BASEL II AND FINANCIAL STABILITY: a Minskian approach

L. RANDALL WRAY

Professor of Economics

University of Missouri-Kansas City

wrayr@umkc.edu
Economics Department; 211 Haag Hall

5100 Rockhill Road

Kansas City, MO 64110

Phone: 816-235-5687

Fax: 816-235-2834

*10, 600 words

This chapter will examine the contributions that Basel II might make toward reducing banking risk and the creation of financial stability. It will be argued that risk-weighted capital requirements as well as greater reliance on external ratings agencies will not do much to reduce the likelihood or costs of financial crises. Rather, these result from other national and international sources of stability. The paper will examine Minsky’s approach to instability, focusing on his lesser-known writings on international finance. Minsky emphasized the role played by the US as the “world’s banker” and worried that trends in the 1970s and 1980s made it possible that the US would increase international instability. These views are updated to the current period, in which US budget and current account deficits are claimed by many observers to be unsustainable and to threaten international stability. We close with some Minskian recommendations to enhance financial stability. These are not intended to replace Basel II, but rather would complement the proposal.

Basel II and Banking Risk
The original Basel Accord, which took effect in 1992, aimed to set a uniform minimum capital standard equal to 8 percent of assets. The two main objectives were a) to enhance soundness and stability, and b) to level the competitive playing field for the international banking system (RMA 2001; Kregel 2006). One of the most important justifications for adoption of the Accord was the recognition that transnational banking had rendered national banking supervision and regulation ineffective, and this had played a role in generating the less-developed-countries’ (LDC) debt crisis of 1982–87 (Guttman 2006). Hence, the Basel Committee on Banking Supervision (BCBS) of the Bank for International Settlements developed risk-weighted capital requirements to be imposed on banks and their subsidiaries. The idea was that raising capital is costly and that linking required capital ratios to riskiness of assets would force banks to make proper risk-return calculations. Thus, a bank could choose either to purchase safer assets or to accumulate more capital against riskier assets. The more capital held against earning assets, the lower the bank’s profitability (return on capital), but the greater its ability to absorb losses. The Basel Accord provided for three broad asset classes: G-10 sovereign debt, G-10 bank debt, and all other debt. (The G-10, or Group of 10, is made up of most of the major Western industrialized countries and Japan.) The risk weightings were zero percent for the first asset class, 20 percent for the second, and 100 percent for the riskiest class (Guttman 2006).

One problem with this scheme is that it would tend to encourage banks to hold the riskiest assets in each class. For example, given that all corporate loans as well as non-G-10 government debt carried a 100 percent risk weighting, banks would tend to prefer the assets in this class that promised the greatest return after expected losses on defaults. Banks would thus game the regulation—effectively taking advantage of “mispricing” that resulted from regulations that adopted overly broad definitions of asset class. All else equal, this would mean a riskier portfolio. Further, banks have been increasingly adopting complex internal risk-management procedures, while developing hedging instruments to protect them from risk. Thus, it was believed that the Accord’s risk weightings could deviate significantly from the banks’ own calculations of risk. In the parlance of the BCBS, the “regulatory capital” required to meet the Accord deviated from the “economic capital” actually needed to protect banks against losses.

For these reasons, the BCBS began to develop reforms that eventually became Basel II. The new proposal represents an impressive synthesis of market discipline and well-designed rules and regulations to guide supervisors. This would not only provide reasonably uniform standards for banks operating all over the world, but is designed to reduce reliance on independent national supervision that might be less competent or more subject to temptation. While the original Basle Accord adopted minimum capital standards, Basle II allows well-managed banks to optimize capital. (RMA 2001) The goal of Basle II is to more closely align capital requirements to the bank’s internal risk-rating system, while also allowing the option of greater use of external credit rating agencies. (RMA 2001)  It is difficult not to applaud the energy of the framers of Basel II, even while doubting its effectiveness. In some respects it reminds one of the spirit of international cooperation that went into the formation of the European Union, and it is probably subject to some of the same critiques. One expects that when push comes to shove, individual banks and nation states will pursue their own self-interests even when those clash with the spirit of the accord. (Notably, the US has decided to apply Basel II only to a handful of its largest banks; see Kregel 2006, ICBA 2006, Bernanke 2005, and Bies 2005a,b,c.)

Basel II is extremely complex, a result of several inherent forces. As Cornford argues in his comprehensive review, “[m]uch of this complexity has been due to the attempt to set global standards for the regulatory capital of banks at different levels of sophistication”. (Cornford 2005 p. 2) Further, any attempt to regulate behavior across a hundred nations generates charges of favoritism—probably at least some of which are justifiable—that then leads to exceptions, alternatives, and more complexity. Also, complexity is increased in response “to continuing rapid financial innovations and evident weaknesses of existing regulations, which have led to some proposed rules whose variety and esotericism sometimes match those of the practices they are intended to regulate”. (ibid) 

 By their very nature, rules and regulations are backward-looking, trying to deal with past innovations and scandals, and cannot reflect future experience. (Greenspan 2005) Much of Basel II seeks to codify current rules of thumb that guide good banking practice. This is supplemented by introduction of market assessment of risk in the apparent hope that external (private sector) credit rating agencies can be counted upon to deal with the changing financial environment and practices. The problem, of course, is that these agencies assess risk based largely on recent historical experience, and they can easily get caught up in current fad and fancy and whirlwinds of optimism and pessimism. As Cornford notes, the credit rating agencies did no better than public supervision in predicting recent crises such as the Asian Tigers crash. . Internal ratings assessment, including stress testing of models, is similarly backward looking and subject to judgment calls regarding worst-case scenarios. Models, of course, are no better than the parameters fed into them and are not designed to deal with unforeseen events. 

Clearly, neither capital nor risk-weighted capital, alone, is necessarily a good indication of the likelihood of bank failure. Aside from the importance of the macro-global environment in which banks operate (that will be examined in more detail below), the return on assets or equity can be more important than a capital ratio, moving through time. It has long been recognized that “the bank with the higher level of ongoing profitability and not the bank that currently has a higher absolute [loan loss] reserve” is in “a superior position to maintain an adequate valuation reserve over time assuming similar loss experience”. (McConnell 1981, p. 357) While McConnell was referring to loan loss reserves, the same can be said of capital—a bank with a currently lower (risk-adjusted) capital ratio but higher returns on assets going forward will be able to weather unexpected losses. This can be accommodated by the dynamic, enterprise-wide perspective allowed by Basel II. Further, the higher returns can allow the institution to issue more equity, thus, build-up its capital quickly. What is more problematic is the possible perverse incentive set up by higher capital requirements. As Minsky used to argue, competitive pressures force banks with higher capital ratios to seek higher returns—to increase return on equity. If this is adequately captured through higher risk weightings, there is no advantage for the bank that increases return on equity by purchasing riskier assets. However, that is a big if. To the extent that risk weightings do not eliminate the higher returns, all things equal, banks with more capital need higher returns and thus riskier positions.

Governor Bies similarly recognizes that expected losses should be covered by earnings and argues that losses above earnings should be absorbed by capital (Bies 2005c). On the surface this appears reasonable: capital is the cushion that protects the bank’s creditors. However, capital cannot meet unexpected losses in the event of a major systemic financial crisis—which because it is unexpected cannot be incorporated into stress tests of internal models. Nor should banks be required to individually set aside provision for such systemic events, whether the provisioning is in the form of loan-loss reserves or capital, since such events are outside the control of the individual institutions and can only be resolved through government intervention. Indeed, many (most?) systemic crises might be blamed on mismanagement of the economy by the government, and it would make little sense to lay responsibility for their abatement on financial institutions (Kregel 2006). For example, the Asian Tigers crisis was largely triggered by insufficient international reserves held by nations operating with exchange rate pegs. Currencies collapsed, foreign-currency-denominated debt service exploded, and domestic income and employment suffered sharp deterioration. In those circumstances, there was no reasonable capital ratio that would cover banks’ losses.

This should not be interpreted as an argument against capital requirements. U.S. experience during the thrift crisis showed that as capital approached zero and then fell into negative territory, managers were induced to “bet the bank” by trying to increase assets extremely quickly, with special attention given to those investments with a high risk and return profile. Many thrifts actually achieved rates of growth as high as 1,000 percent per year (Wray 1998b). Most of those bets failed, and the ensuing bailout bankrupted the FSLIC, necessitating a Treasury-financed rescue. This experience also led to a policy of “prompt corrective action” adopted by U.S. banking regulators: as capital declines, closer supervision is required. In theory, a bank would be closed before capital reaches zero, so that liabilities could be covered without cost to government. In practice, things are not so neat, because it is difficult to calculate asset values (many are not “marked to market”) and off-balance sheet commitments can be hard to track down, making it difficult to calculate capital. Further, even banks with negative equity but good prospective returns can turn things around. For example, a widely circulated study (Vaughn and Hill 1992) claimed that virtually all of the nation’s largest banks were technically insolvent at the end of the 1980s; however, the steep yield curve of the early 1990s as well as the long Clinton expansion restored their health. Resolving them in the early 1990s would have been an expensive mistake. Further, that experience shows how important the macroeconomic variables (e.g., Fed interest rate policy, growth of GDP) are for banking profitability. Still, capital levels and ratios can provide important signals of potential problems to supervisors. It is possible that the relationship between capital and risk aversion is nonlinear—with capital positions that are too low encouraging risk-taking to restore owner’s equity, and with capital positions that are too high encouraging risk-taking to increase return on equity.

One of the advantages of discretionary supervision over rules is that supervisors can try to deal with innovations that were not foreseen. However, supervisors can be captured by the financial services sector (or, constrained by politicians). Perhaps more importantly—particularly in developing countries—inadequate training and low pay can be a huge problem. As Cornford notes, implementation of Basel II will require training for about 9400 supervisors in non-BCBS nations, almost 25% of their supervisory staff. This will “put a formidable strain on limited human resources in the form of bank supervisors and internal controllers in banks themselves.” (Cornford 2005 p. 26) Higher pay in the private sector draws many of the best and brightest out of the public sector—obviously a continuing problem even in the highly developed nations. Basle II provides guidelines for external supervisors as well as internal controllers while also bringing in credit rating agencies, all of which might help banks to resist temptation, however, that comes at a cost of reducing flexibility to deal with unforeseen situations.

Basel II, itself, seems to provide a compromise but with something of a bias toward the currently fashionable belief that markets work better than government, and rules work better than discretion. This may well be truer of banking than of other economic activities. The US experience during the 1980s thrift crisis demonstrated that there is a nearly unavoidable and synergistic attraction between politics and financial institutions; US politicians used the thrifts as their own personal piggy banks, while the thrifts paid politicians (and, notably, Alan Greenspan) to protect them from supervisory agencies. (Wray 1998b) Still, Basel II might rely a bit too heavily on the faith that depositors and borrowers will react to market signals—such as risk ratings and interest rate differentials. The notion that depositors will carry much of the burden of supervising their financial institutions requires rather heroic assumptions about availability of information, capacity to process that information, and ability to act on knowledge. And the reliance on independent risk ratings and market-driven interest rate differentials to punish excessively risky behavior appears quaint after the US thrift experience, when depositors flocked to the riskiest institutions to reap higher interest rewards, and the institutions sought ever-riskier assets so they could service their costly liabilities. To be sure, Americans might have more reason to believe that implicit government guarantees lie behind even uninsured bank liabilities than do depositors of other nations. Still, the US government does not stand alone in its desire to protect its financial system, a factor that reduces the incentive of liability holders to closely monitor financial institutions.

Further, as Wojnilower (2005) has always argued, “price signals”—in this case, interest rates and differentials—have never played a significant role in allocating credit nor in determining how much credit is created. The demand for credit is highly—perhaps nearly perfectly—inelastic (at least at critical moments), and successful financial institutions find ways to meet that demand until some sort of institutional constraint is reached. Credit supply is thus inexorably cyclical—nothing can prevent lending in a boom, and nothing can encourage it in a bust. The framers of Basel II recognize this problem, but as Cornford concludes at least some of the Basel II procedures for estimating risk will actually increase the pro-cyclical nature of bank lending. In sum: Does Basel II provide a more effective constraint on excessively risky credit growth than a simple 8% capital rule? Probably. Will Basel II encourage safer practices? Perhaps. Will Basel II reduce the cyclical nature of credit supply? Probably not. 

More importantly, the question is this: Can Basel II substantially reduce the creation of a fragile financial structure and tendency to crisis? Almost certainly not. There are forces working at both the national and international levels that lead to endogenously created fragility. As noted, Basel II cannot do much to counter the effects of success and euphoria that will reduce perceptions of risk simultaneously among borrowers, lenders, regulators, and private credit rating agencies. Many of the risk assessment practices in Basle II require calculation of default risk and cost of default based on the previous five (or in some cases, seven) years of experience. Of course, this will provide misleading guidance precisely near the peak of the most dangerous speculative booms (real estate, high tech, capital investment)—that can take just about five to ten years to run their course. It is the force of the market that induces participants to reduce assessed risk at the most dangerous time—those that try to buck the speculative trend not only face lower returns but also questions of their management skill and profit drive.

As Minsky argued, even in the absence of obvious speculative excesses, there is a natural tendency for fragility to increase over an expansion as innovation is rewarded and success breeds more risk-taking. This is why he put so much emphasis on “Big Government” and the “Big Bank” to constrain the boom and soften the slump. Countercyclical movements of the budget would help to constrain swings of income—especially profits—and spending. Big Government deficits would fill private portfolios, including those of banks, with safe assets. Big Bank supervision in the boom, and lender of last resort intervention in the bust, would help to stabilize financial institutions. New Deal-style institutions such as deposit insurance and separation of banking functions would help to protect depositors when financial institutions fail. Above all, Minsky insisted that continuously adapting regulation and supervision would be necessary to attenuate the tendency to fragility that is paradoxically generated by financial stability.

Basle II really does not adequately address such issues, as it focuses obsessively on risk assessment, as if the biggest threat to banks lies in the riskiness of assets purchased. That is debatable. It is certainly true that banks do fail individually and sometimes collectively because they have purchase too many assets in high risk classes, or too many assets with highly correlated returns. Occasionally it might be possible to assess the riskiness of asset positions ex ante and thereby use rules and risk assessment to prod banks toward safer positions, although one suspects that even with Basle II, risky positions will still be discovered mostly ex post. Still, one cannot fault Basle II for trying to improve risk assessment, and for increasing the capital cushion for those cases in which problems are discovered only after the fact. 

However, the bigger leap of faith is the presumption that risk weighting and capital exposure play a dominant role in safety and soundness of financial systems. This brings us back to the national and international financial environment in which national and international banks operate. When this environment is favorable, banking is pretty easy. During the US “golden era” of the 1950s and 1960s—when financial institution failures were practically unknown—the rule followed by management was “three-six-three”: pay three percent on liabilities, earn six percent on assets, and hit the golf course by three o’clock in the afternoon. This was so simple that even presidential offspring could have enjoyed a successful career in banking. That began to change markedly in the 1970s. As a handbook for bank managers put it: “The decade of the seventies proved to be a very unsettling one for many bankers. Not having been in banking during the depression period of 1929-40, most lending officials had become accustomed to the relative economic stability that prevailed for more than twenty years following the Korean War.” (McConnell 1981, p. 351) During the stable period, “losses on commercial loans never became a significant problem for bankers. Indeed, bankers were mostly complacent concerning the risks inherent in their loan portfolios.” (ibid) In the “more tumultuous economic environment of the 1970s”, however, “[l]oan losses soared at many institutions” (ibid) and many banks “experienced a tripling if not a quadrupling in losses compared to their historical average.” (ibid, p. 353) As McConnell argues, use of five year averages for calculation of loan loss reserves had made banks highly vulnerable to an unexpected spike of losses. At the end of 1974, the largest 100 banks had “each attested to the adequacy of its particular reserve level. Within twelve months, 18 of these banks were to report net charge-offs equaling or exceeding the year-end 1974 valuation reserve, while another ten were to sustain losses equal to at least 85 percent of the reserve.” (ibid, p. 356)

By the 1980s, in the topsy-turvy national and international environment faced by financial institutions at that time, no fewer than two of President Bush, Sr.’s three sons got caught up in financial institution failures (Jeb and Neil, with the latter banned for life from banking and the former somehow elevated to governor of a state that would later play an important role in two presidential elections; future president George W. seems to have been AWOL from banking although he had his own bankruptcy)
. To be sure, there was mismanagement and fraud and financial deregulation involved in the 1980s thrift and banking crises (the thrift crisis is more famous and required an open bail-out, but the mostly unrecognized banking crisis was actually more dangerous, and a bail-out was averted only by the subsequent 1990s large interest rate spreads and the long economic expansion). However, the high interest rates during the US and UK experiment in Monetarism at the beginning of the 1980s, the following deep recession, the second energy crisis, the LDC debt crisis, the sharp appreciation of the dollar, the devastation of US agriculture and manufacturing sectors, and other national and global economic disruptions played a more important a role. Even if the Basle Accord and Basle II had been in place in 1980 it is not evident that this would have made any difference for the outcome of the worst US financial sector crisis since the 1930s.

One can correctly object that Basel II’s goals are much more modest: to develop standards for risk weighting, to increase disclosure so that supervisors and credit rating agencies can assess risk, and to establish a more level playing field for international competition in the financial services sector. More specifically, Basle II would leave in place the minimum capital requirements set by the 1988 Basle Capital Accord, but would attempt to move the calculation of capital for regulatory purposes closer in line with economic capital. Risk weight formulae are changed and countries can choose among alternative procedures that allow greater flexibility. Greater competence of supervisors is encouraged. Again, all of this is commendable, even if it will not prevent future financial crises. 

Unfortunately, at least some are claiming much more for the Basel Accords and hoping that Basel II will go even further. For example, the RMA claims “the minimum capital standards have been widely credited with enhancing the stability of the international banking system.” (RMA 2001) In the early 1990s, banks had been “under tremendous pressure. Large banks were heavily burdened with LDC debt, the S&L crisis was unfolding, and record numbers of smaller institutions were failing.” (RMA 2001) The implication is that the Basel Accord played an important role in putting banks back on the road to good health.  

In the next section we will turn to national and international conditions that might be of greater importance in affecting fragility. This could lead to formulation of policies that would complement Basle II to help protect financial institutions from the systemic fragility from which Basle II probably cannot shield them.

Minsky’s Approach to International Instability
Minsky’s writings on the processes that generate fragility of the national financial sector are very well known. There is no need to repeat his argument that endogenous processes move economic units and the “weight” of the financial structure from hedge to speculative and Ponzi positions. Minsky’s work in the area of international instability—and how that impacts domestic stability—is less well-known. We will focus on his approach to international instability in this section.

In several pieces, Minsky adopted a “four tiers” approach to the balance of payments. (Minsky 1979, 1986a) The four tiers are: “(1) current imports and exports of goods and services, including remittances and other invisibles; (2) receipts and expenditures due to income from capital assets owned abroad; (3) long-term private investments; and (4) short-term debts or the movements of international reserves (gold) among countries.” (Minsky 1979 p. 111; see also 1986a p. 9) In the 1960s the US had a small overall balance of payments deficit. US private investments abroad (tier 3) offset the surplus on the first two tiers, allowing the ROW to accumulate small short-term dollar assets. This, according to Minsky, was consistent with the dollar serving as the international reserve currency—of critical importance in the Bretton Woods system. While the dollar was kept relatively “scarce”, the small balance of payments deficits ensured a steady supply of dollars needed by the ROW for use as international reserves. 

However, after 1971, tier 1 turned increasingly negative as the US ran rising trade deficits, and by 1977 the tier 1 deficit exceeded the tier 2 surplus by a significant amount. Minsky argued that so many short-term dollar assets were being accumulated by the rest of the world that the dollar’s status as the international reserve currency was threatened. He argued that for the dollar to retain this position, the tier 1 deficit would have to be reduced so that it would be near the tier 2 surplus. In that case, US foreign investment—representing accumulation of long-term assets (in the form of claims on the ROW)—would be approximately equal to accumulation of ROW holdings of short-term dollar assets (claims on the US). 

This emphasis on the rest of the world’s necessity of meeting dollar-denominated liabilities was stressed in the aftermath of the LDC debt crisis at least in part set off by Reaganomics and its high interest rate policies. Minsky (1986a) discussed the vast international network of dollar denominated debt that committed developing nations to large cash payments in dollars to US and non-US creditors. The US was treated as a bank, issuing short-term dollar liabilities (tier 4) and holding longer-term foreign assets (tier 3), while the ROW consisted of depositors and borrowers. Typically the wealthier nations in the ROW (including OPEC nations) were the depositors, while the poorer developing nations were debtors. The explosion of third world dollar debt after the run-up of oil prices in 1979 had led to the creation of huge interest and principle payment flows denominated in dollars. These nations had to earn dollars from tier 1 flows to service tier 2 payments—if not they could quickly become Ponzi finance units. 

Any significant exchange rate movements or interest rate hikes would have large impacts on the world’s financial system. Depreciation could shake confidence in the dollar, and generate inflation in the US that would further erode confidence in the dollar. This could generate a run on the dollar that could lead to financial crises, a crash, and a world-wide recession. Dollar depreciation would reduce home currency values of exports of other nations, even as it favored US exports. Further, Minsky now recognized the overriding importance of US trade deficits in generating the dollars needed by the ROW to service their debts. At the same time, he saw the impacts on US employment (especially in manufacturing), that would generate pressure for protectionist policy. That, however, would only generate worldwide financial crisis if it did reduce US imports because the developing nations (especially) would not be able to service their debt. (1986a)

Minsky proposed several alternatives to dollar depreciation to rectify US current account imbalances. Among the more conventional policies included tariffs on imports, excise taxes, and direct controls. Again, these would have to be carefully considered as access to US markets was critical to maintaining international financial stability. His most unconventional proposal was that the US treasury should issue long term bonds denominated in foreign currency to reduce the supply of short-term dollar debt. This would reduce the threat of a run on the dollar and thereby, he thought, protect the dollar’s value. (Minsky 1979; 1978*)  Because of the impact of a trade deficit on aggregate demand, employment, and aggregate profits, Minsky also argued for a chronic US budget deficit. At the same time, he called on other “rich nations” (Japan and net exporters in Europe) to grow, abandoning modern mercantilist policy that relies on trade-led growth. Importantly, Minsky argued that a “cross of debt” had replaced William Jennings Bryan’s “cross of gold” as the major impediment to world-wide economic growth. The problem was that if the US were the only engine of growth, this might have undesirable consequences for the dollar, and thus for the international financial system. 

Minsky applied his hedge, speculative, and Ponzi classification to countries. Countries with dollar-denominated debt need to run a surplus on their balance of trade (termed tier 1 above) sufficient to service their payments on outstanding financial liabilities (tier 2). This would allow them to roll-over liabilities, maintaining a speculative position. If these tier 1 earnings were insufficient, then the country would become Ponzi. Creditor nations, however, were obliged to run balance of trade deficits, supplying the dollars needed by debtor nations. With the US operating as the world’s banker, it would have to run a continuous tier 1, trade, deficit. Still, the US would have to force a cash flow to itself, through one of the other tiers. A ROW preference for dollar deposits and other short term assets (tier 4) would keep the dollar strong, but this could require high interest rates and believable anti-inflation policy. Net investment in the US (tier 3) could also force a dollar reflux. Finally, net flows on tier 2 (net income receipts from US holdings of foreign assets) could also keep the dollar strong in the face of a US trade deficit.

In retrospect, Minsky’s late 1970s writings were at the same time too pessimistic about the US and dollar position while if anything underestimating the threat to international stability. Volcker’s very high interest rate policy, combined with the oil price hikes proved to be devastating to non-OPEC developing nations. When the US went into recession, the current account actually turned to a surplus. High energy prices, high interest rates on debt, and greater difficulty selling exports to the US combined to cause a rippling LDC debt crisis. This, of course, proved to be a difficult environment for international banking. In the US, problems with international loans actually encouraged banks and thrifts to seek rapid growth and high returns on domestic loans. This, ultimately, contributed to the S&L fiasco as much of the high risk loan portfolio held by that sector turned out to be worthless. To be sure, problems in the thrift sector had much to do with inopportune deregulation, fraud, intervention by politicians corrupted by campaign contributions, and high interest rates. 

As the US recovered in the Reagan expansion, the current account again turned negative, with the deficit reaching an unprecedented 3% of GDP. As Minsky correctly argued, this would allow LDC debtors to strengthen balance sheets. However, this was short-lived because by the end of the 1990s the US again slipped into recession, and again ran a current account surplus. Only with the Clinton expansion did the US current account turn to a persistent deficit that would allow the rest of the world to service debt and accumulate net dollar assets. From the perspective of 2006, Minsky’s fear that the 1970s or 1980s current account deficits might lead to a run on the dollar and rapid depreciation seems to have been misplaced. If anything, in retrospect, those current account deficits may have been too small and too temporary to allow the US to play its role as a stabilizing banker to the world.

Current threats to US and International Financial Stability 

Of course, today’s US trade deficit is much larger relative to GDP than it was when Minsky was writing. Further, the US has since become the world’s biggest debtor nation. At the end of 2004, the US net foreign asset position stood at negative $2.5 trillion (assets were about $10 trillion while liabilities totaled about $12.5 trillion). (Gourinchas and Rey 2005) Almost all the liabilities are denominated in dollars, but some 70% of assets are denominated in foreign currencies. In 1952 the US had been a large net creditor nation, with net assets equal to about 15% of GDP; that was slowly eroded over the years and finally turned negative around 1988, after which the negative net position grew rapidly to about 26% of GDP by the end of 2004. At the same time, indebtedness (including internal and external debt) of the US private sector reaches new heights every year. Growth of debt, in turn, is driven by spending in excess of income every year but one since 1996. It is widely believed that the US is nearing the end of a real estate bubble that may have reached a speculative pitch after the busting of the equity market euphoria. 

The question is whether the US nation can be called a speculative or Ponzi unit with respect to its internal and external debts, on Minsky’s definitions. This is important given Minsky’s claim that the US acts as the world’s banker. If the US is in a financially fragile position, this could have repercussions for the whole world economy. The situation would be especially dire if the US external debt position is fragile—because resolution might be outside the ability of US policymakers. Even if the Big Bank and Big Government can resolve any domestic problems, the US might require cooperation and intervention by other nations to solve external debt problems. If they did not cooperate, the US might be forced to default on its external commitments, with dire consequences for the dollar and for holders of US debt.

Let us first examine US external debts. Recall from above that Minsky had used the speculative and Ponzi terms to identify highly indebted developing nations. However, these are users of the dollar: their external debts are largely in dollars, and their governments (treasury and central bank) cannot issue the dollar. While their banks can offer dollar deposits and make loans denominated in dollars, they do not have direct access to the Fed. Further, questions of debt problems or potential insolvency can cause a run on their currency, which depreciates relative to the dollar. This can cause domestic inflation and increase the dollar debt service burden. As the issuer of the dollar, the US is in a quite different position. Before we examine the bigger question of the application of the classifications to the US, let us analyze how the US becomes indebted, distinguishing between external government debt and external private debt.

The US federal government incurs a deficit when its spending exceeds tax revenue. Modern governments with floating exchange rates and sovereign currencies spend by cutting checks (or directly crediting bank accounts); this leads to a reserve credit to the banking system. (Bell 2000, 2001; Bell and Wray 2002) A federal government tax receipt leads to a reserve debit, so when expenditures exceed taxes over any period (say, a year), this results in net credits. If this results in excess reserves for the banking system, government debt is sold (by the Treasury in the new issues market, and/or by the Fed in the overnight market) to drain the excess. If it did not drain excess reserves, the overnight interest rate would be driven below the Fed’s target rate. The implication of this is two-fold. First, sovereign government can always service its debt by crediting bank accounts (which is the way it accomplishes any kind of spending). Second, government issues debt to drain excess reserves, not to “borrow” in the usual sense of the term. And, the purpose of this is to hit the interest rate target set by monetary policy. If the debt were not sold, banks would hold excess reserves and the overnight interest rate would be driven toward zero (or toward the support rate in countries that pay interest on reserves). It does not matter where the ultimate holder of US government debt resides—sale of bonds drains banking system reserves.

Some economists worry what would happen if the government tried to sell bonds (“borrow” in conventional terminology) but there were no foreign demand for them (no foreigners wanted to “lend” in conventional terminology). The answer is that if government bonds are offered but find no buyers, then the banking system must not hold excess reserves—thus, there is no reason to sell bonds. (Wray 1998; 2004) This does not mean that a government deficit can never be too big—inflationary—but it does mean that deficits do not “burden” government in the usual sense of the term. Nor do deficits “burden” current or future Americans; rather, deficits allow the nongovernment sector (including foreigners) to net save in the form of claims on the US government. These claims will be in some combination of high powered money (reserves and cash) and interest-earning bills and bonds, determined in a fairly straightforward manner by private preferences for HPM versus bonds, plus government commitment to maintaining positive overnight interest rates (as well as possibly trying to influence the term structure of interest rates). There is no reason to fear that Chinese will stop “lending” to the US treasury.

Let us turn to the foreign claims on the US private sector. All modern states rely heavily on a monetary system, first imposing taxes to create a demand for the currency, and then issuing the currency to buy desired resources. All other economic agents in the sovereign nation must use income or issue debt or rely on charitable giving (including that of the state) or engage in petty production to obtain resources. No other economic agent can issue liabilities that represent final means of payment for itself. When a US non-sovereign consumer purchases an import, she either gives up income or sells an asset or issues a liability to finance the purchase. The exporter holds a dollar claim on a US bank that probably will be converted to a domestic currency claim on a domestic bank, which in turn will convert a dollar reserve to a home currency reserve at the national Central Bank. Alternatively, the foreign bank could keep dollar reserves, or could convert them to US Treasury debt—which is essentially just interest-earning reserves. When all is said and done, the American has the import, and she used her income, or sold an asset, or committed herself to payments on debt. As economists are fond of saying, there is no free lunch for the individual consumer—and a trade deficit can be associated with rising indebtedness of consumers. However, increased American purchases of domestically produced output have exactly the same result, as they are financed in exactly the same way: consumer debt can rise. And just as in the case of domestically-held debt, the consumer might default. So far as the US private sector is concerned, there is no reason to distinguish between internally held and externally held debt—so long as both are denominated in dollars.

US current account deficits have been driven by US consumers, who are spending far beyond their income flows—by going into debt. This has helped much of the world to recover from the early 1990s recession. US net external spending has allowed countries to service debt, and to accumulate large dollar asset holdings. Is the current US “consumption binge” sustainable? (See Wray 2006.) Probably not, although the end is not likely to result from unwillingness of the ROW to “finance” US current account deficits. The English speaking nations (US, UK, and Australia) are experiencing sustained private-sector led growth that is helping to fuel the international economy. Many indebted nations, including Brazil, Mexico, and Argentina have been able to service and even pay-down debt. China’s strategy relies on exports to the US and accumulation of vast dollar reserves to prevent a run on its currency that could develop if it cannot resolve its banking system problems. Euroland’s net exports to the US and China represent its only plausible hope to counter stagnation brought on by adoption of the euro. While the US current account deficit is large relative to its GDP, the resulting flow of dollars to the ROW amounts to less than 2% of world GDP. Given near-term economic and political realities and strategies around the globe, it is not likely that this flow of dollars will satiate world demand anytime soon. Eventual satiation, by itself, is not necessarily a problem as it would lead to reduction of the US current account deficit. Only a highly improbable and sudden reversal of net demand for dollars would create problems—by causing rapid depreciation of the dollar.

Rather, the end of the US consumption boom will more likely result from the over-indebtedness of US households. (Godley 2005) And it is not the external indebtedness that matters, but rather the overall indebtedness. The US economy has almost certainly moved to a much more fragile structure since the mid 1990s, when the private sector began to spend more than its income, and on an increasing scale—with spending so robust that the federal budget moved to record surpluses. Things came to a head in 2000, when households and firms temporarily retrenched, throwing the economy into recession and the budget into deficit. Private sector surpluses were short-lived, as households quickly returned to deficit positions and the budget relaxed by about 6% of GDP (firms have been running surpluses, thanks to household and federal budget deficits). At the same time, the current account deficit rose sharply, helping the rest of the world to recover. However, as Minsky argued in 1963, expansions led by private sector spending lead to deterioration of household balance sheets, thus, increase fragility. To some extent, the profits boom of the past few years has attenuated that tendency, and the real estate boom has compensated for rising household debt. However, it now appears that the real estate boom is over (many believe that speculative excesses pose dire consequences for households in coming months), and capital equipment purchases might be on a downward trend. 

If US private sector spending declines, it is likely that the US current account deficit will fall. While it is unlikely that the US trade deficit will be eliminated, falling US imports could have big impacts for nations that rely on US markets. Further, it appears there has been a speculative boom in commodities prices, partly fueled by economic growth (for some commodities, robust Chinese growth might have been a driving force). In addition, pension funds and hedge funds have been buying commodities and commodities futures as part of a diversification strategy. This has helped many developing nations, such as 
Brazil. If economic growth slows, and if there really has been a speculative boom driving commodities prices, the implications of a bust for Latin America could be important.

In short, the current US trends probably will not continue, and the repercussions for the ROW may not be pleasant. As Minsky used to say, it is the responsibility of every banker to be rich. In the context of the US economy today, policies are not conducive to building wealth. Indeed, Washington is mostly focused on the wrong issues: monetary policy is raising interest rates to fight nonexistent inflationary pressures; budgetary policy is focused on deficit reduction while preserving tax cuts for the rich; and international policy is increasingly concerned with mostly imaginary problems generated by trade deficits. The real threats to the US come from slack labor markets, from record inequality as more Americans are unable to attain first-world living standards while a lucky few force the distribution of income and wealth in their favor, from stagnant and even falling real wages for most Americans, and from disastrous leadership by the Administration on virtually every front (homeland security, natural disasters, the Middle East, the UN and international relations). In the current political environment, it is almost impossible to contemplate a timely and effective policy response to the immediate repercussions of a shift of the private sector balance to surplus (that could reduce demand by up to 4% of GDP), much less a package of policies that would put the US back on the path of growing and widely shared riches. It sounds selfish, but moving the US economy to a more stable path would also enhance international stability.

Turning to the US federal government, which is the source for a huge portion of the dollar assets accumulated by foreigners, it is easy to dismiss the claim that its financial position could become speculative or Ponzi. The federal government services its debt by crediting bank accounts. It does not face the same constraints faced by the private sector, indeed, it does not really have anything approaching an “income”. It is true that the government records tax revenue—it “accounts” for it—but it does not and cannot “spend” tax receipts. Whether it is spending to finance domestic purchases (of goods, services, or labor), to finance foreign purchases, or to pay interest on debt, it spends by crediting dollars to bank accounts. There is no limit to its ability to do so. If its actions set off a devaluation, it can still service its dollar debts. Whether we speak of the US federal government’s domestically-held or foreign-held debt, it is not appropriate to apply Minsky’s classification system. Note that the government would be in a much different position if its debt were in foreign currencies, or if it promised to exchange its dollar liabilities for foreign currencies (or gold) at a fixed exchange rate. In those situations, it could be forced to default on its commitments, and the Minsky classifications could be appropriate. 

Given today’s US current account realities, the usual “deficit dove” call for a government budget that can balance at high employment must be modified. With a chronic and growing current account deficit, the domestic private sector cannot achieve a surplus without a very large fiscal deficit. Continued private sector deficits increase financial fragility and would—it seems—lead to an eventual “Minsky crisis”. Even if crisis is not on the horizon, returning private balances to a historically more normal surplus would mean a huge reduction of aggregate demand (in the absence of fiscal relaxation) that is not likely to be fully compensated by a turn-around of the current account deficit. For this reason, a looser fiscal stance is required. To allow the private sector to strengthen its balances, the budget should be biased to run deficits somewhat larger than the trade deficit at full employment. This would simultaneously resolve the domestic employment problems created by imports while providing the ROW with the dollars needed to service debt and accumulate reserves. This is consistent with the US serving as the “world’s banker”. 

It is likely that the US trade imbalance is “unsustainable”—but again not for the reasons usually cited (US solvency). Rather, as US consumers continue to run-up deficits and accumulate debt, they will probably eventually cut back spending. This will reduce imports, albeit by an unknown amount. Similarly, the US budget deficit is also “unsustainable”—in the sense that it is not likely to remain at current levels--but again not for the usual reasons. The budget deficit will rise if the US private sector reduces its net spending; it will fall if the pace of private spending increases. US spending by households and firms, in turn, may well depend on solvency questions. However, it is misguided to speak of the US federal government, or the nation as a whole, facing financial constraints in a regime of sovereign currency and floating exchange rates. And any retrenchment by the US government or private sector would have undesired impacts on the rest of the world.
Policies to Enhance Stability and Sustainability

As discussed above, greater transparency, better risk assessment, and improved supervision of banking is desirable but alone will not do much to enhance financial stability. The improved financial positions of, say, Brazil and Argentina in recent years are due more to favorable national and international environments in which the financial institutions operate. Both have benefited from the growth of US imports. Argentina, in particular, has benefited from a more favorable exchange rate regime, shifting from a currency board to a sovereign currency and a floating rate. This was a necessary, although not sufficient, step to recovery; other policies to raise domestic demand (higher minimum wages and the Jefes job creation program) were also necessary, as was growth of external demand. Even in the best of circumstances, Argentina still has a tough row to hoe as it continues to develop productive capacity as well as domestic and foreign demand for its output. 

Continued improvement of Latin American economies, generally, will be much easier in the context of robust global economic growth. The typical orthodox policies such as lower costs, improved productivity and freer trade mostly redistribute shares of the global pie (“beggar thy neighbor”). To increase the growth of the pie will require relaxation of fiscal and monetary constraints around the world. This in turn is generally easier in the framework of flexible exchange rates. While a few mercantilist nations can accumulate dollar reserves sufficient to guarantee an exchange rate peg (or, even, to dollarize their economies), most nations cannot succeed at that game. In the absence of sufficient reserves, an exchange rate peg holds domestic fiscal and policy hostage to the exchange rate. Depending on reserve holdings, a free float (which requires minimal reserves) or dirty float (which requires substantial reserves) provides a degree of freedom for the conduct of domestic policy. Unfortunately, conventional wisdom holds that nations with “funny monies” (as Dornbusch impolitely put it) ought to abandon independence and adopt the dollar (or some other key currency) to eliminate the possibility of using discretionary policy. If economies are naturally stable, such a policy—combined with the sort of rules, regulations, transparency, and proper supervision provided in Basle II—might work. However, if economies naturally trend toward fragility in the absence of government intervention, then this could be a recipe for crisis. Instead, floating rates and independent fiscal and monetary policy can provide the context for growth that conventional policies do not provide.

Returning to the current situation of the US, a lot of the household debt accumulated over the real estate boom is held outside the banking system, for example in pension funds. Similarly, the commodities price boom seems to have been driven by hedge funds and pension funds. While bank exposure to such risks is not negligible, it is more likely that banks will be hit by secondary effects of a US slowdown, rather than by direct effects of loan defaults. Indeed, the direct effects of financial crises will be felt by non-bank financial institutions, such as pension funds. Banking system problems might be easier to resolve—through lender of last resort activity, federal deposit insurance that socializes losses, and political support for creation of a mechanism for bail-outs (such as a Reconstruction Finance Corporation) if that becomes necessary. By contrast, large haircuts have been, and would continue to be, required in the case of wide-spread failures of hedge funds or pension funds (the Federal Pension Benefits Guarantee Corporation is already massively insolvent). Basle II-type reforms are not likely to reduce US fragility, as it mostly resides outside the banking system. Ultimately, protection of the US financial system requires complementary policies that will address sources of instability that arise outside banks, and that at least in the US are more dangerous.

For the US, policies to increase domestic employment, including policies to replace jobs lost to foreign competition, are necessary to restore income growth—a first step to reduce excessive reliance on debt-financed spending. Minsky advocated an employer of last resort program, not as a temporary expedient to deal with the high unemployment that comes during deep recessions or depressions, but rather as a permanent policy to fight unemployment and poverty in a noninflationary manner. Such a program would also have strong countercyclical influences, with spending on the program rising when the private sector sheds workers. Further, it would provide an effective minimum wage—Minsky always insisted that in the absence of true full employment the effective minimum wage is zero because those without jobs cannot get wages above zero. Complete revamping of the national healthcare system is necessary. Rising healthcare premiums are a major reason for the slow (or negative) growth of wages—employers cannot afford wage increases when healthcare costs are rising so quickly—except by pushing healthcare costs onto workers. Healthcare costs also displace other kinds of public expenditures (especially by state governments)—reducing spending on social programs and education. Further, healthcare costs are the single most important cause of household bankruptcies. As briefly mentioned, pensions and pension funds are also another source of instability. The US has moved to defined contributions that do not provide guaranteed retirement income; at the same time, competitive pressures have encouraged pension funds to move into risky areas; workers are faced with an uncertain retirement, and retirees must live on reduced income. Pension reform, including more generous Social Security benefits, is needed.

At various times, Minsky also advocated various policies that would reduce inequality and lower the advantages enjoyed by the biggest firms and banks. Among other proposals, he backed a community development banking initiative that would have increased the supply of financial services to underserved communities. He also supported policy to favor small and medium-sized banks, on the argument that their preferred habitat is small-to-medium sized firms, while big banks serve big firms. Minsky favored policy to encourage consumption, while policy-makers typically favor investment. Minsky believed that a high-investment economy is naturally prone to inflation and, more importantly, to instability. He also favored to-the-asset financing—linking specific liabilities to specified assets: “[I]f banks concentrate on to-the-asset financing, then the short-term debts of business will lead to payment commitments that are consistent with business cash receipts. The bank debts of firms would be part of a hedge-financing relation”. (1986c, p. 321) Elsewhere, he endorsed colleague Ronnie Phillips’s revival of the “100% money” Chicago Plan that would eliminate risk by forcing depository banks to hold 100% reserves against deposits. Essentially, this would go even further than New Deal era reforms that separated commercial banking from investment banking, by creating another class of banks that would issue deposits but make no loans. He also suggested that a uniform 5% asset-equity ratio for banks is desirable—not only to increase safety, but also to level the playing field--indicating support for Basle-type goals, although he did not explicitly endorse risk-adjusted capital requirements.  

Not all of his proposals retain relevance in the international environment today, with even the largest corporations in America facing bankruptcy, unable to compete with newer and lower cost producers in developing nations. Nor would Minsky’s proposals necessarily apply to situations faced by other countries. Selective tariffs on imports, excise taxes, and direct controls, including capital controls, might be desirable for some nations at least temporarily. While neoclassical economics assumes away most of the problems associated with international trade—assuming, for example, that all resources are always fully employed—increased cross border trade is not always good. In the real world, policy that favors domestic production and puts barriers in the way of foreign production can help the domestic economy while hurting other nations. Free trade is not necessarily in the interests of all nations. Because of the US role as banker to the world, barriers to trade that are designed to reduce the US current account deficit will have significant negative impacts on many other nations—especially on those with dollar debts. Nor, in general, are trade barriers necessary or desirable for the US. The US is a huge nation of vast wealth and with proper policy it can mitigate individual and sectoral domestic costs that result from imports, in order to reap the net social benefits of a trade deficit. Thus, unlike the case of developing nations, there is little justification for US trade barriers (except on the basis of ethical considerations).

This is not to deny that continued (and perhaps growing) US trade deficits might lead to dollar devaluation. Given that US debts are almost all denominated in dollars, devaluation would not be likely to have large direct consequences on ability of US households and firms to service debt. Assuming—as is likely—that devaluation has little impact on US imports, to the extent that import prices rise there could be some financial pressure on US debtor households and firms. There could be other knock-on effects of a devaluation for the US, but these are not likely to be so significant that we would have to revise our analysis. While individual households and firms might have to default on debt, and while this could generate additional pressures on the dollar, the central bank and treasury would be able to step-in to prevent any snowballing debt deflation process. Gradual depreciation of the dollar will not create large problems for other nations, so long as US imports are not affected. 

Recall that Minsky had recommended that the US Treasury should issue foreign currency denominated bonds equal to at least some of the budget deficit. If the US debts were denominated in other currencies, the effects of a devaluation would be very much larger. The dollar income of US resident households and firms could not be used directly to service the foreign currency debt. This is where we would return to Minsky’s four tier analysis. The relevant variables would not be total debt ratio to disposable income, or even total debt service ratios. Rather, earnings from net exports, net flows of foreign direct investment, net income flows from assets, and net accumulation of short-term assets would be the factors determining flows of foreign currencies to the US, hence, pressures on the dollar. The cost to households and firms of servicing foreign currency debts in this case rises directly as the dollar depreciates—as they give up more of their dollar income to obtain foreign currency (or go into debt to borrow dollars). Depreciation could in that case push them into speculative or Ponzi positions. For this reason, shifting to foreign currency denominated private debt is not desirable.

More importantly, the federal government would lose its power to spend by issuing “fiat” liabilities denominated in its currency. As discussed above, one aspect of sovereign power is the ability to impose taxes in a domestic currency, and then to spend by crediting bank accounts in that currency. This is something only the sovereign government can do. A government that issues debt in foreign currency loses that aspect of sovereign power, as it must obtain the foreign currency to service its debt—through one of the four tiers: net exports, short-term borrowing, income on foreign assets, or long-term borrowing. As many Latin American governments can attest, this can generate solvency problems.

In conclusion, Basel II represents an ambitious international attempt to reduce risk in banking and to reduce unfair competitive advantages across nations that could result from laxer banking standards. This could enhance national and international financial stability, although this paper argues that the effects are likely to be relatively minor. This is not because Basel II is poorly designed, but rather because it does not and cannot do much about the primary sources of financial instability. Thus, complementary policies will be required, including both “micro-industrial policy” as well as “macro-stabilization policy” of the sort that Minsky advocated. Further, given increasing integration of global finance, it is impossible to ignore the importance of the performance of the global economy. And that is probably the most difficult nut to crack.
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�  More than 25 governments were forced to intervene to assist their financial institutions during the 1980s. The thrift crisis also engulfed President Bill Clinton and future Senator Hilary Clinton in scandal. The infamous “Keating five” (Senators Cranston, DeConcini, Glenn, McCain, and Riegle), President Carter, President G.  H. Bush, and even Mother Teresa were also to varying degrees involved in the thrift mess. See Wray 1998b for a detailed analysis.





