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A 50% chance of a crisis in 2019

Beware balance sheet dangers

Brian Reading*

According to the International Monetary Fund, GDP growth almost everywhere
should accelerate to a respectable rate this year and next. Owing to the UK's decision
to leave the European Union, Britain will be the exception. But there is a whiff of 2007
about this — when few forecasters saw the global financial crisis coming. There is a 50%
chance of a crisis in 2019.

Conventional short-term forecasts begin with leading indicators coupled with an
expectation of the fiscal and monetary stance. They proceed to project growth in terms
of investment multipliers (whereby an increase in investment spending has a more than
proportionate positive impact on the economy) and accelerator theory, which states that
when demand increases, companies tend to increase investment in order to increase
production, which, in turn, attracts more investment, driving growth. What goes up,
goes on going up and what goes down does likewise. Hence forecasting errors are
greatest at turning points. Booms burn out in accelerating inflation, which needs to be
curbed. Budget tightening and central bankers halt overheating. Accelerating growth
this year is hardly questioned, but the issue is whether the recovery can be sustained in
2019.

A mild application of monetary brakes in 2007 was expected to steady growth in
2008. G7 inflation was low and stable, between 2% and 3%. Instead, growth froze in a
balance sheet crisis. Most forecasters pay scant attention to private sector balance sheets,
while public sector and foreign balances are endlessly scrutinised. Yet improvements

in public sector deficits and debts are mostly reflected in a private sector deterioration

! Brian Reading was an Economic Adviser to UK Prime Minister Edward Heath and is a Member of the OMFIF
Advisory Board
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that spells trouble. The combination of fiscal austerity with monetary laxity has been

dangerous, generally restoring private sector debt to pre-crisis levels.

Strengthening recoveries are not hard to explain. Central banks are aware of the
withdrawal risks as quantitative easing ends and interest rates are normalised. They are
careful. Fiscal austerity is over. Tightening or easing is not measured by budget
balances. Changes in structural balances, what government revenues and expenditure
would be if output were at its potential level, define policy stances. In 2008, the
Organisation for Economic Co-operation and Development estimated structural easing
in 25 of its 35 member economies. This changed to 26 tightening in 2013. This year it
is back to 25 easing.

Faster growth and a bit more inflation with only a hesitant rise in interest rates will
tempt some to ease further. The primary budget balance is the budget balance excluding
government debt interest payments. If it is balanced, the growth in debt equals the
average rate of interest on debt. This changes slowly depending on average debt
maturity. If nominal GDP grows at the same rate as the average rate of interest on debt,
the debt/NGDP ratio remains stable whatever its level. Where the two differ, the
primary balance to stabilise the debt ratio depends on the difference and the initial debt
level. With debt levels mostly below 100% and average interest rates significantly
below NGDP growth, primary deficits can reduce debt ratios. Some countries will use
this opportunity to increase public spending somewhat. But negative real interest rates
cannot last indefinitely.

The OECD warns of the danger of a balance sheet crisis. In its November 2017

Economic Outlook, it cites research showing that housing market and credit-related

early warning indicators are highly correlated with forecasting errors. It analyses its
May 2008 forecast for UK 2009 growth, which it put at 1% and which turned out to be
minus 5%. The original fan chart, based on historic forecasting errors, gave a more than
90% chance that growth would be more than 1%. Using domestic early warning signs,

this changed to worse than minus 4%. Adding international indicators brought the
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chance of minus 5% to under 80%.Given the return to pre-crisis private debt levels, |

fear the chances of recession in 2019 could be as high as 50%.
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G20 debates "hot' cryptocurrencies

Central banks defensive, finance ministries relaxed

OusméneMandeng®

The G20 meeting of finance ministers and central bank governors in Buenos Aires
was good for cryptocurrencies. There had been some concern beforehand that
onerous regulation would be announced, but the G20 deferred to the Financial
Stability Board to study the topic more and report back in July.

Several representatives commented that cryptocurrencies were a 'hot topic' and
that governments were 'far behind' when it comes to understanding them. Participants
were split between adopting more restrictive measures and a more benign attitude.
Views were divided, not so much along country lines but between central banks and
ministries of finance, with the latter being more relaxed.

The G20signalled that cryptocurrencies are being taken seriously at the highest
political level. There was some agreement that regulatory measures are needed, but it
was felt that monetary innovations should not be stifled unduly. Care was taken to label
cryptocurrencies as crypto-assets to make sure there is no mix-up with fiat currencies.

The crypto-asset label is tantamount to the notion that official currencies should
not be subject to competition from private actors. This represents a fundamental
obstacle to treating cryptocurrencies as currencies. Central banks will find it difficult to
engage with non-official entities to discuss some form of cohabitation. It would require
reneging on their customary rights to issue sovereign currencies that are the sole legal
tender in their countries. There is room for rethinking monetary relationships, but

several central banks appeared highly defensive of their privileges.

1 Ousmeéne Jacques Mandeng is a Visiting Fellow in the Institute of Global Affairs at the London School of
Economics and Political Science.
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The introduction of digital currencies by central banks did not feature prominently.

One central banker indicated that, with the difficulties in the euro area, there are 'no
plans' for a digital euro. It was pointed out that motivations for introducing digital
currencies should not be guided only by considerations in advanced economies. A
central banker from an emerging market stressed that they wanted to be 'cutting edge'
on currency matters and were keen to exploit technological possibilities.

The communiqué of the G20 meeting reads, 'Crypto-assets lack the key attributes

of sovereign currencies. At some point they could have financial stability implications.'

One central banker reiterated the notion that a currency 'is something you need to trust'.
Several representatives indicated that cryptocurrencies do not represent systemic risks,
owing to their relatively small size. The Financial Action Task Force, which works on
combatting terrorist financing and money laundering, is to review standards for
cryptocurrencies. Consumer protection was the other big concern.

In a letter to the G20 on 13 March, the FSB had warned that ‘wider use and greater
interconnectedness could, if it occurred without material improvements in conduct,

market integrity and cyber resilience, pose financial stability risks through confidence

effects’. Other representatives said cryptocurrencies and related applications should
have no regulatory advantages over conventional processes.

Yet there were also warnings that regulators have a tendency to fighting the 'last
war' and put in place measures to solve the 'last crisis' instead of future ones. Others
repeated that there should be no 'regulatory arbitrage' between countries, highlighting
the importance of international co-operation on the issue.

Cryptocurrencies have come a long way and have already transformed thinking
about the role of governments in the production of money and the meaning of money

itself. To date, this remains the greatest contribution of cryptocurrencies.
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