Brainstorming on Financial Crises


Introduction


The world financial system is claimed to be on the brink of collapse.  An initial local crisis in Southeast Asia driven primarily by a few companies spending and investing beyond their means have slowly spread around the world, claiming Japan and Russia, Latin America, USA and Europe.


What is different in today’s world from twelve months ago? Has there been a massive unexpected setback in the field of software development? Has the internet come crumbling down? Has biotechnology been rendered useless? Has oil suddenly run out? The answer to all these questions is obviously no. The crisis that we are experiencing today is explained in terms of confidence. People of the world, traders of major funds and banks even more than consumers to be precise, are apparently no longer confident of the future.


However, a close examination of this assertion brings out the fact that there is something fundamentally wrong with this line of thought. Lack of confidence in the future leads to three major developments in the economy: private consumption drops, overall GDP drops and personal wealth is shifted from stocks to bonds. A lack of confidence of society in the future is conceptually parallel to the plight of an individual who discovers that a fortune in the future he was expecting to get will not materialize. What would such an individual do? Increase production, increase investment at the expense of consumption, and attempt to shift his savings into higher yielding investments. It is obvious that the rational choices of an individual faced with a lack of confidence in the future is markedly different from the observed response of society under a similar case? What has gone wrong here?


In this article I will attempt to examine this issue in three steps. First, which elements in the nature of the current social and economic organization cause financial crises. Second, how do the prevalent belief in liberalism and capitalism stand up in the face of these crises. Finally, what can be done to alleviate or to prevent them.


1. The Cause


Society appears to be unable to think and act like a rational individual in the case of economic crises. On the other hand, all the achievements of mankind in the fields of law, politics, economics and most importantly, education are designed primarily to help society as a whole act like a rational individual rather than a chaotic mob. The observed response of society in financial crises is clearly contrary to rational behavior. Therefore, we must question the legal, political and economic structure, as well as the education system and determine how they lead society from time to time down this self-destructive path.


I will assert that the primary reason behind the vicious cycle of less confidence, less consumption, less production, lower wages and lesser jobs and finally a further fall of confidence is people’s understanding of income versus wealth. 


Money plays many roles in a civilized society. It is a facilitator of exchange, an instrument of measurement and a store of wealth. The fact that money has performed exceptionally well in all of these domains sometimes blurs the fact that they are separate purposes. The properties required of a good facilitator of exchange may not always be the same as those required of an instrument of measurement or a store of wealth. The widespread failure to recognize the difference between these different functions of money and the characteristics required by each of them causes a confusion between income and wealth, which in turn leads to the vicious cycle described above.


To illustrate this point more concretely, let us examine each of the three functions under the light of examples. First, the medium of exchange function. A can of Coke can be purchased at 50 cents in New York City.  A daily copy of the New York Times can be purchased at 50 cents also. Money allows people who produce Coke and New York Times to exchange their production with each other and all other producers and consumers in the world. Although the presence of money does not increase production and consumption directly, it increases the world’s productive capacity by dramatically speeding up exchange and thus facilitating division of labor.


Second comes money as an instrument of measurement. Money allows producers to convert the value of all the resources that are required to make their product into one medium, add them up, and compare the sum to the value of the product they are planning to make. By enabling such a comparison, money prevents (in most cases) society from producing goods or services that are not good enough. By allowing producers to determine the added value of every act of production, money allows society to maximize the productive capacity of its available resources.


Finally, the store of wealth function. One Microsoft share is worth around 100 dollars today. At this current value, all of Microsoft is valued at about 250 billion dollars. This represents the future productive potential of the organization called Microsoft. The accumulated capital and knowledge of Microsoft imply a level of production for future years. By putting an estimated value on this, money allows people to trade consumption today against consumption in the future. This way, people can compare the value of consumption versus saving today, and decide the way they allocate their incomes.


Each of these definitions are quite clear and useful. It is their combination that appears to spin people’s heads. Here is how:


From the above definition of money and the current ones, we can deduce that a share of Microsoft is convertible to two cans of Coke. This is an accurate conclusion. One can sell a share of Microsoft, take the money out of the brokerage account, go to the grocer and buy two cans of Coke. But the same valuation also claims that the full market cap of Microsoft is 250 billion dollars and hence equivalent to 500 billion cans of Coke. Does this exchange make any sense? No, because there are not 500 billion cans of Coke in this world. This particular exchange is just to illustrate the point. To be absolutely sure of the problem, we need to think more macro. The annual GDP of the United States is about 6 billion dollars. The combined value of stock, bond and other security portfolios is well above 10 billion dollars. This 10 billion dollars is really thin air from a current consumption perspective. It is just an estimate of the future productive potential of the United States divided by the rate at which people are willing to exchange current and future consumption. To exchange a small portion of the 6 billion dollar current production with a small portion of the 10 billion dollar present value of future production makes perfect sense. However, to try to exchange most or all the 10 billion potential production against the 6 billion dollars of current production clearly leads to a problem. There is simply not enough “current value” around to counter the selling pressure on “future value”. The result is a breakdown of the market tying “current value” with “future value”, leading to an overall panic. In financial crises, people realize that future offers less potential than they originally thought. This induces them to attempt to exchange it for as much in current goods as possible before anyone else realizes this revaluation. But people trying to anticipate and run away from collapse happens to be the root cause of the collapse itself.


The lack of confidence of society, which starts this vicious cycle, may have many economic or political reasons. The first one that comes to mind is that returns on investments are generally lower, leading to expectations of lower living standards in the future given a constant level of investments today. But whatever the reasons of the lack of confidence is, it can be described quantitatively as a reduction in the sum of current and future consumption. If returns on investments are discovered to be lower than originally thought, the original future consumption targets can only be achieved at the cost of higher investments and lower consumption today. Or, alternatively, a constant level of consumption and investments today lead to lower levels of consumption in the future compared to the levels originally expected. There is clearly a trade-off. Society can keep current consumption constant at the expense of future consumption, or vice versa. Or it can choose a point in the middle, taking to some extent the benefits as well as costs of both strategies. However, this theoretical trade-off is not the one that society is facing today. By cutting consumption today without increasing investment, society today is facing the worst of both worlds. Lower consumption today coupled with lower consumption tomorrow. No wonder people are depressed and political unrest looms in less developed countries. As consumption falls today without an increase in investment, production falls as a whole leading to increased unemployment and a worsening of income distribution.


2. The Judgement


Is there something inherently wrong with free markets? What are we to do? I think one must be very careful in defining free markets. Free markets represent freedom built on a very fine and complex order that exists in society. People are free to produce and consume what they choose, but they are not free to kill each other, deceive each other or steal from each other. To be precise, people give up their natural right, or ability,  to lay their hands on anything they see in order to achieve much higher consumption in the long term. The question that society faces now is, should inividuals be allowed to stampede each other to desperation when “confidence” drops?


If this situation does not call for government or inter-government activism, nothing ever can. An advanced society agrees that screaming fire in a crowded movie theater is a bad thing. Attempting to sell any and every financial instrument one owns when one is panicking is just as bad as screaming fire in a crowded movie theater. I am not a fan of government direction of the economy at all. Under normal periods, government control on resources appears to generally lead to inefficient allocation. However, to defend free markets without taking note of what makes them succeed is also unreasonable. When one knows the causes of the success of individualism under normal scenarios, one can also determine when the underlying assumptions for avoiding government intervention break.


Free markets are often justified from two different directions - philosophical and practical. The practical jusification is a case based on strong performance. Free markets from this perspective mean competitive markets. Competition breeds success, because for change for the better to take place, change has to take place, and for change to take place, dissent has to be tolerated. From the philosophical perpective, free markets are good because they enhance the freedom and rights of the individual. But just as individuals are alive above and beyond their cells, societies are alive above and beyond their individuals. A society which has taken ill has just as much right to defend itself as an individual attacked by illness. Given that organized society has done so much to enhance the lives of individuals, it is reasonable to suggest that at times of crisis at the very least, some government intervention may be justified to salvage previous accomplishments. Just as the government educates young children and interns criminals for the benefit of all, it can also spend some effort trying to induce some reason in market participants in panic at times of crisis. The right style of government intervention in the economy may not be a little control at all times, but no intervention most times coupled with swift and decisive action in times that the market collapses. Along the same line of thought, rather than thinking of what to do in times of economic booms, governments may be better off preparing for times of crisis and put defense mechanisms in place that will allow them to act swiftly at times of crisis.


Civilization is all about organization. Rather than hunting and gathering at their own will, people have decided to live together and achieve a better future for all. People coordinate and organize to fight disease. They coordinate to cross oceans and skies. They should coordinate to deal with financial crises.


3. The Remedy


Having established why the financial crises happen and why the government would be justified to intervene to defend society as a whole, we can venture into thinking about what can be done to remedy the problem. Modern governments have two policy tools at their disposal to intervene in markets. The two tools are monetary policy and fiscal policy. More specific intervention is also possible, but has proven mostly unproductive through economic history. 


Monetary policy in times of economic crisis can be described as countering an illusion with another illusion. When people decide to spend less and simultaneously refuse to invest more to keep capacity utilisation high, the government can enter the market, print (or otherwise create by manipulating interest rates or reserve requirements) more money and induce people to feel richer. So the feeling of loss of wealth due to the crisis can be countered by inducing a feeling of easier wealth due to easier money and credit. If the government can successfully fool people this way, the inflationary effect of printing money can counter the deflationary effect of the lack of confidence.


The alternative to monetary policy is fiscal policy. In this case, the government employs people rather than printing money. This extra employment is generally financed by debt. People consume less and hold cash or government paper rather than stocks in times of crisis. In response, the government can take the money flowing towards it and circulate it back to the market by employing new people to counter the deflationary trend. If private savings are flowing into government debt, the government is already in possession of the necessary funds. If private savings are flowing into cash, the government issues the necessary new paper. 


What is most important in fiscal policy is what the government does while creating new employment. In most of post world war two history, this side of the coin has largely been ignored. Textbooks do not sufficiently explore the nature of increased government spending. One pathological example frequently seen in textbooks is the government employing two people and paying them, one digging a hole and the other filling it. However, it is not clear why this would be any different than printing money. At least if the government limited itself to printing money, the leisure of the two poor souls would be saved. In real life, this pathological case of fiscal policy appears as governments indulging in vague and disorganized programs of “public works” that fail to stimulate the economy fully and waste enormous amounts of valuable resources. One has to look at fiscal policy from a real economic perspective. The goal that motivates governments to employ fiscal expansions in times of crisis is to prevent the decline of total GDP, the sum of consumption and investment. One should note that employment for the sake of employment without results enhances GDP only on paper.


There may be a third alternative to fiscal and monetary easing, which is better than both. This would be the government to directly intervene in the asset markets to cure the ills that start from the asset markets in the first place. 


Financial crises often start in asset markets - the stock market, the credit market and the real estate market. Monetary policy directly deals with the money market, hoping that the effects will trickle down to the asset markets. Fiscal policy deals with the goods and services markets, again hoping that the effects will trickle down to the asset markets. Rather than intervening far away from the source of problems, governments might be better off addressing the issue directly at its source. If a sharp fall in asset prices destabilizes the economy and causes panic among producers and consumers that also debilitates goods and services markets, the government can intervene in the asset markets to start the stabilization there.


This aproach is clearly counter to the prevalent economic thinking of current times. The best example of the hostility of current economists to asset market interventions was observed in Hong Kong this year. The monetary authority of Hong Kong has been critised strongly for using its reserves to buy equities. On the other hand, the Federal Reserve Bank of the United States has been urged by the same people to cut interest rates to avert the world financial crises. This couple of demands is not justified by common sense. If the government is concerned with people selling stocks, it implies that it has placed a higher value on stock than those who are selling them. In this case, what is wrong with government buying the stock that people sell? Rather than giving people easy money and hoping that they will buy stock with it, the government is perfectly sensible to consider buying stocks itself. This method of intervention would prevent the eventuality of people buying things other than stocks with the easy money. In this sense, it is a less inflationary form of intervention. People selling stocks on one hand and hoarding cash on the other just reduces to productive capacity of a country by reducing consumption and investment at once. People selling stocks on one hand and buying goods on the other is plain inflationary. Buying stocks is clearly superior to the other two alternatives.


Different problems under diff
