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Are we heading towards a new financial crisis? 

Key Note at the AHK-Europakonferenz 2017 

Oslo, September 7, 2017 

 

Dear Mr. Pestka, Ladies and Gentlemen, 

I would like to thank you very much for the invitation to present my thoughts on the 

financial situation within and outside the Eurozone at this prestigious occasion and 

such an important event for the German Chambers of Commerce and Industry.  

This afternoon is dedicated to a diversity of political and economic challenges in 

Europe and for Europe, each of which is of enormous importance in its own right 

respectively. However, jointly they are multiplying the burdens and tasks for European 

policymakers. We have heard about Britain, Russia and Turkey already and will now 

speak about a cross-section issue, the financial markets and their problems in the 

European Union (EU). It has to be emphasized, however, that the financial markets 

are not separated regionally, implying that problems in the US or China will directly 

affect the market in the European Union. 

Against this background, please allow me to share my thoughts about the current risks 

in the financial world, as I see them. I have to apologize upfront that I neither calculate 

a probability for a future crisis nor predict timing and size of such an event. I leave this 

to the pundits. My ambition is to initiate a discussion here about likely threats to 

financial stability. 
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Introduction 

Even ten years after the first waves of the world-wide financial and economic crisis 

were felt and almost eight years after the start of the so-called Euro crisis there are still 

doubts whether the two crises (indeed the two events are related, but distinct) are 

finally overcome. 

By contrast, there are ever more signals that the crises may have a comeback or put 

differently, a new crisis may occur in the coming months or years. To understand the 

threats or better the risks, it is first necessary to take a look at the sources of the former 

two crises, which I will offer in the next section.  

Thereafter, my plan is to disentangle the risks that may be the roots of a new financial 

crisis. At least four likely sources of financial unrest, either direct or indirect, can be 

identified: the (1) balance sheet extensions of central banks in combination with the 

low interest rate policy; (2) the poor state of some banks in Southern Europe; (3) supply 

side deficiencies in many European countries, including the resistance to policy 

reforms in Southern Europe, France, Germany and others, the de-regulation efforts in 

the US, as well as the Brexit and its consequences; (4) international conflict due to 

beggar-thy-neighbor policies or threatened trade wars. The latter risk would surely 

operate indirectly, the first three may well be seen – at least partly – as direct and 

immediate threats to financial stability. I will finish my presentation with some cautious 

policy conclusions. 

 

The Causes of the Crises 

Let us briefly recall the causes of the two crises that shaped the last decade. This is 

relevant in order to understand current risks.  

• As for the global financial and economic crisis, which started visibly with the 

Lehman bankruptcy, the causes for it are a mix of state and market failure as 

well as ruthless behavior. To start with state failure: (1) The Fed under its 

legendary President Alan Greenspan ran a very permissive monetary policy 
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without causing inflation. This period is referred to as the “Great Moderation”; 

sometimes it is also called the “New Economy”. The problem was the neglect of 

asset price inflation, which turned into a bubble. (2) Parallel to this development, 

the US government subsidized private homeowners, trying to meet the objective 

that all US citizens own their houses – a longstanding political goal in the States. 

Of course, such a policy contains risks, in particular in cases where the income 

of home owners was insufficient to repay the debt. The banks that financed 

these home owners of course knew the risks and securitized the credits; with 

the help of rating agencies they disclosed the risks and sold the new assets, 

which I call ruthless. The purchases of these assets by pension funds and other 

mostly institutional investors reflect the market failure part of the story. 

• The European crisis is related, but not fully dependent on the worldwide crisis. 

In countries such as Spain, Ireland or Estonia, the real Estate boom and its 

breakdown in 2009, which was related to the subprime crisis in the US, caused 

the states to rescue the banks. This in turn endangered the sustainability of 

public budgets. In other countries, it was rather the state itself that caused the 

difficulties by borrowing too much. Based on the diminished spreads to 

Germany, the Greek government for instance borrowed huge sums on the 

capital market and hired stated employees – thus they mistook purchasing 

power through credit as real income. In addition to this state failure there was 

market failure on the side of those who lent the money. In France and Italy, the 

opportunity to borrow relatively cheaply discouraged economic policy reforms, 

again rather state failure. This may be also caused by successful lobbying by 

industries and the bank sector. I see an Olsonian setting, that is a situation in 

which vested interests are so strong that they can influence governments to 

repress structural change and prevent policy adjustments. Insiders gain at the 

expense of outsiders. 

To summarize, permissive monetary policy contributed to a bubble in the United 

States, whereas the introduction of the Euro encouraged governments to repress 
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rather than foster structural change in Europe. As a consequence, the housing and 

related asset bubble burst and state budgets became unsustainable.  

 

Threats to Financial Stability 

The answer to these crises were courageous but not without new risks. Quantitative 

easing helped overcome the demand skepticism, and tougher banking regulation 

made the banks less risk prone. However, the balance sheet operations fueled the 

demand for assets and the dependence of governments to new borrowing rather than 

supporting new investment activities in the real economy, at least in Europe. It seems 

that the remedies of the two crises are merely copies of their causes. This said, I see 

the following risks. I start with the direct risks rooted in the financial system: 

1. The balance sheet expansion of central banks bears a number of risks. (1) It 

may cause an asset price inflation, ending in a new bubble that will burst at 

some stage. (2) As long as the multiplier does not operate and the banks cannot 

grant credits to the private sector as much as the European Central Bank (ECB) 

plans, there is no inflation threat (indeed this is encouraging the ECB to maintain 

QE). However, what happens if the multiplier will start to work? Overheating? 

Inflation? How can the ECB react? (3) This problem is even worsened by the 

pressure of Treasuries in Europe. In my mind, the ECB has long lost its 

independence and is operating on behalf of Treasuries – one may say that the 

bank is obedient to finance ministers. If I am right, this makes it almost 

impossible to increase interest rates again. Indeed, there is only a short period 

left to increase interest rates again; probably two or three years until all public 

bonds bear the current low interest. Thereafter, the pressure Treasuries put on 

the ECB may even increase. This setting poses new threats on public budget 

discipline. What happens if the business cycle changes and growth is declining 

in the Eurozone? (4) In such a setting, structural change will be repressed – as 

we have seen in Japan, where Zombie-banks finance Zombie-firms. Instead of 

increasing bank loans to private firms, in particular innovative newcomers, 
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banks cannot afford risky investments and rather lend to established, but 

stagnating firms. 

2. This leads to the banking sector. (1) There are still many banks mainly in 

Southern Europe that carry enormous risks in their balance sheets. The 

bankruptcy of a major bank in Europe may cause a new financial crisis. (2) But 

this is not the only problem. The low interest rate environment leads to 

repressed bank yields, particularly for German small banks – Savings and 

Loans as well as Cooperatives. They have already pretty much consolidated 

their branch networks as well as merged with each other, but the threat is real 

that they start to fail. (3) These banks are the main funders of the German 

“Mittelstand”. It is difficult to imagine the same house-bank system without the 

smaller regional banks and their networks and knowledge of local businesses. 

I am very interested in your vies on this aspects. 

3. Third, there is an indirect threat stemming from low interest rate and balance 

sheet policy, particularly from the Public Sector Assets Purchase Programme 

(PSPP), namely that it reduces the willingness of governments (mainly in Italy 

and France, but also in Germany) to push forward the necessary reforms of the 

labor market and service regulation respectively. Put differently, low interest 

rates policy discourages supply side policies. In addition, zero interest rates 

have the consequence that time is priceless and that the allocation of capital is 

heavily distorted (towards existing assets), weakening the economies further – 

at least in the long run. And one must not underestimate the threat to savers 

whose trust into the financial system is also deteriorating, not to mention old-

age poverty as threat to democracy. These problems reduce the resilience of 

the economies in the EU in case of a financial problem even further. 

There are additional – more indirect – risks stemming from the general economic and 

political climate in the world economy.  

4. The first problem to mention is the Brexit, which will also stir up the financial 

industry. Depending on the degree to which the EU and the United Kingdom 

can sort out the main difficulties, the financial industry may suffer all over 
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Europe. There does not seem to be a direct threat to financial stability, but again 

the resilience of the system may be endangered. 

5. Finally, there are some issues in the global arena. The new President of the 

United States announced trade wars against China, Europe, Mexico and others; 

lately even the ally South Korea. He based his claims on a flawed perspective 

on bilateral trade imbalances. As economists we know that bilateral imbalances 

have no meaning; one should also consider that a country’s overall trade 

balance is mostly a reaction to intertemporal decisions with respect to savings 

and investments. As long as the US-President is unwilling (or unable for that 

matter) to think logically, the pure existence of bilateral deficits may serve as 

justification for tariff increases. Less trade worsens the economic situation on 

the globe, which again makes most economies prone to crises.  

 

Policy Conclusions 

The current economic situation in the Eurozone, the United States and Japan, to name 

the most relevant economies, seems brilliant. However, there are some open and 

some hidden threats to the financial (and economic) stability, which must not be 

underestimated. 

Having said this, these threats are manageable. The first lesson is that the ECB should 

follow the Fed in raising the interest rates again very slowly but steadily. There is 

scope, as a cautious increase of rates for public bonds still allows governments to 

reduce the costs of borrowing (via replacing high interest rates bond with cheaper 

bonds). With a return to a regular and rational interest rate structure, governments 

have a lower incentive to borrow, saving is more attractive and banks can recover. The 

most important result would probably be the need for EU member countries to create 

the supply side conditions which are necessary to allow sustainable growth and to 

master the current challenges in the world economy. 

Such a policy shift is part of a rule bound package. To reduce uncertainty and stabilize 

expectations, governments should return to adherence of rules, in the Eurozone e.g. 
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the criteria of the stability and growth pact and the six pack. This is only one of many 

examples; another important issue is trade policy. Here the EU has a limited 

competence, but can do more than to negotiate ever more regional trade agreements 

(RTAs). Rather, Europe should strengthen the multilateral track, which is helpful for 

developing countries and also may induce some thinking in the United States. 

Multilateral trade initiatives, as we know, would imply some changes in the European 

Common Agricultural Policy (CAP), obviously to the better. In sum, rule bound policies 

increase economic robustness of countries. In addition, The EU should avoid any 

punitive expedition against the United Kingdom (UK) during the Brexit negotiations. A 

single market including the UK stabilizes the EU and is in the interest of the German 

industry.  

Finally, banking regulation plays an important part within the set of rules. I offer five 

brief thoughts for the discussion: 

In particular, (1) capital requirements for government bonds should be increased from 

zero; this regulation in favor of states is discouraging supply side economics and 

rational policies. In addition, (2) the enforcement of liability rules, which was 

successfully done in Spain, but neglected in Italy, is of importance for the risk appetite 

of banks. (3) Shadow banks (including hedge funds etc.) should be better controlled, 

and (4) the rating agencies should also be under scrutiny, as there is an implicit mutual 

agency problem between the bank and the rating agency. (5) I regard a tax on financial 

transactions as ineffective; rather the EU should improve its attractiveness for long-

term investments. This discourages speculative capital flows much more than a tax.  

To wrap up, the threats to financial (and economic) stability can be countered most 

effectively with a set of measures to strengthen the supply side of the economy. In the 

past, this was labelled “Ordnungspolitik”, but the name is less important than the 

substance. 


