of globalization; indeed, the expansion of markets and number of market players is usually associated with an increase in the frequency of such crises. Financial crises involving governmental borrowing from global banks occurred in 1982, 1994, 1998, 1999, and 2001; crises involving private sector borrowing occurred in the United States from 1988–1991 and in Asia from 1997–1998; global stock market collapses took place in 1987 and 2000; and the massive collapse of stocks, real estate, and debt instruments came upon us in 2007–2009.

This era of globalization and financialization was also one in which governmental responsibilities for regulatory oversight of financial institutions changed character: both expanding in consistency across nations and contracting in practice within many nations.
 Though international efforts to coordinate regulatory rules for banking increased, the effect of those rules produced an overall relaxation of regulatory restraints across many nations and a decline in effective regulatory consistency.

Perhaps the most striking element of the financialization of the global economy was innovations in the types of financial instruments and in the processes by which investments were made. Ever since the end of fixed exchange rates for most advanced nations in the 1970s, foreign exchange markets and especially futures markets have grown enormously. By mid-2007, daily turnover in these markets was over $3 trillion, more than three-fourths of which involved dollars, euros, yen, and pound sterling.

Using much the same logic as foreign exchange futures, complex derivatives were developed and expanded as primary trading instruments in global financial markets.
 A derivative is a security whose value is a time-based result of the value of some other security, asset, or event. Derivatives usually are highly leveraged
 so that small changes in the value of the underlying asset lead to large changes in the value of the derivative. A derivative could be based on a stock price or on the flow of income coming from bundling together a variety of mortgages on houses (collateralized debt obligations, or CDOs). Even more exotic derivatives are credit default swaps, which are insurance policies that pay off in the event that a particular borrower fails to pay the interest or principal of a bond. These are securitized and traded in shadow markets, based on the market-based risk of defaulting on a bond.
 In 2008, before the financial crisis had begun in earnest, total global derivatives contracts pending (excluding foreign exchange) were over $600 trillion, or about nine times the entire global GDP for 2008.

Financialization was also enhanced by the enormous globalization of production, in particular the shift of manufacturing to several Asian nations and the resulting imbalances of trade. Complementarities between the U.S. economy and the economies of several Asian states led to large and persistent imbalances in the global economy.
 U.S. firms shifted manufacturing capabilities to Asia through foreign direct investment and then exported these products back to eager U.S. consumers, thereby creating large and growing trade deficits for the United States. However, surplus nations in Asia often chose to retain the accumulating dollars as foreign exchange reserves rather than exchange them and push up the value of their currency. Moreover, high growth rates over several decades meant much higher incomes for Asians. When combined with high savings rates, the foreign exchange reserves produced an enormous pool of capital for investment. High budget deficits and large private borrowing in the United States created a large demand for borrowed funds. But low savings rates in the United States (the flip side of high consumption levels) meant U.S. resources could not meet this demand. Much of the Asian capital pool found its way back into purchases of U.S. government debt and an unlikely supply of capital from “poor” nations to “rich” nations.
 Many of these investment decisions were the result of choices made by Asian governments. Thus the globalization of production and trade combined with financialization to see initial flows of U.S. investment into Asia to finance production of goods for sale in the United States. U.S. money then flowed to Asia to pay for the products and then flowed back to the United States in exchange for debt. The United States financed much of its consumption spree with debt owed to Asian governments.

Globalization and financialization created many important consequences that contributed to the global economic crisis.
 Perhaps most significant were the vast size of the markets and the giant role in those markets of highly leveraged assets vulnerable to risks not appreciated by most investors.
 Some scholars and analysts trace the crisis to the rise of “money manager capitalism,” a system involving highly leveraged investments aiming at maximizing profits even as investment managers have incentives to underestimate the risk of loss.
 Also, imbalances of trade and finance were inherent in a system based on dramatic asymmetries of capabilities and interests, as between the United States and China. These imbalances were unsustainable in the long run but continued as a result of the preferences of powerful states and firms. Finally, the vast size of both markets and profits generated interests in governments and private actors intensely committed to preserving and extending the system.

The global economic crisis emerged out of a particular global regime of political economy, involving trade and production, global finance and investment, deregulation, and political relations that began to emerge in the 1970s. The explosion of global finance created high demand for new investment opportunities, which was increasingly met with exotic derivatives that were thought to manage risk even while providing high returns. These securities rested on the ability to expand high-risk home mortgage lending based on expectations of rising home prices. An unprecedented rise in public and private debt in the West was financed in significant part by the resources of relatively poor nations selling manufactured products to rich nations.
Table 10.1 Global Imbalances from U.S. Current Account, 1999–2011
	Year
	U.S. current account total ($ U.S. millions)
	U.S.-Asia current account ($ U.S. millions)
	U.S.-China current account ($ U.S. millions)
	U.S.-China % total current account
	U.S.-Asia % total current account

	1999
	–301,630
	–216,071
	 –72,743
	24.1
	71.6

	2000
	–417,426
	–246,690
	 –88,043
	21.1
	59.1

	2001
	–398,270
	–225,945
	 –88,658
	22.3
	56.7

	2002
	–459,151
	–249,558
	–109,899
	23.9
	54.3

	2003
	–521,519
	–260,713
	–131,825
	25.3
	50.0

	2004
	–631,130
	–325,465
	–172,343
	27.3
	51.6

	2005
	–748,683
	–377,908
	–219,196
	29.3
	50.5

	2006
	–803,547
	–437,434
	–259,490
	32.3
	54.4

	2007
	–726,573
	–452,594
	–293,105
	40.3
	62.3

	2008
	–706,068
	–430,534
	–308,474
	43.7
	61.0

	2009
	- 381,896
	- 339,372
	- 263,024
	64.9
	88.9

	2010
	- 441,951
	-383,909
	- 300,356
	67.7
	86.7

	2011
	- 465,926
	-395,296
	- 315,033
	67.6
	84.8


Source: Author’s calculations, based on data from the Bureau of Economic Affairs, http://www.bea.gov/iTable/index_ita.cfm 
Background: The Nature of Financial Markets

Scholars have debated the degree to which financial markets are prone to instability and crisis or whether crises are the result of factors external to markets that affect them negatively. This debate has considerable implications for whether governments accept a limited or proactive role in regulating markets.

On one side are those with a strong belief in the efficacy of free markets for allocating resources (in this case, capital) rationally and efficiently to those best able to use it. Such a view counsels minimal efforts to regulate or manage markets by government, believing such actions always make things worse in terms of efficiency. This assertion rests on one of two alternative assumptions: that market participants are themselves rational and their choices produce the efficient allocation of resources, or, alternatively, that markets are themselves rational and always reflect the best available information. Consequently, free markets always generate a “correct” price.

Countering this position is a collection of scholars who study markets and market crises and those who examine the actual behavior of market participants. The examination of past market panics reveals a set of common features, including a strong tendency for investors to follow and emulate winners, especially when a new and successful product or technology emerges. When this coincides with substantial expansion of credit and several markets are interdependent, the resulting overinvestment can ultimately lead to panic selling in an effort to escape losses. The consequent cascading of prices across several markets leads to damage to the entire economy.
 Others have looked at the behavior of market participants, finding considerable evidence for the view that many investors exhibit significant limits to rationality and invest based on emotion as much as clear calculation.
 One study modeling a stock market composed of players with limited information who form expectations based on the expectations of others found a high frequency of booms and busts in prices.

Background: Regulatory Environments

Financial markets and banking systems have been regulated by governments since the 1930s and even earlier. Central banks (all government-controlled) were designed to manage the money supply in part through the ability to regulate the lending behavior of private banks. Various government institutions have long been involved in guaranteeing banking deposits and in regulating the activities of investment banks and stock markets. But the degree of enforcement of these restrictions has varied according to the government in power and in terms of political and ideological trends. And the ability of central bankers to manage monetary policy to promote economic growth without either inflation or financial crises has been questioned.

During the era of rapid globalization after the 1970s, governments generally retreated from strict regulations and enacted new rules that reduced or eliminated barriers to the international movement of money. This included establishing flexible or floating exchange rates, eliminating controls on capital movements, broadening investment options for banks, and opening financial markets to foreign competition. Financial policies coincided with the privatization of state-owned enterprises, reductions in welfare spending, and the liberalization of trade.
 At the same time, not all advanced or developing nations were equally committed to such policies. For example, in Europe liberalization of capital was related to constructing an integrated regional market and a single currency requiring more rules to manage and coordinate policies and actions.

Governments and global financial firms interact in more than just a regulatory setting; choices and policy actions are deeply embedded in political and power relationships. Government macroeconomic policies are greatly affected by the actual and anticipated reactions of stock, bond, and foreign exchange markets. Even more important, capital is the lifeblood of a capitalist economy, and those who control its allocation have enormous structural power.
 The rate of economic growth is contingent on the effectiveness of financial firms in providing capital in sufficient volume to those who can best use it for economic activity. This structural power means two things: first, governments and financial firms must engage in a de facto partnership that both regulates and enhances the competitiveness of the financial sector; second, this requires substantial forms of political governance to prevent abuse and errors from damaging national and global economies, but not so much as to harm growth itself. Regulators are conscious of the possibility that controls on the actions of financial actors can reduce opportunities for profit and innovation.
 Therefore, the nature and application of regulations are both a necessity and a negotiated outcome between financial and political interests.

The financialization of the world economy in recent decades means that regulation of financial institutions must be coordinated across many nations to be effective in protecting the financial system from cascading processes of crisis-induced breakdown. The core of the international coordination of regulation has been a series of negotiated rules designed to prevent bank failures. Each is named for the agreements reached in Basel, Switzerland, among central bank officials of the richest nations.
 The first was in 1988 (Basel I), the second in 2004 (Basel II), and recently Basel III (2011). National governments are responsible for enacting these rules and enforcing them.

The development of regulatory rules and enforcement practices takes place within political and power environments and reflects the structural power of financial institutions in providing the capital for economic growth. In addition, the rapid globalization of finance increased competition among financial firms. After the 1970s, the regulatory environment had been increasingly defined by a deepening elite consensus in the United States and Great Britain on the value and effectiveness of freer markets for trade and finance. This meant the considerable international power of the United States was behind the move to freer markets. Sometimes referred to as the “Washington consensus,” these views called for less regulations and restrictions based on the assertion that free markets were self-regulating. This meant the economic gains from free and unregulated markets were not at significant risk from a financial collapse because market players themselves were the best judges of the riskiness of their decisions and would adjust their actions accordingly.

Regulatory decisions in the decades leading up to the crisis increasingly reflected this thinking. We see considerable evidence of change in government thinking: moving from a regime of intrusive examination and regulation developed in the 1930s to one in which financial institutions themselves defined and measured the risk associated with their actions. An important dynamic in this process was competition between New York and London to attract financial business by creating an environment most favorable to business. This meant a “race to the bottom” in enforcing regulations and in deregulation of finance.
 This competition came against a background of increasing quantitative sophistication in measuring and managing risk.
 Moreover, in a series of steps the U.S. government loosened restrictions on the sources of funds and on the investment options for banks. This culminated in the 1999 repeal of the Glass-Steagall Act of 1933 that restricted banks to commercial banking and prevented them from acting as investment banks. Over the years after 1980, banks became multipurpose and complex financial firms operating in virtually all of the rapidly expanding global financial arenas.

The efforts at international regulatory coordination reflect the shifting environment of global finance. The focus of the Basel agreements has been on defining calculations for capital adequacy: How large should bank reserves be as protection against failure? This question has increasingly been defined by the nature of the evolving partnership between governments and banks. That partnership has focused on government guarantees of depositors and even guarantees for the losses of some banks. Over time, this means the “acceptable” level of capital for banks has declined dramatically. In the 1970s and before Basel, the largest banks normally operated with 5 percent of capital as reserves, declining to about 4 percent.
 The Basel I agreements focused on defining a set of risk categories for bank assets (loans and investments) and required that a certain level of liquid reserves be held as protection against losses.
 The Basel II agreement in 2004 redefined the risk categories but, most important, placed responsibility for assessing the risk in the hands of the banks themselves. This was premised on assumptions about the validity of new efforts to quantify, with great precision, the risk of loss associated with particular kinds of assets.
  Reversing previous trends, Basel III increases the requirements for capital adequacy, liquidity and leverage to be implemented beginning in 2013.

Trajectory of the Global Financial and Economic Crisis

Explanation and Summary

The best explanations for the crisis focus on the factors that contribute to the inherent instability of financial markets, showing how policies and actions of firms and governments contributed to creating and intensifying those circumstances to the point that a systemic crisis erupted:

· Financial markets are inherently unstable. This is especially the case when markets expand rapidly in size and incorporate new players with less investment sophistication. Couple this with an expansion of credit and rising prices, and asset bubbles are a likely result. In markets such as banking systems, with high levels of interdependence from cross investments and cross lending, there is a high potential for downward price cascades when these bubbles pop. The inherent instability of financial markets is enhanced because of the role of confidence in the ability of the various firms to repay their debt. Substantial doubt about repayment leads to panicked efforts to get money from possibly bankrupt firms—much like a “run” on the banks. Loss of confidence can also produce a breakdown in the continuous process of credit allocation that is the heart of financial capitalism, and when credit stops flowing the negative consequences cascade even further.

· More specific to this crisis, the deregulation of financial markets spread over several decades led to many financial innovations that required much higher leverage and thus risk-taking. Financial markets in the decade after 1999 became much more interdependent, took on much more debt, and assumed much greater risk. The leveraging of securities based on subprime (high-risk) mortgages is but one example of this.

· The monetary policy of the Federal Reserve, combined with global financial imbalances, supplied large amounts of cheap credit to the investing community. Seeking higher returns, higher risk investments were made that created an increasing potential for a bubble and collapse.

These features of an explanation for the crisis can be seen in a brief review of the events of the crisis.

The global financial crisis began with a small downturn in the price of homes in the United States, mostly resulting from increasing foreclosures that followed a rise in interest rates. A large number of mortgage borrowers were unable to make the changing payments on their mortgages. These price declines reduced the value of and confidence in the large system of derivative securities, the value of which was based on these mortgages. Once derivatives came under doubt, the viability of the banks and investment institutions (such as hedge funds) with large positions in these securities also came under doubt. This doubt was confirmed as some of the weakest firms began to fail, which created a significant financial panic in which confidence in all lending broke down. Firms that in a normal market were solvent became insolvent in a panicked environment, as all creditors wanted payment at once. 
The U.S. government chose to step into the situation with funding to restore confidence and stop the panic that could lead to a breakdown of the entire global financial system. Large sums were used to purchase bad assets, support the liquidity of failing firms, and place the government into the position of lender of last resort. Once the financial collapse began to drag down purchasing power of consumers and thereby led to a rapid decline of the overall economy, the governments of many countries began to act to shore up the economy through stimulus spending. In the aftermath of the immediate crisis, nations continue to consider how to act to prevent a future crisis.

Crisis Sequence


U.S. Origins
The near-confluence of the bursting of the “dot-com” bubble in 2000 and the attacks of September 11, 2001, created a significant economic downturn in the U.S. economy. The Federal Reserve responded with a policy of easy money, lowering interest rates to near zero. Interest rates were similarly low in most other advanced economies. In addition, global liquidity—the supply of investment funds looking for returns—continued a rapid rise. There was considerable political pressure from the U.S. Congress to expand mortgage loans, especially to low-income borrowers. This led to Fannie Mae and Freddie Mac (government-sponsored, but private firms) providing backing to mortgages of questionable value and then to rapid growth of exotic financial instruments tied to these mortgages. This flow of funds to housing led to a rapid increase in house prices.

In the years leading up to the crisis, the amount of debt in the United States reached levels not seen for seventy-five years.
 But in much of the developed world debt levels were even higher. By 2007 total indebtedness in the United States and across the nations of Europe was three times the size of GDP, a ratio that surpassed the record set in the years of the Great Depression. From 2001 to 2007 alone, U.S. domestic financial debt grew to $14.5 trillion from $8.5 trillion, and home mortgage debt ballooned to almost $10 trillion from $4.9 trillion, an increase of 102 percent. A very large proportion of the mortgage debt increase came from subprime loans, among the riskiest of these loans. In Europe, debt reached similar proportions of GDP, driven as much by business borrowing as by home mortgages. Britain was the largest borrower; even after the crisis, borrowing there rose to 350 percent of GDP.
 A very large and increasing portion of the government debt was held by Asian governments eager to sustain trade surpluses by holding dollar assets.

Directly connected to this vast increase in debt was the even larger expansion of derivatives, the value of which was often tied to the value of the income streams from the debt. These derivatives were themselves leveraged, usually traded in dark markets where values were not publicly known, and mostly carried by firms operating in unregulated settings and in off-the-books accounts. This “shadow market” was designed to attract global investments seeking higher returns, and was usually rated as very safe based on the theory that the issuers of derivatives had been able to manage and reduce the risks of such securities.

Financialization of the global economy had a major consequence: it created a vast global pool of investment capital constantly searching for higher-yielding but safe investments. One estimate from an IMF official is that this pool totaled about $70 trillion.
 The major players in these securities were the investment bank wings of the great banks and insurance companies: JP Morgan Chase, Citigroup, Goldman Sachs, AIG, Bear Sterns, Lehman, Merrill Lynch, Bank of America, and Wachovia. Also deeply involved were numerous global investment firms seeking to raise yields.

Much of the decision making regarding lending for homes and creating a variety of securitized instruments built on home mortgages was premised on the long-term trend for steadily rising home prices. The large expansion of funding for homes began by 2003 to drive home price increases well above this long-term trend line. The rising prices of houses and the easily available credit pulled more persons into borrowing to purchase a house, thereby driving up prices even further and pulling more persons into the process. Expansion of the number of mortgages also supported an expansion of the derivative securities built on mortgages. Banks and investment firms seeking better yields purchased enormous amounts of the derivatives relating to mortgages, with confidence provided by the high ratings given by agencies such as Moody’s.
 For two to three years an expanding but unsustainable bubble of lending, buying, and securitization continued.

In the summer of 2004, the Federal Reserve began to reverse its policy of extremely easy credit by raising the discount rate, leading to a process of steadily increasing interest rates that took the discount rate from 2 percent in 2004 to 6.25 percent in 2006.
 Interest rates throughout the economy rose, including the adjustable rates on many subprime mortgages. Many borrowers had also been borrowing a portion of the interest payments for their mortgage. So when the adjustment of mortgage payments included not only higher interest, but now payment for the old accruing interest, new payments were much higher. Housing prices peaked in many parts of the United States in 2005–2006 and then began to fall as more and more homeowners defaulted on their mortgages, taking them into foreclosure.

The decline in house prices and rise in mortgage foreclosures slowly and then with a rush began to unwind the derivatives market, along with placing a new drag on the overall economy. Even small increases in unemployment contributed to the emerging housing crisis as problems in one area began to feed back into other areas. In mid-2007, some U.S. and European high-profile hedge funds and banks with large investments in derivations linked to subprime loans declared bankruptcy, with others making ominous announcements about the value of these investments. The result was a 90 percent decline in new issues of derivatives of CDOs by the end of 2007.

The first large bank failure was the British bank Northern Rock, which was taken over by the government. Several central banks responded with efforts to boost the money supply and lower key interest rates. The U.S. government also attempted to stem the tide with a series of similar but ultimately ineffectual actions. The global credit system began to break down, as many lenders were unable to judge the risks and simply stopped extending credit.

By March 2008, the reinforcing cycles of declining home prices and foreclosures, collapsing derivative values, and bankruptcy for banks and investment firms reached a crisis level when the major Wall Street investment bank Bear Sterns faced bankruptcy. In an arrangement engineered and partly financed by the Federal Reserve, JP Morgan Chase purchased Bear Sterns. This action was taken to prevent losses by Bear Sterns from creating a cascade of losses by other large financial firms.
 Even so, the process increased fears of a massive crisis. In the late spring of 2008, the financial crisis began to have a significant impact on unemployment, with rates beginning a rapid rise from 5 percent in April 2008 to above 10 percent in late 2009.

Though these are government-sponsored enterprises, Fannie Mae and Freddie Mac are also private and profit-oriented firms resulting from an effort to privatize government enterprises. These enterprises issued bonds and provided guarantees for mortgages and hedge contracts totaling more than $7 trillion in July 2008. The operations of Freddie and Fannie show the deep and profound interconnections in global financial markets, with these obligations held by purchasers such as banks, state and local governments, insurance companies, and foreign governments. Fannie and Freddie began to collapse under huge losses in mid-2008. In July 2008, the U.S. government, led by Secretary Henry Paulson, reversed its previous position on providing backing to Freddie and Fannie and provided billions of dollars in support. This came as confidence in the financial system was threatened by the potential failure of the two firms. Soon, however, this proved insufficient, and these two privatized, government-sponsored entities were taken over by the government on September 8, 2008.

The takeover of Freddie and Fannie ushered in the most intense period of the crisis, in which the deep fragility of the global financial system was nakedly exposed and in which government ingenuity in saving this system was severely tested. Policy actions throughout the crisis were premised on the proposition that some financial institutions were so deeply linked to other firms that failure of a major firm would set off a panic and produce a set of domino-like failures that could not be controlled and would lead to a terrible depression. This view was tested by the decision not to rescue Lehman, perhaps the largest underwriter of subprime mortgage–backed securities, which declared bankruptcy on September 15.
 This decision brought on the feared nightmare scenario with rising panic, collapsing financial firms, and a near-disintegration of the U.S. credit system.

In quick order, government policy makers at the Treasury and Fed reversed their position. After Lehman filed for bankruptcy and panic levels rose, a government-arranged deal allowed Bank of America to purchase the venerable Merrill Lynch, and the insurance giant AIG was rescued with an $85 billion government loan.
 The panic in financial markets that followed was evident in rapid and large declines in global stock markets.
 A global run on money market funds indicated not only a rush to liquidity but widespread fears that all financial institutions were on the brink of collapse. A global financial panic was in the offing, as Secretary Paulson stated: “We’re at the precipice.”

Recognizing the new level of potential disaster, almost immediately the Fed and U.S. Treasury began to press for new resources to stem the crisis. Secretary Paulson proposed that Congress authorize creation of a $700 billion fund to purchase the troubled (some would say toxic) assets of financial firms in order to clear the way for these firms to avoid bankruptcy and resume lending. After initially failing in the U.S. House, which prompted a dramatic drop in U.S. stocks, the bill authorizing funding for the Troubled Asset Relief Program (TARP) passed the Congress.
 Soon these funds were being used to purchase preferred stock and thereby government ownership positions in these firms. In addition, the program was extended to nonbank financial institutions.

A much larger and unprecedented effort was undertaken by the Federal Reserve, under Bush appointee Ben Bernanke, who moved aggressively into uncharted waters involving use of the monetary power of a central bank. The Fed used its ability to create money to purchase assets directly in markets so as to inject liquidity into the most fragile areas of financial markets. This involved guarantees of money market funds; liquidity for commercial paper markets; $1.25 trillion in purchases of mortgage-backed securities (derivatives, usually CDOs); $300 billion of special purchases of longer-term Treasury bonds; $175 billion purchases of debt of Freddie and Fannie; swap agreements with foreign central banks to provide dollar liquidity in global markets; a Primary Dealer Credit Facility (PDFC), which provides short-term loans to investment banks; and a Term Securities Lending Facility (TSLF), which provided liquidity in credit card, student loan, auto loan, and home equity loan markets.
 The collective effects of these efforts demonstrate the capacity of the U.S. central bank for rapid and innovative actions in the face of a crisis. Perhaps more important, such capabilities involve a significant extension and deepening of the essential partnership between the central bank and private finance in the governance and operation of contemporary capitalism.
Internationalization of the Crisis

In October 2008, the crisis shifted to Europe and focused on Iceland, the smallest member of the EU and the one most exposed to global finance and the effects of the financial crisis. Faced with a panic run on its banks, Iceland nationalized its banking system and prevented withdrawals. Other European nations were forced to guarantee the banking deposits of their nation’s banks, and some bank takeovers occurred. A pan-Euro area meeting in mid-October produced a set of common principles for responding to the crisis. Outside of Europe, the Korean government acted to protect its banks with a $130 billion commitment, and the IMF moved to provide support to several nations.

A backwash effect of the crisis emerged in Europe only later, when in 2010 confidence in the national debt of several nations came into question.  It is in the area of macroeconomic policy where the deep problems of the Eurozone have been exposed by the global financial crisis.  There are dramatic differences in the macroeconomic position of the different states in the EU and in the Eurozone, making for great difficulties.  The Eurozone makes it possible for individual nations to borrow money at the same interest rate, in spite of the wide differences in their economic position.  Compare, for example, the Netherlands and Austria with debt levels between 60%-79% of GDP, and Greece and debt levels at 175% of GDP.  Each nation uses the same currency and has the same central bank.  Prior to the crisis, there was no clear path for the Eurozone to deal with a situation in which the uncertainties about the sovereign debt of a member state could threaten the survival of euro itself. From late 2009 and continuing through to 2012, the euro crisis has remained unresolved, because several member states have exceeded the willingness of markets to provide them with loans.

 The crisis in the Eurozone focused initially on the fiscal problems in Greece, with national debt in 2009 at 113 percent of GDP and a budget deficit at almost 13 percent of GDP.  Doubts about Greece escalated when rating agencies downgraded its debt, thereby undermining the ability to borrow more money, as interest rates on its debt rose drastically.  The nations in the EU (especially Germany), along with the IMF, were called on to provide loans to permit Greece to make interest payments, refinance its debt, and avoid default. The crisis expanded when rating agencies downgraded the sovereign debt of Portugal and Spain in late April 2010. Funds to restore confidence in all three nations were projected to reach as high as $500 billion, which generated considerable diplomatic interaction among international organizations and states.
 The issues were familiar, with opposition to bailouts for countries unable to control their spending countered by fears that doing nothing would metastasize into a crisis for the EU and the euro.
  Despite the opposition, agreement on Greece was reached in May 2010 on a $146 billion package of loans from the EU and IMF, tied to requirements for drastic reductions in the Greek budget deficit.  Later in 2010, a similar arrangement was reached for Ireland followed by another package for Portugal in 2011.
Though important, these actions failed to quell the crisis.  This is because four large uncertainties remained unresolved.  One is whether Greece will be able to make the needed cuts in spending and collect tax revenues so as to receive the sequence of loans available to it. Failure of this process would lead to a Greek exit from the euro, damaging confidence in the currency’s viability. Second, other much larger nations, such as Italy and Spain, also face a possible cut off from global credit markets prompting fears of a potential default on their debt.  Third, private banks in Europe own much of the threatened sovereign debt, which extends the effects of the crisis even further.  A default by one or more nation would surely force many banks into bankruptcy and threaten another significant global crisis.  And finally, the continuing crisis and actions to impose austerity has reduced economic growth in Europe, which also contributes to larger budget deficits and the need for more borrowing.

Eurozone nations have attempted to address some of these persistent issues.  In February 2011, an expanded funding system for supporting nations in crisis, totaling $676 billion, was approved and in May 2011 part of the fund was used for a bailout of Portugal.  And in July 2011, another round of funding for Greece was approved and tied to additional Greek actions to reduce its budget deficit.  Nevertheless, the crisis would not go away.  The role of global bond markets remains significant, with the loss of confidence in national finances reflected in large increases in the interest rates for the bonds of these nations.  Italy, Spain and even France have come under question, and the European Central Bank has pledged to make large purchases of these nations’ bonds to reduce borrowing costs.  At the end of 2012, some stability seems possible with large resources committed to protecting the system and some hope for improving economic conditions.  At the same time, the Eurozone crisis reflects a similar pattern of national governments engaged in a close partnership with private banks to manage a deeply unstable system.
Economic Consequences of the Global Crisis
The economic effects of the financial crisis became most apparent in the fall of 2008, when the global economy began a steep slide. Much of this was the result of the near-collapse of the credit system in the United States. Companies facing declines in sales, along with those unable to finance their normal operations, instituted massive layoffs. This led to rapid and steep increases in unemployment and an equally rapid and steep decline in GDP and global trade, the sharpest and deepest since before the 1960s.
 Unemployment jumped quickly, with hundreds of thousands of jobs lost each month.

The transition from the Bush to the Obama administration in early 2009 came in the midst of ongoing and continuing economic deterioration. Perhaps most disturbing was the rapid acceleration of job losses and the consequent rise in unemployment. In the four months from December 2008 to March 2009, the U.S. economy lost jobs at the rate of more than seven hundred thousand per month, with a total for that time of almost three million lost jobs.
 Analysts commonly asserted the possibility of a depression that would rival that of the 1930s. The Obama administration, operating with traditional macroeconomic thinking, acted quickly to increase government spending in order to boost economic demand and blunt the downturn. Congress passed a $787 billion stimulus package of spending increases and tax cuts in February 2009. By the end of 2009, most analysts concluded the stimulus had made a significant contribution to a return to economic growth and had saved or created many jobs.
 The rapid loss of jobs in early 2009 had been reversed by early 2010. Though the unemployment rate remained very high, the U.S. economy began creating jobs and by 2012 the unemployment rate fell below 8%.

The crisis did not affect all nations in the same way and to the same extent. The degree to which a nation experienced an economic downturn was influenced by the level of its involvement in the global financial boom and by the ability to adjust to adversity. This was especially true for emerging economies. The nations with a combination of rapid growth in debt, including governmental debt, and an exchange rate of low flexibility suffered the worst. Trade levels were less important for generating economic declines.

Almost all of the most advanced economies adopted a stimulus program to counteract the downturn. Negotiations to coordinate stimulus policies were generally unsuccessful, due to the differential effects of the crisis.  Further, the size and in the emphases of these programs varied considerably, with the typical size at about 2.5 percent of GDP. Among rich nations, the U.S. stimulus was the largest in absolute and proportional terms, at $787 billion and 5.5 percent of GDP. The emphasis of this program was on income maintenance and tax cuts, with substantial spending for infrastructure.
 The programs for Norway, Italy, France, and Switzerland were below 1 percent of GDP, while those for Canada, Korea, Australia, and New Zealand were between 4 percent and 5 percent of GDP. The stimulus programs for several emerging economies were dramatically larger as a proportion of GDP. For example, China ($585 billion, 19 percent of GDP), Brazil ($152 billion, 15 percent of GDP), and Russia ($101 billion, 8 percent of GDP) dwarf that of many richer nations.
  The focus of Chinese spending was on infrastructure (roads, airports, power grid), earthquake recovery (housing for the poor), health care, education, and tax reform to spur business investment.
  Not surprising, the combination of increased spending and falling tax revenues produced much bigger budget deficits and governmental debt.

Perhaps the most striking result of the global financial crisis was that the impending and expected global depression did not happen, in spite of the severe damage done to the banking and financial industry and the spillover effects for the rest of the economy. The reason is that government efforts to blunt financial collapse through injections of money into banks via central bank actions and into demand stimulus through government fiscal policies were large enough to prevent a more catastrophic decline.  Nonetheless, the crisis inflicted severe damage on credit markets, asset markets and the investment process in many nations.  These effects can be seen in the especially long period of economic decline and slow recovery.  Five years after the crisis began, many advanced nations remain mired in significant economic difficulty.  Though emerging economies experienced cuts in growth rates, most weathered the crisis much better. 
  The Chinese economy experienced a significant decline and contains many serious imbalances, but is in much better position than that of the United States.
 The speed of the Chinese recovery is partly the result of structural differences in Chinese capitalism, in which large and strategic parts of the economy are state-owned and state-influenced and can be coordinated quickly with state policies. Furthermore, the Chinese economy has low levels of debt (government and private) and high savings providing a flush of funding.

There are many lasting and unresolved legacies from the crisis: huge fiscal deficits, uncertainty about how to change institutions to reduce the chances of future financial crises, negative effects on the world’s poorest, a reshuffling of power relations, and determining how to redesign the economic system for sustained and more equitable growth.

Foreign Policy Arenas of the Global Economic Crisis
The global financial crisis has important effects on a wide array of global issues, organizations, political struggles, and power relationships; these are distributed across a set of crucial foreign policy arenas. The global financial crisis affects foreign policy choices, the definition of problems and issues, and short-term and long-term power relationships; it also restructures strategic relations. We will examine these arenas as a way of identifying the consequences of the economic crisis for foreign policy and global political economy. The arenas include economic prosperity and global security, global cooperation and coordination, U.S.-China relations, and changes in the nature of capitalism.

Implications for Economic Prosperity, Security, and Power

The ability of the United States to preserve its national security through economic prosperity for itself, its allies, and the many nations linked together through global economic relationships was significantly tested and probably damaged by the economic crisis. Many issues are linked to this broad question:

· role of the dollar as key currency;

· global competitiveness of U.S. firms;

· continuing growth of U.S. GDP and finance-led globalization;

· credibility of free market ideology;

· U.S. global economic and political leadership position; and

· redistribution of global power.

The global financial crisis of 2007–2009 created significant questions for each of these areas. Equally important, the crisis demonstrated the scale and depth of global financial markets and the degree of global interdependence, upon which the economic security of most nations rests. Also of profound importance is the differential impact of the crisis and the speed and size of the economic recovery by different nations, the most important being China.

The crisis reopened and redefined some of the most basic questions of political economy and global politics: Can existing forms of cooperation among governments, in conjunction with global organizations, provide the political governance adequate to manage global markets? Is the goal of expanding economic openness, especially for capital, appropriate for most nations? What new forms of governance and regulation are needed? Does the crisis elevate the importance of state capitalism, in various forms of public-private partnerships, as the dominant system of political economy for all advanced nations? 

Role of the Dollar as Reserve Currency

After World War II, the Bretton Woods institutions enshrined the U.S. dollar as the key currency, which meant many nations were willing to hold dollars instead of exchanging them for their own currency. A normal nation would find that operating a long-term current account deficit, as the United States has done for decades, would result in a large depreciation of its currency. But the United States has mostly avoided this fate because of its currency’s special status and has consistently used this enormous advantage to pursue its foreign policy and domestic economic goals and shift an important part of the costs to other nations.
 The large imbalances in trade between the United States and Asia are the latest round in this process.

Many of the nations that have borne the burden of holding dollars have preferred some alternative model in which multiple reserve currencies exist. Expectations of a significantly changed role for the dollar can be found beginning in the 1960s, yet the United States has been able to retain the benefits of a key currency. Several factors stand in the way of change, including the global weight of the U.S. economy and its capital markets and the absence of a viable alternative to the dollar. Nonetheless, in the years leading up to the financial crisis there were many predictions of coming limits to a willingness to hold dollars and a financial crisis resulting from panic-selling of dollars.

To what extent, if any, has the global economic crisis brought about circumstances for a change in the global role of the U.S. dollar? Perhaps the main political element in the role of the dollar is the determined effort of the United States and its political and financial leaders to retain the dollar as the key currency. The gains from this position are simply too great to give them up willingly. Of course, the increasingly bald abuse of the dollar has alienated many nations, especially when this contributes to financial and economic crisis.

The financial crisis could undermine the role of the dollar if it affected negatively the market power or political power relationships that have supported the dollar for decades.
 The financial industry of the United States continues to hold a dominant position in global markets, one that both facilitates the dollar as key currency and serves as a barrier to any alternative currency.
 The global scale and liquidity of U.S. financial markets is unmatched. However, the giant imbalances in the U.S. current account (though in decline as a result of the global economic downturn) continue to raise questions about the stability of the dollar. The position of the dollar has also been supported by the political economy of U.S. trade, in which mostly Asian nations are able to expand exports to the United States, which then pays for the exports with U.S. dollars.
 This permits cheap products for U.S. consumers and rapid growth for Asian exporters. The financial crisis demonstrated the risks of such an arrangement but did not lead to a large decline in the dollar. But certainly, a central element underlying many of the negotiations for rebalancing the U.S. and Asian economies (discussed below) will be the dollar’s key currency role.

Global Regulatory Policy 

The globalization of the world economy and the expanding weight of financial transactions in this process engage contradictory pressures regarding the international coordination for the management of these new economic relationships. The inherent instability of financial markets and the potential for financial crisis is a constant threat lurking in the background that frequently emerges as a dramatic and real challenge. Typically, the pressure for new global regulatory efforts and for economic policy coordination is highest in the immediate aftermath of such events. More often in the forefront of thinking are the gains to be had from the expansion of financial markets. The political and financial leadership of the United States has aggressively sought those gains for decades through policies and negotiations pressing for deregulation and lax interpretation of existing rules. Historically coordination has come from a “follow the leader” process, where the United States sets the standards and others follow along. The current financial crisis has created loud demands for reform and new regulation, usually tempered by fears of undermining the profits and competitiveness of U.S. finance.
  
The contexts for regulatory policy-making and coordination are somewhat fragmented and the power and position of the actors have been complex and varied.  There are two main fronts for new policy relating to the regulation of banks:  the Dodd-Frank Act in the United States and the Basel III regulations relating to international regulatory standards.  At the same time, three arenas have been the focus of efforts at global policy coordination: interactions among central bankers, the expansion of the economic forum for political leaders from the G-8 (the seven largest industrial economies and Russia) to the G-20 (the twenty largest economies, including some large but developing states like China, India, and Brazil), and discussion of regulatory policies in the Financial Stability Board. If past patterns hold true, the reelection of President Obama will lead to greater speed and consistency in rule making for the implementation of Dodd-Frank and these rules and standards will filter into international deliberations and coordination arrangements.
The financial crisis has affected the power relations among the various players in making policy, mainly by enhancing the importance of central banks. Financial crises create intense fears about the possible collapse of an always-fragile financial system leading to dramatic systemic effects. Central banks have long had as a central purpose the management of financial systems in crisis, based in large part on the ability to affect interest rates and create money. In a crisis, central banks can act with some independence of normal political processes and possess the knowledge and resources to affect outcomes. It was central bankers who were able to act most quickly and decisively to address the crisis, and can probably be credited with stopping the momentum toward the abyss generated by the collapse of confidence in global finance. Though the U.S. Federal Reserve certainly made many mistakes and failed to act in anticipation of the crisis, its actions afterward were bold and effective.  Once the financial crisis subsided, other actors involved in financial statecraft have sought to reestablish their role and power in relation to central banks.
 Much of the subsequent struggle over the nature of the new regulatory regime was the result of different actors seeking to reassert or extend their authority.

A near-immediate result of the financial crisis was a shift of the locus of efforts to coordinate international political efforts to manage economic issues such as a financial crisis from the G-8 to the G-20. This reflects the opening of the club of global economic discussion to a much bigger group of formerly poor and now emerging nations. The G-8 has traditionally been an informal and “clubby” setting for “fireside chat” discussions among the leaders of the richest nations. It has had some successes in arranging for the public coordination of policy initiatives among these nations. But it is a forum rather than an organization. And the new size of the group, while commendable in recognizing the importance of new, emerging economies, may be too large for effective discussion and decision.

Between 2008-2012, the G-20 has met seven times.
 The results of these meetings were limited but important. A set of principles to guide efforts to resolve the crisis were adopted, discussion of economic stimulus plans produced some baseline agreement, substantial new resources were committed to the IMF, and arrangements for coordinating financial regulation were strengthened.  But many of the commitments made have not been fulfilled and major issues, such as providing real authority to the Financial Stability Board, have lagged.
 One other important area of failure for the G-20 was in getting nations to carry through on the pledge not to enact additional protectionist measures.

The Dodd-Frank Act was signed into law in 2010 and the time sense has been devoted to the writing of specific rules by regulatory agencies to implement this law.
  This is a very complicated law, with a multitude of implications.
  Some of its most important parts include:
· Enhances transparency for derivatives trading by requiring trading on public exchanges
· Identifies systemically important firms and permits a special governmental role in dealing with them
· Creates a consumer protection bureau to prevent abusive lending practices
· Alters the risk-taking activities of financial institutions

The definition of the specific regulations and the process of applying these regulations have been turned into a three sided political bargaining relationship among regulatory officials, Congress and the financial institutions.
  The actual outcome of the resulting regulatory regime on the behavior of financial institutions will be dependent on whether a strong or weak regulatory government is in office.  This places regulation even more deeply into a political environment.
  Perhaps most important, the new regulatory system more deeply institutionalizes the partnership relationship between the largest financial institutions and the national government.  
The effort to achieve greater international coordination of financial regulation has achieved some successes but the Dodd-Franck law increases future uncertainty. The previous U.S. approach to deregulation and limited application of existing regulatory rules has been completely discredited, at least outside the United States. Though the United States may be able to develop a new and more effective regulatory regime, its ability to coordinate adoption across many nations is in doubt unless there is considerable movement toward a model more acceptable elsewhere. Regulatory decisions come against a backdrop of global competition among banks, and competition among nations for being the locations for financial firms and their operations. Affecting these location decisions by banks are a number of considerations, among which are the regulatory standards of the nation. Competition between London and New York was fierce in the years before the crisis, but with a new regulations environment in the offing states cannot help but consider the effect on financial firms who can vote with their feet.

The focal points for international coordination of new arrangements for financial regulation include the Basel Committee on Banking Supervision and the Financial Stability Board (FSB). The former is a committee of national officials responsible for bank supervision and the FSB is composed of senior representatives of national financial authorities (central banks, regulatory and supervisory authorities, and ministries of finance), international financial institutions, standards-setting bodies, and committees of central bank experts. The FSB was initially created as the Financial Stability Forum (FSF) following the 1997 Asian financial crisis. The FSF worked on developing measures to promote global financial stability, though the record of success before 2007 was limited.
 Nonetheless, the FSF was able to act during the current crisis to formulate a series of proposals that won the support of national leaders and as a result was converted into the Financial Stability Board in April 2009.
  The ability to translate a new regulatory system for the U.S. into a system for global coordination through the FSB is at best uncertain. Multilateral regulatory coordination awaits the outcome of political struggles over regulation within nations, primarily the United States.
U.S.-China Relations

The decade or so before the economic crisis produced a deepening economic interdependence between China and the United States.
 However, this relationship yielded trade and financial imbalances sustained by an implicit political bargain: the large Chinese trade surplus with the United States was allowed to grow because it was offset by the willingness of the Chinese to hold U.S. dollar–denominated assets, especially U.S. government debt. The financial crisis has intensified this relationship: U.S. budget deficits have tripled from an already very high level, and the threat of a declining dollar and the actual downgrading of U.S. debt hangs over the relationship.
 A crucial and unusual feature of this relationship—the financial part of it—is that almost all Chinese purchases of U.S. Treasury bonds are by the Chinese government and not by private Chinese actors. This is not a free market relationship.
 Moreover, the massive Chinese current account surplus is partly a result of the exchange rate policies of the Chinese government to peg the exchange rate between the Chinese currency—the renmimbi (RMB)—and the dollar.
 At a deeper level, the financial crisis has accentuated examination of the global subsidies provided to sustaining high levels of U.S. consumption for many years. These subsidies have come from Europe as well as from Asia.

Estimates of the size of China’s holdings of foreign assets vary because of limited transparency from Chinese sources (see Figure 10.1). The $2.3 trillion of Chinese-held foreign assets in the spring of 2009 included approximately $1.5 trillion of dollar assets, or about two-thirds of these foreign assets. These dollar assets are composed of approximately $1.25 trillion in U.S. government debt, with the remainder primarily in U.S. corporate debt and equities.
  Data from 2011 indicate Chinese holdings of U.S. government debt at $1.5 trillion and total holdings of U.S. assets at $1.7 trillion.

The financial crisis demonstrated these imbalances are unsustainable.  However, any realistic strategy for fixing imbalances built up over several decades will require a coordinated effort gradually to shift macroeconomic arrangements in the United States and in Asia.
 In the United States, consumption must fall and savings must rise; in China, the reverse must happen. There is an enormous gap between the savings rates in the two nations, which fuels high consumption in the United States and low consumption in China. The result of rebalancing this arrangement should be a decline in the large trade volume and resulting financial imbalances between them.
 However, forcing such a set of changes will be painful and will require substantial structural and institutional changes. For U.S. economic growth to continue, increasing saving in the United States must be offset by increased exports, which may require considerable investment in improving U.S. competitiveness. Moreover, the U.S. government, households, and businesses must engage in a difficult process of reducing reliance on debt.
 For China, consumers must begin to purchase a larger proportion of Chinese production, which may require some restructuring of Chinese industry.  Yet China’s current account surplus in 2012 is now one-half as large as in 2008.

An associated strategy is to rely on a financial solution, mainly through a significant shift in exchange rates. China has long maintained a controlled exchange rate, mostly pegged to the U.S. dollar but occasionally allowed to adjust. For example, after 2005 the RMB rose in value from 8.1 to 6.8 to the dollar and after 2009 rose to 6.3.  The United States has threatened to define China as a currency manipulator and has attempted to pressure China to let its currency rise to a market-based level. Should this happen, rising prices of Chinese exports and falling prices of U.S. exports could rebalance some of the trade gap.
 Importantly, such a change will also reduce the Chinese ability and willingness to hold U.S. government debt, which will likely push up interest rates in the United States without a comparable reduction in new borrowing.
  Even so, some political circles in the United States favor such a strategy so as to avoid more painful forms of adjustment.
A related strategy by the United States has been a series of actions by the Federal Reserve to increase the money supply by purchasing financial assets, typically of a longer maturity, directly from banks and other private institutions.  Between 2008-2012, the Fed purchased several trillion dollars of securities in a policy known as quantitative easing. One likely effect of these actions is to depreciate the exchange rate of the dollar and thereby the value of dollar-denominated bonds.  As the largest foreign creditor of the U.S., China has been especially critical of quantitative easing, and has expressed concern over the value of their investments in U.S. government securities. They have raised many questions about the size and trends of the U.S. budget deficit, even as the United States has taken some pains to provide reassurance to the Chinese.
 By contrast, the head of the Chinese central bank, the People’s Bank of China, Zhou Xiaochuan, has called for an alternative to the U.S. dollar for international reserves. Such an action would considerably reduce U.S. economic freedom and U.S. economic power. In a more basic sense, the power relationship of the United States and China cannot but be affected given the enormous holdings of dollar-denominated assets.

Perhaps the most important and lasting consequence of the financial and economic crisis will be the altered relationship between the United States and China. The enormous accumulation of wealth in China, coming as a result of U.S. consumption, is an unprecedented event in global affairs. Though the United States retains enormous strengths, the trends of the relationship with China in the thirty years after 1981 have not been favorable. The United States was able to raise its level of consumption and generate GDP growth, but at a large price, primarily through the accumulation of immense levels of debt.
  The foreign policy relationship between the United States and China will be deeply colored for years to come by the process of unwinding the effects of that era. Even more significant, the global economic crisis is an important event in the longer-term power shift between the United States and China. This is not a simple “China up and U.S. down” process. Instead, it is better seen as a shift from asymmetrical interdependence favoring the United States, in which U.S. structural power determines outcomes, to a system of more symmetrical interdependence, with growing Chinese structural power partly offsetting that of the United States.

Much of China’s newfound structural power comes from its form of state capitalism, in which control over financial resources is concentrated in the state. This position greatly enhances the power of the Chinese state in using domestic policy to promote economic growth and in influencing outcomes in global affairs. Put simply, there are no global financial issues that can now be settled apart from China’s interests. Moreover, the almost certain diversification of China’s financial assets away from the dollar can undermine the power of U.S. financial markets. China is likely to be able to rebalance the structural advantages of U.S. monetary power as a consequence of reducing global imbalances.

Insert Figure
Figure 10.1 Chinese Foreign Assets, including Hidden Reserves, 2000–2009

Source: Brad W. Setser and Arpana Pandey, “China’s $1.5 Trillion Bet: Understanding China’s External Portfolio,” Council on Foreign Relations Working Paper, May 2009, 3. Copyright © 2009 by the Council on Foreign Relations, Inc., www.cfr.org. Reproduced by permission.

Conclusion: State Capitalism

Because the crisis originated in the United States, this has produced considerable criticism around the world of U.S.-style free market capitalism. This cannot be surprising, as U.S. government and business leaders had aggressively pressed their version of capitalism on much of the rest of the world for several decades. In addition to moral condemnations of the system, others have expressed doubts about the viability of such a transactions-based free market system for globalized finance.

Beyond questioning the continuity of Anglo-American-style financial capitalism, we need to examine in more depth the actual workings of such a system. The global financial crisis operates much like lightning on a dark night to illuminate arrangements previously unclear. Specifically, it has served to highlight the relationships of states, financial firms, and global markets in ways that had been largely obscured by the rampant free market rhetoric related to globalization. The pronouncements about the decline of the state and the capabilities of free markets ring as hollow ideology in the face of the clear dependence of the largest financial firms and the entire capitalist system on state support and bailout when times get tough.
 Much clearer from the crisis is a more accurate picture of the nature of contemporary capitalism, namely the undeniable partnership of states and firms that provides the real governance for globalization.
 We need to expand our categories of analysis to include the long-standing and expanding role of state capitalism in our understanding of the global economy. For our purposes, the rise of state capitalism increases the role of negotiated outcomes for global economic and financial relationships. These negotiations take place among nations and firms, and are a complex mixture of market-regarding and market-managed arrangements.

State capitalism refers to state-organized and state-directed operations to manage markets, often in cooperation with the largest firms, and thereby promote and manage the governance and functioning of capitalism. These arrangements differ across the world, but the underlying similarity is the deep and profound role played by the central government as a player in capitalism, including the operation of state firms.
 The concept of state capitalism expands our thinking beyond the simplicities of the liberal state and permits us to reexamine the relationships among firms and nations as different forms of state capitalism.

For example, in all capitalist economies the aggregation and allocation of finance capital is the lifeblood of the economy, and for more than a century governments have assumed a central role in regulating this process and in providing emergency resources when these inherently fragile markets break down. The current financial crisis is simply the latest of many examples of this process, and we should not be surprised that banks and the economic stability of capitalism require this role for government. At the same time, financialization has augmented the role for private finance, as well as the financial operations of states themselves. The financial “power brokers” now include an unlikely set of players, with Goldman Sachs, the Chinese central bank, hedge funds, state petrodollar funds, and other sovereign wealth funds all in a new game of global finance.

Furthermore, the processes of financialization and globalization that contributed to the crisis were a result of the interaction of two different forms of state capitalism: U.S. “market-emphasis capitalism” and Asian “state-emphasis capitalism.”
 In the midst of this process of development, another financial crisis occurred—the Asian financial crisis of 1997–1998.
 Each crisis was the result of excesses and problems in state capitalism: overconsumption and debt in the current case and overinvestment and debt in the earlier case. And in each instance the government was deeply involved both in creating the problems and in saving the economic system from collapse. The large fiscal stimulus used by almost all capitalist nations to stabilize the impending economic depression is hardly surprising. Governments have long provided between one-quarter and one-half of the spending that drives all capitalist economies.  
The really interesting and relevant question is not whether governments should be involved in managing capitalism, but in what ways governments can increase competitiveness and economic growth without generating economic and financial crises and at the same time managing the deepening interdependence that defines the global economy. The overheated rhetoric about free markets does little to define and evaluate the real issues and choices for policy. It not only misunderstands the actual nature of markets but also ignores the role of states in capitalist economies, a role that the financial crisis makes clear will only increase and deepen. We can better understand economic statecraft when we see it as interactions of different forms of state capitalism.

Key Actors

AIG, Morgan Stanley, Lehman Brothers, Bear Stearns, Bank of America, Goldman Sachs, and various hedge funds Investment firms heavily involved in the subprime mortgage market and its derivative investments, and thus heavily damaged by the collapse of the housing bubble.
Ben Bernanke Chairman of the Federal Reserve Board, worked creatively to restore liquidity to the U.S. credit and financial markets.

Fannie Mae The Federal National Mortgage Association, a government-sponsored enterprise that purchases and secures home mortgages. It came under heavy industry and political pressures in the 1990s to expand home loans to more Americans and, as a result of the subprime mortgage crisis, was taken over by the U.S. government.

Financial Stability Board Originally created as the Financial Stability Forum following the Asian financial crisis of 1997–1998, this entity—comprised of representatives of national financial authorities, international organizations, and financial experts—helps to coordinate international regulation seeking to prevent future financial crises.

Freddie Mac The Federal Home Loan Mortgage Company, a government-sponsored enterprise that buys home mortgages and bundles them into mortgage-backed securities, which it then sells to investors. As a result of the subprime mortgage crisis, the company was taken over by the U.S. government.

Timothy Geithner Secretary of the Treasury under President Barack Obama and former president of the New York Federal Reserve Bank, defended the Obama stimulus program and sought Chinese assistance in coordinating the two countries’ financial and economic policies.

International Monetary Fund (IMF) The United Nations–based international organization created to help countries experiencing runs on their currency. Following the global financial crisis, it is the international entity most likely to coordinate new regulation or supervision of global financial markets.

Henry Paulson Secretary of the Treasury under President George W. Bush, advocated a governmental bailout of Fannie Mae, Freddie Mac, and the $700 billion Troubled Asset Relief Program.
Mario Draghi, President of the European Central Bank (ECB), has taken steps to expand the power of the bank in dealing with the Eurozone crisis.
Zhou Xiaochuan, Governor of the People’s Bank of China, has acted to expand the role of the RMB in global finance.
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