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Director’s Welcome
I warmly welcome you to Short Supply, an annual publication of the
Economics Student Society of Australia. It has been an absolute honour working
with our dedicated team to produce the third edition of this magazine, as well
as on all of our other projects this year. In 2017 we have continued to publish
high-quality online pieces, introduced debate-style articles to further encourage
economic discussion, and expanded to include Monash University’s Caulfield
campus. Looking ahead, we have exciting plans for semester two, including the
long-awaited reboot of ESSA TV!
The third edition of Short Supply focuses on the Global Financial Crisis. In
particular, it provides an in-depth exploration of the crisis’ causes, responses
from different nations, individuals and firms, and the crisis’ ongoing fallout. Our
authors take a magnifying glass to each aspect of the crisis, to assess how it
was managed, and the current fallout from this significant economic event. The
magazine aims to encourage discussion about significant failings leading up to
and during the crisis, and to determine what the future should hold for economic
and financial policy.
We are grateful to have contributions from leading Monash University
academics in this year’s magazine. Dr Giovanni Caggiano, Dr Gennadi
Kazakevitch, Dr Ratbek Dzhumashev and Dr Rodney Maddock all generously
lent their extensive experience and valuable time to this year’s Short Supply, and
we sincerely thank them for their contributions. If you are a Monash University
student with a passion for writing, we would love to hear from you! Please see the
inside back cover of this magazine for details on how to join our team.
I would like to express my deep gratitude for the team behind this magazine.
Our editorial team – Eddie Go, Solomon Zhang and Suvi Lokuge – worked
tirelessly to ensure the quality of this publication. Likewise, to our staff of
writers, for their diligent work on their magazine articles as well as their constant
commitment to ESSA and our goal of promoting economic debate. It was great
to have such a diverse team contributing to Short Supply, with writers spanning
Clayton and Caulfield campuses and ranging from esteemed professors to
second-year students. The efforts of our graphic designer, Zoe Smith, are also
much appreciated in designing such a beautiful magazine, along with posters
and banners for our events. Further, I would like to thank the ESSA Committee for
their continued support of the publications department and all our endeavours.
This magazine would not be possible without them.
I would like to give a message of thanks to our sponsors. The Monash Business
School, in particular the Department of Economics, has been a long-time active
supporter of ESSA. We thank the faculty very much for their ongoing commitment
to our endeavours. We would also like to thank our corporate sponsors for their
constant support, which has ensured the quality of this magazine.
Lastly, a personal thanks to you, the reader. Without you, there would be
no-one to write for, and no publications department at ESSA. Thank you for
picking up this magazine. I sincerely hope you enjoy it and that it encourages you
to become more involved in economics.

Nicolas Alexiou
Director of Publications (Monash)
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Uncertain Times,
Bad Times
DR. GIOVANNI CAGGIANO
In January 2009, in the midst of the Global Financial
Crisis, Olivier Blanchard, then Chief Economist of the
International Monetary Fund, wrote “Crises feed
uncertainty. And uncertainty affects behavior, which
feeds the crisis. […] [Uncertainty] affects consumption
and investment decisions, and is largely behind the
dramatic collapse in demand we have observed over
the last three months. […] Given the uncertainty, why
build a new plant or introduce a new product now?
Better to pause until the smoke clears”.1
As Blanchard clearly put it, heightened uncertainty
is bad for economic performance as it fosters a
“wait-and-see” attitude in households and firms,
depressing consumption, investment and employment.
Uncertainty is typically a by-product of bad economic
times: when the economy is in a recession, then
uncertainty increases. But uncertainty can also be
a cause of bad economic times. In an analysis of the
drivers of the Great Recession in the U.S., James Stock
(Harvard University) and Mark Watson (Princeton
University) wrote: “the shocks that produced the
recession primarily were associated with financial
disruptions and heightened uncertainty”. 2 In light of
these concerns, uncertainty has been one of the most
discussed topics by both macro-economists and policymakers in recent years. This article provides a brief
overview of two major issues related to the analysis
of uncertainty: i) how to measure uncertainty, and ii)
under which conditions uncertainty will have negative
effects on the economy.
Uncertainty is a vague concept. Its modern definition
can be traced back to Frank Knight, a famous Chicago
economist, who in 1921 defined uncertainty as people’s
inability to forecast the likelihood of events happening.3
Uncertainty differs from the concept of risk, which
Knight defines as the known probability distribution
over a set of events. Tossing a coin is risky, since we do
not know the outcome but we know the odds of the

outcome. Uncertainty refers, instead, to cases in which
we do not even know the odds.
A major challenge that macro-economists have
recently faced has been how to measure the level of
uncertainty in the economy. One approach looks at
the volatility in financial markets. Why? The value of
stocks should reflect the underlying value of the firm
that issues them. Looking in aggregate, the value of a
stock index should therefore reflect the fundamentals
of the economy. Volatility in stock prices should then
reflect uncertainty about the fundamentals of the
economy. In particular, measures of implied volatility
(i.e. measures of expected short-term volatility) have
been used as proxies of uncertainty. The most popular
implied volatility measure is the Chicago Board
Option Exchange volatility index, or VIX, also known
as the ‘investor fear gauge’. A second popular way of
measuring uncertainty has been to measure the extent
of disagreement among business and professional
forecasters.4 A third approach to measuring uncertainty
looks at the common component in the volatility of
forecast errors of several macro and financial variables
in a data-rich environment.5
What is the information content of these measures? Do
they capture the same phenomena? Figure 1 plots four
common proxies of uncertainty for the United States
from February 1990 to April 2017, all standardised
to have mean zero and unit variance for the sake of
comparability. A few observations are in order. All
measures of uncertainty tend to spike when some
recognisable exogenous shocks have hit the economy,
such as the 9/11 attacks, the Second Gulf War, and the
collapse of Lehman-Brothers. A second observation
is that, despite their tendency to move together,
different measures of uncertainty convey different
information. For example, the level of uncertainty
related to economy policy decisions, summarised by
the EPU index, has been relatively higher after the GFC,

Fig. 1: Measures of uncertainty

when both monetary and fiscal policy authorities have
started to move into uncharted territories to respond
to the deep recession of 2007-09.
But why is uncertainty bad for the economy? After
all, an increase in uncertainty would simply reflect
the fact that, according to households and firms,
both very good and very bad outcomes have become
equally more likely. Economists have highlighted a
few channels through which uncertainty can damage
the real economy. Two explanations, however, have
become predominant and found empirical support
in academic literature. The first relates to the concept
of real options and partial irreversibilities, while the
second looks at risk aversion and the existence of
frictions in financial markets.
The real options argument goes as follows.6 Investment
and hiring choices, from the firm’s perspective, can be
considered as a series of options. A firm has an option
of building a new plant or hiring a new worker today,
or postponing the action into the future. Acting today
can be profitable if certain conditions are realised. If
the firm becomes uncertain about the realisation of
these conditions, then it may prefer to wait, given that
actions like investment and hiring have adjustment

costs that make them expensive to reverse. More
formally, if uncertainty increases, the option value of
delay for the firm increases. An increase in uncertainty,
therefore, makes firms more cautious: they will stop
hiring and stop investing. Because of labour attrition
and capital depreciation, this will lead to a decrease
in the aggregate level of investment and employment
in the economy. There is also another negative side
effect of heightened uncertainty: firms become less
sensitive to the conditions prevailing in the economy,
such as interest rate levels. This complicates the task of
economic stabilisation through tools such as monetary
policy, when compared to periods of low uncertainty.
The second channel works via investors’ risk aversion
and financial constraints.7 Heightened uncertainty
increases risk premia, which in turn raises the cost of
finance for firms. Moreover, increased uncertainty
triggers a higher probability of borrowers defaulting.
Default premiums will increase and borrowing costs will
go up. In the presence of financial frictions, heightened
uncertainty leads firms to build up cash to hedge
against future potential shocks and to reduce debt,
particularly short-term debt, to increase their flexibility
to respond to adverse shocks. The overall effect is a
reduction in investment and employment.
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Risky business: the free

insurance provided to banks

“

...the present global economic conditions,
characterised by low growth, high levels
of financial strain, and low interest rates,
are a dangerous ground for uncertainty.

JUSTIN LIU
It’s often disappointing to see governments bailing
out financial institutions. “Let them fail!”, the
public cries out. However, is this alternative any
better? Moral hazard explores the consequences of
banks knowing they can get away scot-free if things
go belly up.
Moral hazard (n): Where the actions of one party
change to the detriment of the other party after a
transaction has taken place.

Is there empirical evidence that high uncertainty stifles
the economy? Yes indeed. Studies have shown that an
increase in perceived uncertainty leads to an overall
decline in real activity, particularly investment but also
employment and consumption. This is especially true
when the economy is already experiencing extreme
conditions, such as a recession, periods of financial
stress or abnormally low interest rates. As such, the
present global economic conditions, characterised
by low growth, high levels of financial strain, and low
interest rates, are a dangerous ground for uncertainty.
Events such as Brexit, for example, have been considered

particularly worrying not only for the expected effects
on trade, but also for the negative effects due to
the uncertainty that it generates. Policy-makers and
regulators need to ensure that they counteract the
uncertainty generated by such events, in order to
reduce the chances of another economic slowdown.
Dr Giovanni Caggiano is an Associate Professor in the
Department of Economics. His main research interests are in the
area of empirical macroeconomics and monetary policy.

“(Nearly) Nothing to Fear but Fear Itself”, guest article published in The Economist on 29 January 2009.
James Stock and Mark Watson (2012): “Disentangling the Channels of the 2007-09 Recession”, Brookings Papers on Economic Activity, 44:
81-135.
3. Frank H. Knight (1921): Risk, Uncertainty, and Profit. Boston, MA: Hart, Schaffner & Marx; Houghton Mifflin Company.
4. The two references are: Rudiger Bachmann, Steffen Elstner, and Erik R. Sims (2013): “Uncertainty and Economic Activity: Evidence from
Business Survey Data”, American Economic Journal: Macroeconomics, 5: 217-49. Barbara Rossi and Tatevik Sekhposyan (2015): “Macroeconomic
Uncertainty Indices Based on Nowcast and Forecast Error Distributions”, American Economic Review: Papers & Proceedings, 105: 650-55.
5. Kyle Jurado, Sydney Ludvigson, and Serena Ng (2015): “Measuring Uncertainty”, American Economic Review, 105: 1177-1216. Sydney
Ludvigson, Sai Ma, and Serena Ng (2016): “Uncertainty and Business Cycles: Exogenous Impulse or Endogenous Response?”, New York
University and Columbia University.
6. The main contribution in this respect is: Nicholas Bloom (2009): “The Impact of Uncertainty Shocks”, Econometrica, 77: 623-85.
7. Important contributions in this area are: Larry Christiano, Roberto Motto, and Massimo Rostagno (2014): “Risk Shocks”, American Economic
Review, 104: 27-65; Simon Gilchrist, Jae Sim, and Egon Zakrajsek (2014): “Uncertainty, Financial Frictions, and Investment Dynamics”, Boston
University; Ivan Alfaro, Nicholas Bloom, and Xiaoji Lin (2016): “The Finance-Uncertainty Multiplier”, Stanford University and Ohio State
University.
1.

2.

Imagine what life would be like if every time you got
in trouble, whether it be for speeding, theft or even
indecent exposure, your parents bailed you out. If you
know that your parents are going to be there to rescue
you, it may be more tempting to engage in more of this
risky behaviour, as the consequences would be shared
by your parents and therefore less severe. This is an
example of moral hazard, something we have seen
consistently in the banking industry, especially in the
lead up to the Global Financial Crisis. Despite efforts
from governments across the globe to impose greater
regulation on banks since the GFC, this behaviour still
very much persists today.
Every investment carries some degree of risk, and
of course, the higher the risk, the higher the return.
Normally before an investment decision, a rational
decision maker will balance the return of an investment
against its risk and will therefore maintain a spread of
low to high risk assets. However, banks and investment
firms are aware that governments will bail them out
in the event where something goes disastrously
wrong. Therefore, instead of investing responsibly in a
diversified risk profile, banks may invest more of their
assets in high-risk investments, reaping the potential
benefits, with the knowledge that if something were
to go wrong, the government would be there to bail
them out.
What we witnessed at the height of the Global Financial
Crisis was a combination of several factors that
demonstrate the effects of moral hazard.

In the United States, two organisations, Freddie Mac
and Fannie Mae, specialise in buying mortgages and
loans, which are packaged into securities that can
be sold to investors. This is designed to spur further
lending, with the goal of increasing home ownership.
Freddie Mac and Fannie Mae are somewhat unique
in that they used to be government-run, and hence
carried an implicit guarantee by the government.
The combination of relatively high returns coupled with
this implicit guarantee from the government led to an
increase in mortgage lending in the United States.
Demand for mortgage-backed securities skyrocketed,
and in order to fuel demand, lenders began to broaden
their risk profile to include high-risk borrowers. This led
to the adoption of terms such as ‘NINJA’ loans, referring
to dealings with borrowers who have ‘No Income, No
Job or Assets’. It doesn’t take much common sense to
realise that ‘NINJAs’ should not be taking out home
loans, as they cannot afford to pay a lender back.
Easier access to credit led to higher housing demand
and booming house prices. Due to the limited recourse
loan system in the U.S, home owners essentially had
the option to walk away from their property, leaving
lenders with no further recourse over any other assets
they may have. When the housing bubble at its peak
popped, many of those who had negative equity simply
walked away and left lenders in the red.
With the imminent bankruptcy of Freddie Mac and
Fannie Mae, the government assumed control over
the two organisations again, and hence effectively
guaranteed the loans. Investment banks were
responsible for securitising loans – the process of
packaging up mortgages purchased from retail
banks, and creating risky, derivative investments such
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as mortgage-backed securities. Citigroup, Bank of
America, and JP Morgan represented the investment
banks that were most entangled with the housing
market, and hence had the highest potential for loss.
The group required bailouts from the government in
order to keep functioning, with the three requiring
almost $115 billion USD in aid.1
This begs the obvious question – why doesn’t the U.S.
Government just refuse to bail financial institutions
out? Wouldn’t allowing organisations to experience the
error of their ways as punishment finally enable them
to learn?
The problem was that during the GFC period, the banks
were simply ‘too big to fail’. This is not to say that they
were inherently unable to fail, but rather played such
a pivotal part in the financial sector and the broader
economy such that if those institutions were to fail,
there would be disastrous, wide-reaching ramifications.
As the consequences of a bank failing are deemed to
be unacceptable, the U.S. government had no choice
but to rescue troubled institutions; to not do so would
run the risk of severe damage to the economy, not just
in America but across the whole globe.
One scenario in this immensely complex situation would
be immediate deflation. As people lose their trust in the

banking system, there is a rush to withdraw deposits.
This is concerning due to the fractional reserve nature
of our current banking system, where banks lend out
more money than they hold as deposits, knowing not
all deposits will be withdrawn concurrently. A potential
outcome of this scenario is that the bank effectively
fails, as it may no longer hold enough reserves to pay
out withdrawals. Furthermore, a bank that is either shut
down or has no funds left cannot lend, feeding the
illiquidity issue. As access to money dwindles, prices
drop, as people are no longer able to afford basic
necessities. One real-life scenario observed during
the Great Depression was that the wealthy were able
to purchase assets such as companies and houses
for pennies on the dollar, to become immensely rich
after the depression. Following the end of the Great
Depression, there were huge increases in income
inequality, with a large outflow of assets from lowerwealth individuals to higher-wealth individuals.
As far as solutions go, the government could
potentially nationalise a bank, but this is effectively the
same as bailing them out. There are, however, several
regulations and policy tricks that the government
can use to its advantage. A series of international
agreements known as the Basel Accords mandate that
banks conduct certain risk mitigating measures, such
as holding minimum amounts of liquid capital. 2 The

11

Do we let these banks fail as a
lesson to others, or do we bail them out,
knowing full well that they’ll continue to
do it again?

market can also self-correct in some circumstances.
Organisations like Standard & Poor’s and Moody’s
assess the creditworthiness of institutions. Higher risk
investments cause the rating of the institution to fall,
which makes access to credit more difficult or more
expensive. Hence, institutions would find it beneficial
to keep high-risk investments to a minimum.
Large banking institutions are not inherently evil, but
as a result of huge economies of scale, centralisation
of economic clout is inevitable. When institutions
begin to consolidate and become more important in
the economic system, this begs the question of whose
interests are being served. Often, it is the shareholders,
whose demand for higher profits may come at the
cost of the general welfare of the economy. There is
ongoing debate about the importance of banks and
whether further measures should be taken to address
their “too big to fail” status, with the phrase “if it’s too
big to fail, it’s too big” being bandied around by Wall

Street critics.3 What is the reasonable expectation here?
Do we let these banks fail as a lesson to others, or do
we bail them out, knowing full well that they’ll continue
to do it again?
Unfortunately, we’re unlikely to come across an answer
that completely satisfies all parties. At this stage,
the best that governments can do is to continue to
implement safeguards and roadblocks that prevent
such risky behaviour. However, as history has shown,
in the case of the Great Depression, or the more recent
European sovereign debt crisis, efforts to reduce risky
behaviour and prevent further economic crises have
time and time again fallen short. With this in mind,
it’ll most likely be a question of when, not if, the next
Global Financial Crisis will occur.
Justin Liu studies Economics and Arts at Monash University. In
his spare time, you might find him debating (arguing) with people
over topics that he doesn’t fully understand.

Kiel, P. (2008). Show Me the TARP Money. ProPublica. Retrieved 24 May 2017, from https://www.propublica.org/article/
bailout-bucks-to-banks-1028.
2. Basel Process. (2017). Bank for International Settlements. Retrieved 24 May 2017, from http://www.bis.org/about/basel_process.
htm?m=1%7C3%7C605
3. The Federal Reserve. (2010). Causes of the Recent Financial and Economic Crisis. Retrieved from https://www.federalreserve.gov/
newsevents/testimony/bernanke20100902a.htm
Image: ‘Day 40 of Occupy Wall Street in New York, Tuesday, October 25. Photos of protesters and life in Liberty Plaza’ by David Shankbone,
http://bit.ly/2qRmMRa. Licence at https://creativecommons.org/licenses/by/3.0.
1.
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The Underlying Causes of
the ‘Global Financial Crisis’
GENNADI KAZAKEVITCH &
RATBEK DZHUMASHEV
Common explanations put forth for the financial crisis
of 2007-2008 have been rather simplistic, scratching
the surface of issues caused by decades of structural
changes in the global economic environment. One
widely held understanding of the crisis nominates the
vast sub-prime mortgage default in the USA as the
primary catalyst. The other popular explanation places
blame on the under-regulation of financial systems in
Western countries, which fostered reckless and risky
behaviour by major financial institutions.
Although generally correct, these two explanations
tend to ignore another fundamental cause – emerging
imbalances in the division of labour between
‘post-industrial’ and ‘industrialising’ countries. This
has resulted in the rapid increase in debt of Western
nations, with corresponding surpluses for developing
countries with strong industrial capabilities. This
increased debt and its resulting financial instability is
one of the key causes of the Global Financial Crisis.
The conveniently used euphemism of ‘Global Financial
Crisis’ conceals the fact that, in reality, not all countries
experienced the recession. The impact of the crisis has
varied significantly across the globe; industrialising
countries free from significant debt escaped relatively
unscathed. To understand how the impact of the GFC
differs across countries, it is necessary to distinguish
between two types of economies: post-industrial and
industrialising economies.
The Division of Economies
Post-industrial economies
The ‘post-industrial’ label refers to economies which
have, over the past few decades, experienced a decline
in the proportion of manufacturing, and an increase
in the proportion of post-industrial services such as
science, education and R&D. This notably applies to
OECD countries such as USA, Canada, Australia, Japan
and members of the EU. Simultaneously, in these
countries (excluding, perhaps, only Japan) the combined
trade deficit, as well as public and private debt, have
steadily increased. Unfortunately, these very countries
have been the generators of the current economic
downturn, which has resulted in the contraction of the
world economy.

Industrialising economies
On the other hand, there exist rapidly developing nations
that are considered to have ‘industrialising’ economies.
These nations have been consistently increasing their
manufacturing capabilities and absorbing outsourced
manufacturing from industrialised nations. Notable
examples include China, India and Mexico.
As a result, these economies typically have a combined
trade surplus and have accumulated vast reserves
in foreign monetary instruments, which lead them
to become a primary source of borrowing for OECD
nations. Despite substantial declines in exports of goods
to straggling Western economies, many developing
economies have sustained healthy economic growth
rates throughout the past few decades.
The question, therefore, is whether the key underlying
reason for the recent crisis can be attributed to the
trade and current account imbalance that has persisted
between post-industrial and industrialising economies.
Developing countries have been increasing their
manufacturing and export capacity, contributing to a
build-up of their current account surpluses. On the other
hand, in post-industrialised countries, the opposite
is occurring: the import of manufactured goods has
contributed to decreasing current account balances.
Surpluses generated by developing countries, with a
growing manufacturing sector, are being absorbed by
the post-industrialised countries in the form of debt.
This condition cannot be sustainable, as in the long-run
the increasing levels of debt may lead these countries
to default, as seen recently in the case of Greece.
Investors from developing countries may, at some
point in time, find themselves holding overvalued
assets in highly indebted, post-industrialised countries.
However, once information reveals the true value of
these assets, there may be a drastic devaluation of
currency in post-industrialised countries. This will
decrease the burden of debt and make developed
countries relatively poorer. Conversely, sharp
appreciation of domestic exchange rates, and default
of assets originated in post-industrial countries, will
reduce the export levels of manufacturing countries.
Then the post-industrialised countries may not gain

August 2017

much from their low exchange rates, as they would have
little manufacturing capacity to trade with overseas.
Meanwhile, growing accumulated debt of most OECD
countries ultimately means that they survive on “credit
card” debt. The recent crisis, among other things,
indicates that the credit limit has been reached and
that the spending needs to stop.
That is why injecting struggling economies with huge
stimulus packages, and consequently increasing debt
levels, is about as effective as treating alcoholics by
giving them vodka. Stimulus package polices assume
that “throwing enough money at Wall Street will trickle
down to the benefit of Main Street, helping ordinary
workers and home owners...”.1 This is the reasoning
of trickle-down economics, which has been shown
to almost never work. Even if it ’works’ it is neither
the most efficient nor fairest way of addressing the
problem.
At the same time, successful industrialising nations have
not only developed their export-based manufacturing
but have also created a middle-class of their own that is
eager to consume, yet has no culture of spending more
than it earns.
These countries are also investing heavily in education
and research, meaning it will not be long before they
become largely self-sufficient. This is in terms of both
creating domestic demand for their manufactured
goods, and providing domestically produced
“post-industrial” services.
The Future
Could the weakening of manufacturing capabilities,
diminished competitive advantage in post-industrial
services and the inability to pay for imported goods lead
to the irrelevance of Western economies? If yes, does
that mean that post-industrial economic development,
as it is currently evolving, is a “no-through road” for
Western nations?
The concept of a ‘post-industrial society’ was initially
introduced by Bell,2 who observed its initial stages
and predicted the further global diffusion of capital,
imbalance of international trade, and decline in
manufacturing. Subsequent developments and
empirical analysis of this concept have emphasised
knowledge and information powerhouses as the
primary source of competitive advantage for
post-industrial economies.

1.
2.
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“

Injecting struggling
economies with huge
stimulus packages,
and consequently
increasing debt levels,
is about as effective as
treating alcoholics by
giving them vodka.

There is nothing wrong with a division of global
economies based on ‘labour-intensive work’ and
‘skill-intensive work’. The burden of labour-intensive
manufacturing falls on certain countries, leaving
others to concentrate on innovation. This includes
developing break-through, productivity-increasing
and environment-preserving technologies, providing
top-level education, and new methods of fighting
dangerous diseases.
However, such a division of labour can be sustainable
only if both groups of countries continue to master
their competitive advantage, and live according to their
means. Meanwhile the financial regulators, particularly
in large developing nations, must not impose artificial
restrictions on exchange rates. A breakdown of these
conditions could well set the world on course for
another financial crisis.
Dr Gennadi Kazakevitch is Deputy Head and Director of
Education in the Department of Economics. His main research
and teaching interests are in the area of economic policy and
regulation. He is a regular contributor to the media on economic
policy.
Dr Ratbek Dzhumashev is a Senior Lecturer in the Department of
Economics. His research and teaching interests are in theoretical
and applied macroeconomics.

Stiglitz, J 2008, ‘We Aren’t Done Yet: Comments on the Financial Crisis and Bailout”, The Economists’ Voice, vol. 5, no. 5.
Bell, D 1973, The Coming of Post-Industrial Society: A Venture in Social Forecasting, London: Heinemann.
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You get what you pay for:
Behavioural economics
and the GFC

fall, as this is part of the bubble process. However, most
people thought they could get out before the crash,
rating their ability above the average asset holder. This
is known as self-serving bias, ‘a tendency to overrate
one’s abilities’.15 It is normal in human nature – for
example, 90% of drivers think they have above average
driving skills.16
New era thinking
Akerlof and Shiller (2009) argue that with a boom,
comes the optimism of new era stories. New era stories
are the tendency to believe that recessions, asset
price falls, and volatility were things of the past.17 It is
the idea that we have tamed the business cycle. This
new era thinking prompted excessive risk-taking by
households. During this period of growth, disagreeing
with the new era stories could bring negative labels
such as ‘dinosaur’ and ‘pessimist’. However, the GFC has
proven to us, time and time again, that we do not have
the business cycle figured out.

SUVI LOKUGE
Although there were many causes of the Global
Financial Crisis, it is evident that the irrational
behaviour of individuals had a huge role to play.
A major behavioural factor that contributed to
the GFC was risk-taking behaviour; both by the
employees at financial institutions, and by the
general public.
Risk-taking behaviour of firms

were selling.6 Merton (2008) argues that ‘management
and boards of directors of financial institutions [were]
out of their depth, unable to understand new products
created by new financial economics’.7 For instance AIG,
the bank that was at the centre of the credit default
debacle, sold under-priced insurance on complex,
poorly understood securities.8 This contrasted with
the fact that everyone else – regulators, legislators,
governments, academics and the general public –
assumed that the managers of these banks knew what
they were doing, when in fact they did not.9

The failure of Lehman Brothers and Bear Stearns
were at the hands of employees who took risks at the
expense of the firm. It is true that every asset contains
some amount of risk. However, the issue was that
employees were never held accountable for the risk of
buying and selling ‘toxic assets’ and volatile mortgage
backed securities. Wheelan (2010) argues that the
mentality of these employees was ‘heads they win,
tails the firm loses’.1 McDonald (2009) argues that it’s
the firm’s fault for putting employees on contracts that
‘encourage volume and short term outlook’. 2 These
contracts put employees in a position where riskiness
was encouraged. Instead, there is a need for contracts
that encourage actions that protect the value of the
firm, and as a result, the economy.

Risk-taking behaviour of the general public

Forecast reliance

The assumptions that the general public made are partly
responsible for their risky decisions. It is human nature
to seek out patterns in randomness. For example, 91%
of basketball fans believe that a player is more likely to
make a shot after making his last two or three, whilst
evidence shows this is not the case.11 It’s normal to
assume that what is happening now will continue into
the future. In the context of the GFC, people expected
that house prices would keep on rising. Based on this
assumption, and despite a lack of evidence to support
it, people borrowed excessive amounts of money.12

Firms basing their actions on inaccurate forecasts led
to risk-taking behaviour, ultimately prompting the GFC.
The forecasts used by firms were based on mathematical
models that ignored the risk of house prices falling.
This was despite the fact that house prices fell sharply
in the 1980s, and could possibly have been expected
to fall again.3 For example, AIG’s sophisticated risk
modelling system had predicted a loss of $180 billion
to be impossible.4 In reality, however, the bank had
outstanding insurance on more than $400 billion in
securities after the GFC hit.5
Ignorance
In 2008, at the height of the GFC, it became clear that Wall
Street executives knew little about the products they

The general public’s irrational behaviour is also
responsible for the Global Financial Crisis. The use of
benchmarking – comparing the rate of return from an
asset with a benchmark reference rate – encouraged
people to purchase riskier assets. As the public is loss
averse, when yield is low there is a search for yield; if
the return of the asset is lower than the reference rate,
this creates disutility large enough for the public to buy
riskier assets to avoid losses. During the period leading
up to the GFC, asset returns had been low, which
encouraged a search for yield, thereby increasing
risk-taking behaviour from the general public.10
Assumptions

Another issue with assumptions was overestimation.
Akerlof and Shiller (2009) refer to this as money illusion;
overestimating the real value of an increase in house
prices. This overestimation of wealth led to people
overestimating their ability to borrow and consume,
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so borrowing and consumption were excessive and
possibly outside their means.13 Akerlof and Shiller
(2009) argue that this is part of the reason for a large
decline in household savings in the US pre-GFC.

It is essential to recognise the impact of behavioural
factors in the decision-making process; particularly
if certain behaviours result in biased decisions with
unfavourable outcomes. As part of risk management,
behavioural change will be crucial in preventing
another financial crisis.

Overconfidence
Part of the Global Financial Crisis can be attributed to
overconfidence.14 People chose to cover up deficiencies
in a cloud of optimism, instead of coolly considering
facts. Everyone knew that the price would eventually

Suvi is a third year Bachelor of Economics student majoring in
Economics and Econometrics, with a high level of community
involvement in social impact and environmental sustainability.
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Capital inflows and the
Global Financial Crisis
DR RODNEY MADDOCK
Australia has imported capital for most of its history,
which has allowed investment to consistently exceed
the volume of domestic savings. As a result, Australia
has enjoyed the benefits of a larger capital stock which,
through lifting the amount of capital per worker, has
resulted in a more productive workforce, with higher
wages supporting local living standards.
The nature of the inflow has changed through time. In
the earliest period of our colonial history, the British
allowed domestic officials direct access to British
government accounts. Subsequently, significant
sums of private money flowed in to buy land and to
invest in projects, such as the extensive rail network
established in the nineteenth century. Private direct
investment then grew strongly, particularly during
the period while Australia had high tariff barriers.1
After the opening up of the financial system in the
1980s, the nature of the inflow changed once more.
Australian banks started to borrow significant amounts
of capital offshore for domestic on-lending. 2 This
worked for many borrowers who could not access
foreign capital markets themselves, or who could
borrow more cheaply via the banks given the latter’s
high credit ratings.
The Global Financial Crisis
This borrowing model ratcheted up progressively,
reaching its peak just before the financial crisis.
Australian banks were borrowing offshore heavily,
with relatively short loan durations. Banks became less
dependent on the domestic savings of depositors, and
more dependent on obtaining finance from London
and New York. As the RBA figure on the following page
shows, our banks were issuing up to $20bn in bonds per
month just before the crisis, with about three quarters
of those issued offshore. This came to a crashing halt
late in 2008, when lending dried up almost completely.
Many foreign banks faced the same problem. Virtually
no institution or government was willing to lend money
to banks at the height of the crisis. No one could be
sure which banks were safe and which would be caught
up because of their own mistakes, or the failure of an
important counterparty.

Reactions to the Global Financial Crisis
With its banks in deep trouble, the Irish government
jumped in and provided a government guarantee
to anyone who loaned money to its banks. All the
other governments then had to match that decision,
and many governments guaranteed bank borrowing
during the period.3 The guarantees did not come
without pain for the banks; the government charged
them a cost of guaranteeing their borrowings.
However, it is clear from the RBA figure that the
Australian government guarantee successfully allowed
Australian banks to re-enter the capital market.
At that stage, the risk of a catastrophic collapse in
the availability of credit in Australia was averted.
There was no risk of a sudden stop to capital inflows
nor a halt in the flow of credit to Australian businesses
and households. In some sense, there was a run
on banks globally by participants in the wholesale
markets. Rather than households lining up to take
their savings out of banks, as in a traditional bank run,
the crisis saw wholesale parties refusing to roll-over
loans they had made to banks. This reduced the funds
banks had available to lend, risking a credit squeeze.
The RBA’s review of the whole scheme was very positive:
“By ensuring continued access to funding markets, the
scheme successfully supported the Australian financial
system and economy through the period of extreme
pressure on banking systems globally…The scheme
incurred no losses, suggesting that the settings were
appropriate for the circumstances, and earned fees of
$4½ billion…”.4
Clearly, policy makers in Australia were very concerned
about the risk we had run. They have joined
enthusiastically with global regulators in limiting the
offshore borrowing risk faced by the banks.5
The GFC has caused three primary consequences for the
regulation of capital markets. Firstly, banks have been
incentivised to obtain more of their funds from retail
depositors on the assumption that they are stickier.
Secondly, they have been required to hold much bigger
buffers of liquidity, so they are able to withstand a run
for longer. Thirdly, they have been required to lengthen

the tenor of their borrowing from wholesale markets so
that there is less at risk in any given month.

significant part of that is borrowed offshore, despite
tighter capital controls compared to the pre-GFC era.

Capital Inflows - Into the future?

The big unknown is how domestic savings will
evolve. The need to finance investment in advance of
savings opens up the need to access foreign capital.
Household savings have remained well above
their pre-crisis lows, and corporates have been net
savers for a substantial period. However, the public
sector continues to run big deficits, driving most of
Australia’s current need for capital inflows.6 With the
deficit unlikely to close soon, Australia will continue to
depend on financing from New York and London, not
because of the banks but because of the government.

Looking ahead, there are more fundamental questions
about Australia’s development model. Will we remain
as dependent on foreign savings to fund our heavy
investment, and will the banks remain a key channel by
which such savings are directed into productive uses?
As the structure of the economy evolves, it seems
likely that our reliance on foreign capital will decline
somewhat. The resources industries appear to have
invested in advance of demand, and the services
sector appears to be less capital intensive. However,
with population growth expected to continue strongly,
infrastructure and housing will continue to require
investment. Currently, domestic banks provide
much of the finance for these developments, and a

1.
2.
3.
4.
5.
6.

Dr Rodney Maddock is a Professor of Finance in the Australian
Centre for Financial Studies at Monash University and
Vice Chancellor’s Fellow at Victoria University. He is also a
Non-Executive Director of the Committee for the Economic
development of Australia (CEDA).

Ville, S., & Withers, G. (Eds.). (2014). The Cambridge Economic History of Australia. Cambridge: Cambridge University Press.
D’Arcy P, M Shah ldil and T Davis (2009), ‘Foreign Currency Exposure and Hedging in Australia’, RBA Bulletin, December, pp 1–10
Schwartz, C. and N. Tan (2016) “The Australian Government Guarantee Scheme: 2008–15”, RBA Bulletin, March, pp 39-46.
Ibid
Reserve Bank of Australia (2017) Financial Stability Review, Sydney
CEDA (2016) Deficit to Balance: budget repair options, Melbourne

Short Supply

18

August 2017

19

Australia and the GFC:
a pair of star-crossed lovers
KYNETON MORRIS
Australia and the GFC were fated to never be
together, but for more reasons than you might
suspect. Kyneton Morris delivers a short analysis
of the series of events and conditions that underpin
Australia’s successful response to the GFC.
When an economist discusses the GFC in the context of
Australia, a few key themes tend to spring up: success,
the theories of John Maynard Keynes, and increased
production.
A bit of context is in order. Firstly, Australia successfully
avoided a recession during one of the most impactful
global crises in decades. Secondly, John Maynard
Keynes is the mind behind Keynesian economics, a
school of thought supporting increased government
expenditure during negative economic periods.1
Keynes’ theories have been synonymous with global
fiscal policy responses to the GFC, internationally
hailed as not only the textbook standard, but the main
contributing factor to the success of countries such as
Australia. Australia’s fiscal response to the GFC has been
so well respected that, then-treasurer Wayne Swan,
was named Finance Minister of the Year by Euromoney
magazine, a feat that had not been achieved since
Keating in 1984. 2
During the crisis, Swan adopted and implemented
several Keynesian-inspired policies. There were the
famous $900 cheques awarded to households as a
direct monetary stimulus, as well as the $2.8 billion
insulation program, which boosted unemployment in
a turbulent time. 3 Keynesian theory argues that such
policies are imperative for stimulating the economy
in a time of downturn by boosting labour demand,
increasing production and easing an eminent recession.
Whilst Swan played a role in the success, there were
many other contributing factors of arguably greater
importance. When seeking to boost the economy,
governing bodies have two tools at their disposal: fiscal
and monetary policy. Monetary policy refers to when
a country’s central bank, namely the Reserve Bank of
Australia (RBA) in Australia, manipulates the money
supply circling the economy to affect the interest rate.

By utilising expansionary monetary policy (i.e. lowering
interest rates), the RBA can affect investment levels
and encourage spending, whilst discouraging savings.
A tool strongly advocated for by the late economist
Milton Friedman, monetary policy is an effective way of
stimulating the economy in anticipation of a downturn.4
In September 2007, the RBA used expansionary
monetary policy as an immediate response to the GFC,
decreasing the official interest rates from 7.25% to 3%.
It was an emergency measure that had a considerable
effect on the Australian recovery, with claims that it was
the most influential measure taken during the period.5

Australia’s mining boom, housing boom and the
presence of a flourishing trade partner.
China’s economic strength during this period was also
a large contributor to Australia’s success. The start of
the GFC in 2007 coincided with a historical period of
China’s economic growth, reaching a peak of around
14% per annum Gross Domestic Product (GDP) growth.6
China was industrialising at an incredible rate and
needed plenty of Australia’s raw materials. With China
being Australia’s leading trade partner, accounting
for over one quarter of all Australian exports mainly
consisting of primary resources such as ore, Australia
was well positioned to capitalise on China’s industrial
boom.

Can we attribute all success to the government?
Clearly,
government
intervention
had
some
considerable effect on Australia’s ability to recover
from the GFC. However, these policies only translated
into success due to favourable conditions. Fiscal and
monetary policies are costly, with the former requiring
a government budget capable of handling the shock,
and the latter requiring a high enough interest rate
for it to be lowered. Fortunately, Australia’s governing
bodies stood to capitalise on both situations, much
to the envy of other GFC-afflicted countries. However,
these were not the only favourable conditions Australia
found itself in.
When the GFC hit, we were experiencing a number of
positive economic conditions. Notably, these included

The mining boom was imperative to the Australian
success during this period. A consequence of the
boom was increased demand from China for raw
materials, leading to a surge in both the price and
quantity of resource exports from Australia. The critical
importance of both mining and China for the Australian
economy during the GFC can be seen from the
proportion of energy and mining exports to China as
a percentage of total Australian merchandise exports.
This figure rose from 57% in 2007 to around 80% in
2009,7 representative of both increased mining exports
and decreased demand for non-mining exports by
GFC-affected nations.

Furthermore, the housing boom that began just prior
to the GFC was essential in maintaining personal
capital value. The housing boom caused house
prices in Australia’s capital cities to increase by 23%
between the beginning of 2006 and the end of 2007.
This housing market price increase led to increased
foreign investment, as Australia’s rate of return was
comparatively higher to international levels. This
causes the monetary policy shift to have an even larger
impact. The housing boom also helped Australian
households, spiking asset value and therefore wealth.
This has contributed towards a reasonable period of
positive investment expectations towards Australian
property.
It is due to these favourable conditions that the GFC
never impacted Australia to the extent that has been
seen in other countries. When looking back, emphasis
should be placed on the broader scope of economic
factors rather than attributing success merely to
Keynesian policies and the efforts of the Rudd
Government. As such, the addition of the following
themes to the three introduced in the first paragraph
would provide for more well-rounded discussion of
Australia and the GFC: a robust government budget
and interest rate, the role of China, the housing boom
and Milton Friedman.
Kyneton is completing his Honours year in Economics at Monash.
He loves discussing public policy and its unintended consequences.
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Deutsche Bank and the
Global Financial Crisis
MICHELLE HALL & ALINA FÖRSTER
Deutsche Bank has been scrutinised and surrounded
by controversy in relation to its conduct leading up to
the Global Financial Crisis. However, when the facts are
distilled from the myths and stigma, what is revealed
is an admirable recovery by the institution, despite
tumultuous economic times and the bad publicity.
When the Global Financial Crisis hit, Deutsche Bank
Group posted its first annual loss in over 50 years.
Deutsche’s net income fell from €6.5bn in 2007 to
-€3.9bn in 2008.1 The primary source of these losses
was the Corporate & Investment Banking Division,
suffering losses before taxes of €7.4bn. 2 Losses from
this division were primarily attributable to trading of
financial derivatives linked to the value of housing
markets across the globe; namely Collateral Debt

Obligations (CDOs) and Residential Mortgage Backed
Securities (RMBS).
In order to understand the extent to which Deutsche
Bank’s assets were at risk of fluctuations to housing
price values, it is helpful to examine the bank’s net
exposure to CDOs and RMBSs. This measures the value
of the bank’s bets on the financial derivatives that are
not hedged (i.e. insured) against any risk of market
downturn. Deutsche Bank’s net exposures to CDOs
and RMBSs, as of 2007 and 2008, are displayed in the
diagrams below, with residential mortgage business
exposure (both US and Europe) accounting for 80% of
the bank’s total net exposure of €7.215 billion in 2007.
Following the crash of Lehman Brothers, the bank quickly
started mitigating its losses and managing its risk

Figure 1. Net Exposure in 2007.

Figure 2. Net Exposure in 2008.

Note: Both figures adapted from “Annual Review
2008” by Deutsche Bank AG, 2008, p.101-104.
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The Impact of the Global
Financial Crisis on Liberal
Democracy
JASMINE NGUYEN
Figure 3. Gross Exposure and Hedges, 2007-2008.

Note: Adapted from “Annual Review 2008” by Deutsche Bank AG, 2008, p.101-104

through dumping billions in risky loans and dismissing
employees. Due to its decisive action, Deutsche was
able to recover quickly and even made a profit of
approximately €5bn by 2009, largely attributable
to its investment banking sector’s performance.
An advantage Deutsche Bank had over rivals was their
comparatively low proprietary trading volume; in
comparison to other firms, the bank did not risk much
of its own money during this period to trade for its own
profit. Furthermore, the trading positions Deutsche
Bank did take were well hedged against the risk of any
market fluctuations, as seen by the difference between
the bank’s gross exposure and net exposure (see Figure
3).
Many of its CDOs were insured against credit default by
the American International Group (AIG) to the nominal
value of €7.8bn.3 After AIG faced financial troubles
during the peak of the GFC in 2008, Deutsche Bank
received roughly US$11.8bn from AIG as a result of
a bailout package provided by the U.S. government.
In 2008, Deutsche Bank started acquiring Deutsche
Postbank, a German retail bank, adding 14 million
customers to Deutsche Bank’s domestic retail business.
By diversifying away from their risky investment

banking business, the acquisition was aimed at further
strengthening Deutsche’s retail banking profits.
Deutsche Bank has proved over the years to be a leading
financial institution, excelling since its establishment.
Despite these achievements, the bank, along with its
competitors, clearly suffered tremendous setbacks
after both the Global Financial Crisis and the European
Debt Crisis. These crises have affected Deutsche Bank’s
profitability as well as the underlying structure of the
bank. However, regardless of what the future holds,
there is no doubt that Deutsche Bank, through bold
and purposeful strategies, has managed to come out
stronger after what was a catastrophic economic event.
Michelle is a Master of Business Economics student. She is
passionate about applying economic theory to solve real world
problems.
Alina is in the final year of her Master of Business Economics
degree. She enjoys economics because it finds its application in
every part of life.
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In the wake of the Global Financial Crisis (GFC),
concerns have been raised about the future of liberal
democracy. This is not surprising, as it is usually during
times of economic recession that the liberal democratic
ideology is called into question, with the GFC being no
exception. With its two basic principles of liberty and
equality, a liberal democracy requires the existence
of a market economy and aims to ensure the equality
of its citizens.1 The GFC has intensified the inequality
between the rich and poor and has ignited the populist
movement, raising the question of whether liberal
democracy is necessarily the best system for securing
the economic growth and opportunities desired by
citizens.
Longstanding issues with liberal democracy
The GFC has merely exacerbated existing issues and
discontent with liberal democratic systems. Trust
and public confidence in democratic institutions has
eroded significantly around the globe in the past few
decades. 2 The Economic Intelligence Unit (EIU) notes
that almost half of the 167 countries covered by its
democracy index registered a decline in overall scores
between 2006 and 2016. Notably, the United States has
deteriorated from its ranking as a “full democracy” to a
“flawed democracy” in 2017;3 ironic given America has
traditionally prided itself as a defender of democracy.
Both well-established democracies and new
democracies have been affected by this discontent.
Newer democracies in poorer countries such as Nigeria,
Venezuela and the Philippines suffer from a breakdown
in democracy due to government corruption,
inefficient public services and poor policy formulation
and implementation.4 On the other hand, wealthy
established democracies have seen a drop-off in
growth since the 1970s, despite the variety of economic
policies adopted.5 Stagnation of income seems to be
a major sticking point, with large-scale forces such

as globalisation and advances in technology driving
incomes down and discontentment levels up.
The severe political and economic consequences of the
GFC, as well as the government responses to the fallout,
have served to aggravate the existing inequalities and
discontentment within many democracies.6
In terms of economic consequences, Western countries
face higher public debt levels, higher unemployment
levels and a bleaker economic outlook.7 The
government’s response to the fallout served to fuel the
flame. As the average Joe’s quality of life deteriorated,
billions of taxpayers’ money was being used to bail
out investment banks, whose unscrupulous behaviour
caused the GFC.8 This was considered particularly
outrageous, given the level of remuneration that
bankers were paid during the leadup to the GFC, with the
biggest Wall Street firms paying out combined bonuses
of $39 billion.9 Furthermore, many governments had
to take unpopular austerity measures such as cuts in
social spending, again at the cost of the average Joe.
It is unsurprising that the GFC and subsequent
government responses have created growing
resentment and loss of trust amongst ordinary
citizens in governments who have championed liberal
democracy, given they failed to predict and respond
favourably to the GFC.
Poor economic performance tends to erode the
citizen’s trust and evaluations of democracy,
especially in those countries affected more severely
by the economic depression.10 The GFC exposed the
deficiencies of liberal democracy and undermined the
credibility of free-market capitalism. While the Greek
unemployment rate fell to 23.2%, median income
has shown no growth in either the US or the UK since
the 2000s.11 In Australia, the richest 20% of Australian
households has risen to 71 times the net worth of the
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regimes. However, democracies should be better than
autocracies in dealing with economic recessions. Liberal
democracies provide a “release valve” for its citizens
to vote out incumbents for poor performance and
express frustration through the existence of an open
market of ideas. 21 In contrast, recessions can threaten
the popularity and legitimacy of authoritarian regimes
that rely on economic performance. 22
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While the GFC has exposed the deficiencies of liberal
democracies and shaken the trust of its citizens, it
poses an opportunity for change that might enhance
democracies. Ultimately, the impact of the GFC on liberal
democracies is up to how well liberal democracies deal
with the crisis and correct the political and institutional
reforms that led to it.
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poorest 20% of households.12 Growing inequalities may
undermine the liberal ethos of an egalitarian society
and damage the ability of liberal democracies to serve
as role models for the rest of the world.13
The rise of populism
In a time of large fiscal burden and mass immigration,
policy makers are constrained to proposing policies
which lead to incremental improvements. This
incrementalism frustrates voters who want more
dramatic solutions and a bold leader who is willing to
bypass the checks and balances of liberal democracy.14
The GFC has fuelled the rise of populists across the
political spectrum, threatening the political dominance
of liberal ideology that has existed for the past few
decades. The Brexit vote and the election of right-wing
populists such as Donald Trump in the United States
and Viktor Orbán in Hungary show the widespread
rejection of core liberal tenets of embracing free
markets, immigration and social change.15 This is
indicative of the fact a significant number of the native
working-class believe their concerns about industrial
closures and immigrants are ignored by established
mainstream parties that champion free trade and
flexible labour.16 Left-wing populists such as Greece’s
Syriza, Spain’s Podemos and Bernie Sanders have also
achieved public support for their condemnation of the
European Union’s imposed austerity measures and the
corrupt corporate elite respectively. Populism could

have the consequence of shifting a liberal democracy
towards an authoritarian direction. For instance, Orbán
declared that the Hungarian government is an illiberal
democracy, rejected the liberal values of individual
rights and defended social or ethnic exclusion of
minorities.17
The survival of liberal democracy
Although the GFC has caused widespread economic
suffering and a surge in populism, it seems that
democracies have continued to survive. In particular,
established democracies were better equipped to deal
with the crisis because of their higher levels of socioeconomic development and the widespread legitimacy
of their democratic institutions after decades of
successful functioning.18 Breakdowns in democracies,
such as in Russia, Thailand and Venezuela, tend to
be due to bad governance rather than bad economic
situations. Even if the state recovers quickly from
the recession, Diamond (2011) contends that more
democracies will fail if they do not improve the quality
of governance and address executive abuse of power.19
Moreover, the GFC made clear that successful
forms of capitalism can emerge from authoritarian
governments. 20 China provides an alternative political
system for creating wealthy countries and continues
to look more attractive to weak democracies with
illiberal tendencies and existing authoritarian
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How did the GFC affect
developing countries?
JULIA PHAM
While the Global Financial Crisis originated in developed
countries, developing countries were not immune
to its effects. Reduced foreign investment, trade and
remittances had a significant impact on the economies
of the world’s poorest countries. The crisis manifested
itself in growing budget and trade deficits, currency
devaluations, higher rates of inflation, increasing public
debt and dwindling currency reserves.
By the end of 2010, developing economies
had lost an estimated US$2.6 trillion in output.
Real GDP growth in emerging and developing
economies fell from 8.3 per cent in 2008, to 6.1
per cent in 2008 and just 2.4 per cent in 2009.1 The
economic downturn, coupled with high population
growth, resulted in a per capita income drop of 20
per cent for the poorest 390 million people in Africa. 2
Progress
towards
achieving
the
Millennium
Development Goals became harder than anticipated.
The World Bank estimates the crisis added as much as
89 million to the number of people living on less than
$1.25 a day.3 The International Labour Organisation
estimates the number of unemployed in developing
countries as a result of the crisis to be near 50 million
by the end of 2009. Despite efforts to mitigate the
damage, developing countries are still feeling the
effects of the crisis years later.
For a long time it was believed that the economies
of low-income countries were more or less separate
and independent from US and Western European
economies. Even as late as December of 2008, the
World Bank stated: “…some of the same (undesirable)
factors that have kept a significant share of the
developing world’s population in deep and persistent
poverty—including a lack of connectivity to markets,
and consequent lack of opportunity for economic
advancement—will protect them to some degree from
the crisis.”4
This decoupling myth has largely been busted. As
low-income countries became gradually integrated
into the global economy, their vulnerability to external

shocks increased. Even though most developing
countries had no direct exposure to risky sub-prime
loans and other financial instruments, their economies
suffered as a result of falling demand for imports and
commodities in developed countries.
When demand fell, volumes and prices fell too. The
fall in growth in China and India also triggered a drop
in demand for energy and raw mineral materials,
especially from Africa. In the years preceding the crisis,
economies in Africa had been growing at historically
high rates, largely as a result of a boom in commodity
prices. The collapse in import demand coupled with
a fall in commodity prices severely hurt energy and
metal exporting countries in Africa. The price of energy
fell by two-thirds, metals fell by more than 50 per cent
and the dollar prices of agricultural goods dropped by
more than 30 per cent.5 During the first half of 2009,
the 49 poorest developing countries saw their export
income decrease by 43.8 per cent.6 Higher debt-GDP
ratios also further weakened growth prospects.
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(ironically) to ‘safe-haven’ assets such as US Treasury
bills. With sudden withdrawals to private capital flows,
countries resorted to using their foreign exchange
reserves and borrowed from international financial
institutions and to reduce financing gaps.
The declining flow of remittances to developing
countries further exacerbated the economic downturn.
In the face of domestic uncertainty in North America
and Europe, migrants were less likely to send money
to their families abroad. According to the World Bank,
remittance flows to developing countries decreased
6 per cent from 2008 to 2009, however statistics are
often understated due to the large amount of unofficial
transfers. In many developing countries, inward
remittances are a source of household income and
comprise a large proportion of GDP.
The effect of lost remittances varies from region to
region. Eastern Europe and Central Asia experienced
the largest percentage drop (-20.7 per cent)
followed by the Latin America and Caribbean region
(-12.3 per cent).8 Estimates by the IMF suggest
that countries heavily reliant on remittances such
as Morocco and Tunisia, could have lost up to
2 per cent of GDP as a result of declining flows.
In response to the crisis, the IMF has changed its
policies and made its financial support of low-income
countries more flexible and tailored to individual
needs. Measures include varied levels of engagement
with economic policy, repayment schedules as well as
increasing lending amounts. During 2008-09, lending
commitments exceeded US$158 billion to help member
countries address financing gaps. The World Bank has
likewise committed over US$88 billion in loans, grants,
equity investments and guarantees.
Governments in developing countries employed
a variety of methods to shore up their financial
systems. As a form of expansionary fiscal policy,
Uganda’s government increased its infrastructure and
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As low-income
countries became
gradually integrated
into the global
economy, their
vulnerability to external
shocks increased.

development expenditure. Despite a slowdown,
economic growth has remained strong in the country
as a result of investment in roads and energy, which has
been driving the recovery. Similarly, inflows of foreign
aid in Zambia have allowed the government to
increase its agriculture, education and health
expenditure, which has acted as a buffer to the crisis.
Policy makers are increasingly recognising that
international financial stability is a global public good.
While central banks and regulatory bodies may operate
on a national level, their decisions have global reach. The
growing interconnectedness of financial markets makes
it difficult to understand and detect systemic risks.
In a 2016 policy paper, the IMF highlight a shift
in “the centre of economic gravity” to emerging
markets and developing countries, as they further
integrate into the global economy.9 We can only
hope that global institutions and national bodies will
work together to provide stability during this shift.
Julia is a fourth year Arts/Commerce student who for some
reason is particularly interested in urban development and public
infrastructure.
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At the same time, international bank loans and foreign
direct investment (FDI) declined, accompanied by
steep falls in net capital flows. In 2008, capital flows
to developing countries totalled US$727 billion after
dropping from US$1.16 trillion the year before.7 Faced
with uncertainty, investors redirected their money
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Lessons learnt from the
GFC and how to heed them
NICOLAS ALEXIOU
The Global Financial Crisis highlighted the
shortcomings of the financial sector and its exposure
to risk. Fuelled by the failures of financial regulators,
governments and central banks, many lessons can be
learnt from the GFC.
Boards’ inability to effectively self-regulate firms
Prior to the GFC, poor regulation by boards left financial
institutions vulnerable to economic downturns. Shortterm profits and market share were the primary concern
of banks, with Chuck Prince, former CEO of Citibank,
declaring “while the music is playing, you have to
dance”.1 Boards were wrong in rewarding executives
for short-term profits, especially if attaining this
profit involved excessive risk taking that left the firm
exposed. 2 In 2008, despite posting last quarter losses
of US$15bn, Merrill Lynch paid executives US$4-5bn
in bonuses.3 Boards need to ensure that executives
are held accountable for any excessive risk-taking, by
linking their remuneration to long-term performance.
Firms could also hire a chief risk officer to conduct their
risk management processes, improving transparency
and better preparing themselves for future economic
downturns.4
Financial institutions need to guarantee that their board
has a good understanding of the firm’s products, so
that they can ensure it is operating legally and ethically.
Regulation changes have proven to be too slow in the
past – in order to maintain peak performance and
maximise shareholder wealth, firms must conduct
regular audits and implement changes based on their
findings.5
Failings of Financial Regulators
Regulators were unable to keep up with evolving
financial markets, allowing firms to operate with
minimal supervision. Regulators failed to foresee
future sources of financial instability, and instead
focused on monitoring previous sources to ensure they
were kept in check.6 This lack of foresight may be due
to regulators having little experience in the private
sector. For example, the last three RBA governors and
deputy governors have all spent their entire careers

in regulation, government and academia. Potential
solutions for regulators include recruiting staff who
have held senior positions at financial institutions, as
well as placing staff on assignment within financial
institutions.7
One of the most pressing issues emerging from the
crisis is regulatory arbitrage, where firms knowingly
change their activities to avoid unfavourable regulation.
Pre-GFC, there were many financial regulators, each
monitoring a small segment of the market. Firms
took advantage of this by shifting their operations
to fit the market segment with the most favourable
regulator.8 For instance, investment banks faced less
regulation relative to commercial banks, so commercial
banks established new investment banking entities to
conduct their riskiest activities.9
As many financial products are global products,
there is a need for global rules to minimise arbitrage
opportunities. In an attempt to reduce cross-border
regulatory arbitrage, the Basel Accord for Bank
Supervision was created, which drew up international
accounting frameworks Basel I and Basel II. These
frameworks are an admirable attempt at cross-border
regulation, however they need to be constantly revised
and expanded. Basel III is a noticeable improvement
with new capital asset ratio and liquidity requirements,
however many argue that it still allows banks to operate
with too much leverage.10 Another attempt to reduce
cross-border regulatory arbitrage is shifting focus from
the G7 to the G20, to involve more of the world’s most
important economies. Such efforts must be continued
if the global severity of the next crisis is to be reduced.
Lessons for Governments and Central Banks
The Global Financial Crisis served as a wake-up call
for governments and central banks to review their
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macroeconomic policy framework. Central banks
pre-GFC predominantly viewed the money supply as
a determinant of interest rates, and ‘inflation targeting’
as the method of conducting their operations. However,
central banks need to follow the lead of Fed Chair
Ben Bernanke, by separately targeting money supply
growth to keep the banks both operating and in check.
They should also inject liquidity into credit markets in
general, rather than into specific institutions, to avoid
contagion. However, they must be careful to not
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If central banks fail to
respond in time, then
the next bubble will
be even larger than
the one that brought
on the GFC.

inject too much liquidity and encourage excessive
risk-taking.11,12,13 In a similar vein, there was a belief
that central banks were only to worry after asset price
bubbles burst, but not to worry about asset price

rises or counteracting the growth of these bubbles.
Central banks need to take greater responsibility
for monitoring and acting on asset price changes
during time of regular market operations, rather
than only when a bubble has burst. If central banks
fail to respond in time, then the next bubble will be
even larger than the one that brought on the GFC.14
Governments were irresponsible in allowing banks
to become ‘too big to fail’. If financial institutions
are experiencing an illiquidity crisis due to capital
mismanagement, then it is not the government’s duty
to bail out these banks. By declaring some banks
‘too big to fail’, the government indirectly declares
others ‘too small to succeed’. Such banks must be
allowed to fold, allowing new ones to take their
place and sending a warning of the consequences
in irresponsibly taking on too much risk. If this does
not occur, banks in the future could become ‘too
connected to fail’ and able to hold the government
hostage, over a bailout, under threat of contagion.15
If firms, regulators and governments fail to heed and
implement the key lessons from the 2008 Global Financial
Crisis, then the next crisis could be even more severe.

Nicolas is a Commerce/Economics student and the current
Director of Publications at ESSA’s Monash branch.
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Making America Great Again
(at least for Trump’s friends)
AMY PEREIRA
What Donald Trump plans to do to banking
regulation in the US, and why it could cause
another financial crisis.
Donald Trump won the presidential campaign off the
back of the ‘forgotten man’. He promised to make
America great again, courting the support of a resentful
working class who had been promised the American
Dream, yet have failed to accomplish it. He accused
Hilary Clinton of “meeting in secret with international
banks to plot the destruction of US sovereignty”1 and
framed the Obama administration as being controlled
by a handful of power institutions rigging the system.
Upon his election however, Trump has embarked upon
a policy trajectory that’s a complete reversal of both
his campaign rhetoric and the course of American
policymaking since the Global Financial Crisis (GFC).
The Obama administration legislated to restrain
banks from engaging in the excessive risk-taking
and leveraging that caused the GFC. Trump however
appears to be throwing it out the window, championing
deregulation, free market capitalism and high-risk
lending.
This is good for Wall Street, but not so good for the
middle class he so avidly campaigned for in the
election. Trump’s behaviour is often impulsive, and
so the backflip isn’t necessarily surprising, but it is
concerning.
Bank regulation in the US: the Dodd-Frank Act
In the aftermath of the GFC, there was broad consensus
among economists and regulators that deregulation of
the banking system in the US had gone too far. The
basic premise of the Obama administration, and the
Federal Reserve, was that a responsible government
has an obligation to regulate the system in order to
avoid a similar crisis in the future. 2

The Obama administration sought to reduce exposure
to risky financial products and prevent the need for
billions of dollars in bailouts as in the GFC. The result
was the Dodd-Frank Wall Street Reform and Consumer
Protection Act (Dodd-Frank), signed into federal law in
July 2010.
The Act is named after former Democrats Senator Chris
Dodd and Representative Barney Frank, who were the
architects of the legislation and sponsors of the bill.
How does Dodd-Frank regulate banks?
Dodd-Frank aims to combat the ‘too-big-to-fail’
problem, in which financial institutions become so large
and so interconnected that their failure would have
disastrous consequences for the greater economic
system.3
Dodd-Frank increases the amount of reserves that
must be held by banks. Global systematically important
banks, or G-SIBs, such as Citigroup, JPMorgan Chase and
Bank of America, must hold additional capital known as
the G-SIB surcharge. Such banks are required to keep
as much as 3% of their shareholders’ equity in cash or
low-yielding but highly liquid securities.4 By forcing
banks to hold greater reserves, and liquid securities,
Dodd-Frank ensures that banks have a cushion to
absorb loan losses in future downturns. At the height
of the pre-GFC bubble, some banks were leveraged at
a debt to capital ratio of 33:1, and so quickly become
insolvent when a relatively small number of mortgages
defaulted.
Dodd-Frank also requires banks with assets of $50
billion or more to have a bankruptcy plan that guides
their dissolution and liquidation without government

bailouts, should they collapse.5 This aims to prevent the
government from having to bail out banks, as it did in
2008 and 2009, costing taxpayers hundreds of billions
of dollars.
Banks are also prohibited from engaging in highly
speculative forms of investments, called proprietary
trading.6 Investing in owning or sponsoring hedge
funds and private equity funds with both the banks’
money or customer deposits is not allowed.
Dodd-Frank establishes a number of regulatory bodies
such as the Financial Stability Oversight Council, and
the Consumer Financial Protection Bureau, which
oversee macroprudential risk, and consumer protection
respectively.
Credit rating agencies are also regulated under the
Act, and must submit their rating systems for review
to the Office of Credit Rating at the Securities and
Exchange Commission.7 Credit rating companies such
as Moody’s and Standards & Poor’s were responsible
for misleading investors by over-rating derivatives and
mortgage backed securities.
The case of deregulation
Some reject regulation on an ideological basis, instead
championing the free capital markets and no bailouts.
Others, particularly those in the banking industry, would
simply prefer that the industry not be regulated. Banks

feel that they could do business more aggressively,
and argue that economic growth has suffered under
Dodd-Frank.8
Trump’s team is full of the people in the latter group.
The National Economic Council Chief, Gary Cohn, was
Chief Operating Officer of Goldman Sachs. The Treasury
secretary, Steve Mnuchin, is a hedge fund manager
who used to work for Goldman Sachs. A key adviser to
Trump on Dodd-Frank is Jamie Dimon, Chief Executive
of JPMorgan.
Trump’s argument that a policy of deregulation will
unleash prosperity and return jobs to thousands
of unemployed people, has little logic however.
Unemployment in the US is already at a 10-year low, as
are interest rates.9
What are Trump’s plans?
At the time of writing, Trump has only issued an
executive order for a review of Dodd-Frank. The review
is to be conducted by Mr Mnuchin. If by the time of
publishing, recommendations have been made to
completely gut Dodd-Frank, it would not be surprising.
In May, the House of Financial Services Committee
voted in favour of the Financial Choice Act, which
would weaken the powers of the Consumer Financial
Protection Bureau, and exempt some financial
institutions from capital and liquidity requirements.
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A deregulated system, or at least a poorly
supervised system, can and will generate
hidden risks which will be of major
consequence for years to come.

However, in its current form, the Financial Choice Act
is unlikely to pass the Senate, where it would need
support from Democrats to gather enough votes.
In comparison, there is a greater risk that Dodd-Frank
will be implemented and overseen by and for the
interests of the wealthy businessmen who currently
advise Trump, and whose opinions Trump clearly
values.10 They are, after all, his friends. Trump explains
himself “I have so many friends, with nice businesses,
[who] can’t borrow money because the banks just won’t
let them borrow, because the rules and regulations and
Dodd-Frank.”11

A deregulated system, or at least a poorly supervised
system, can and will generate hidden risks which will
be of major consequence for years to come. Trump is
possibly sowing the seeds of destruction already.
They say that fear fades with memory. A wealthy
individual himself, Trump has little to fear, and so it
seems, little to care about if he is in fact laying the
foundations for another financial crisis.
Amy is a fifth year Commerce and Law student. She takes
particular interest in political economy and public policy.
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