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ANALYSIS

Rational exuberance?

God bless the central banker. He’s there when you need him and
he’s there when you don’t. He was there in 2008 when the
meltdown commenced. He was there for the euro when a
break-up threatened. His timely interventions brought us back
from the brink. His liquidity largesse opened the road to recovery.
Six years on, he is there still – keeping long rates low and short
rates lower. It is a policy that props up asset prices and prevents
zombie companies from going down. Asset owners rejoice.
Simple savers suffer. Negative real interest rates send capital
scrambling for a little more yield today in exchange for a lot more
risk tomorrow. Soon the flows take on a life of their own. Hey,
why not lever up and hop on the bandwagon? After all, the central
banks have their foot on the pedal and are unlikely to ease off
soon. Prudence doesn’t pay – at least for the foreseeable future. 
Haven’t we been here before? Or is this particular

exuberance rational?

The punch bowl paradox
It was the long-serving Federal Reserve chairman William

McChesney Martin who remarked that the job of the central
banker was to remove the punch bowl just when the party was
really warming up.  By most measures, our economy is really
warming up. Yet not only are we not removing the bowl, we are
continuing to spike the punch –  just slowing down the dose a tad.
Why? 
We have heard most of the reasons. Inflation is not yet a threat;

wage growth remains sluggish; and we must make absolutely
certain that the recovery takes hold. Meanwhile, for those with a
degree in economics, it’s all about something called the “output
gap”. These are all valid considerations. Yet monetary policy
works with a 12- to 24-month lag. So, what are the men and
women of the Bank of England’s various policy committees
telling us? Are they saying that the economy is not only fragile
today but that it will continue to be so two years hence?
Alternatively, have the money gods abolished the concept of lead
times – or are lead times just inconvenient to the mortals of the
moment? Will we only be certain that the party has got going
when everyone is falling down drunk? 

Fragile by design 
There is another possibility: perhaps our banking system is not

yet able to stand on its own two feet. Perhaps the financial reforms
enacted with fervent fanfare are not up to the job. Maybe, just
maybe, those tough new banking rules called Basel 3 were so
watered down by lobbyists that they now provide little protection
to a financial system facing a rise in rates. 
Of course, it was not supposed to be this way. Did not the

G20 meet and direct that effective banking reforms be put in

place? Yes. And did not the new rules soon materialise in the form
of Basel 3? Yes. And haven’t most banks already reached the
globally agreed minimums? Yes. So surely the system must be
sound and secure, right? Err, no. Why? 
The single biggest contributor to the recent crisis was excessive

leverage in the banking system. Banks funded their risk-taking
with a maximum of debt and a minimum of equity. When risks
went wrong, there was too slim a sliver of equity to take the hit.
When the inevitable losses came, authorities faced a terrible
choice: let the banks go down, and possibly the economy with
them, or step in and bail them out. They stepped in. The large
banks, they judged, were just too big to let fail. They would bail
them out this time but vowed to adopt new rules such that next
time the busted banks could go down without taking the taxpayer
and economy with them. 
Among the rules adopted were:
1. more loss-absorbing equity (capital) for each given level of
risk-taking;

2. an overall cap on bank leverage;
3. agreement in principle that if shareholder equity proved
insufficient to absorb the loss, then bank bondholders would
share the pain.

In addition, governments agreed to develop a cross-border
resolution regime to wind up more efficiently the global activities
of a failing banking behemoth. It was understood that it would
take time to align the many laws governing bankruptcy in each
nation. Meanwhile, the most systemically important banks were
given two years to come up with “living wills” – detailed plans of
their own by which their far-flung operations could be safely
wound up. Taken together, these steps were to banish for ever the
problem of “too big to fail”. Good plan, pity about the execution.
Unfortunately, the minimum capital requirements were set so

low that the level of banking leverage remains excessively high.
Indeed, the Basel 3 rules permit banks to balloon their balance
sheets to 33 times the amount of their loss-absorbing equity. Put
another way, a mere 3 per cent decline in bank asset values
would wipe out 100 per cent of bank capital. In theory, bank
bondholders stand next in line to take the hit. But with a slender
sliver of equity between bank losses and forced conversion, how
long do you suppose they are going to stick around to find out
whether the theory is correct? Meanwhile, that global resolution
regime is proving predictably problematic. And as for the “living
wills” mandated for the big banks – all 11 of those submitted were
recently rejected by the US authorities as unconvincing. The sad
fact is this: Basel 3 is a busted flush. 
Our heroic central bankers have admitted as much, albeit

indirectly. First, they acknowledge that they have yet to abolish
“too big to fail”. Second, they have mobilised stress tests to prod

Economies may be showing signs of improvement after the 2008 crisis but Robert Jenkins
explains why central bankers are worried that underlying problems have yet to be resolved 
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the banks into preparing for the next round of troubles. Not
surprisingly, the potential loss assumptions built into the stress
test scenarios go far beyond those implied by the various Basel 3
capital requirements. In Europe, the authorities are also
rechecking the degree to which bank balance sheets are correctly
valued. This “asset quality review” is a welcome attempt to ensure
that hidden losses are flushed out, and recapitalised, before the
next wave of troubles hits. Finally, western regulators are trying
to understand better the wild world of investment flows – capital
movements that might just be too complex to control and too
overwhelming for the meagre bank buffers to withstand. It is
proving a sobering exercise. 

Rate rise? Don’t hold your breath
All of this leaves the central banker between a rock and a hard

place. He knows rates must eventually rise but is unsure as to the
market consequences of the move. He knows the economy is
recovering but remains vulnerable, not so much to a rate rise itself,

but to the impact such rises might have upon an excessively
leveraged banking system. The result is a two-pronged approach.
On the one hand, it is full
steam ahead in building some
additional buffers through the
stress test programme. On the
other, it is making every
conceivable excuse to delay a
rate increase. Until the former
is concluded satisfactorily, the latter will be the order of the day.
As in the dark days of the downturn, monetary policy is yet again
hostage to financial stability concerns.

Robert Jenkins is a Senior Fellow at Better
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Business School. He recently served on the Bank of
England’s financial policy committee. 

‘The sad fact is this:
Basel 3 reforms are
a busted flush’ 

The house that debt built
Atif Mian and Amir Sufi look at why housing affects economic activity and show how
movements in house prices have a strong effect on household spending 

Strong house price growth fuels economic activity during
expansions, and the ensuing slowdown in housing often precipitates
severe crashes. Almost every severe economic downturn in
advanced economies over the past 85 years was preceded by a real
estate boom: among them are the Great Depression in the US, the
Lost Decades in Japan and the current economic malaise that plagues
Spain today. Our research, summarised in our recently published
book, House of Debt, shows that this relationship is causal:
movements in house prices affect real economic activity such as
spending and employment. 
Policy makers throughout the world now recognise this fact, and

many are paying close attention to housing markets. In Britain, house
prices have risen sharply over the past 16 months, sparking worries
of an unsustainable housing boom. The Bank of England,
recognising the relationship between such housing booms and
subsequent economic catastrophe, has implemented restrictions on
mortgage lending in an attempt to cool the market. Central banks in
Israel and South Korea, among others, have also used limits on
mortgage lending to cool housing markets in the past.
While the fact that housing affects economic activity is clear, the

underlying economics explaining just why housing affects the
economy are not. And an understanding of the economics is crucial
as policy makers increasingly target excessive mortgage lending
during real estate booms. 
Why should house prices drive economic activity? One reason is

obvious: a rise in real estate values induces construction of  buildings
and homes, which contributes directly to economic growth. But

residential investment is not a large component of economic growth
for most advanced economies. We need to look beyond construction
to understand why housing affects the broader economy.
The other reason is more quantitatively important, but also harder

to explain: movements in house prices have a strong effect on
household spending. In 2005 and 2006, our research shows that
house price growth in the US increased household consumption by
1.3 per cent of GDP. The dramatic decline in spending when house
prices crashed was instrumental in both the initiation and severity of
the Great Recession (see Mian A, Rao K and Sufi A, ‘Household
balance sheets, consumption and the economic slump’. The
Quarterly Journal of Economics, 128 (4), 1,687-1,726).
Most call the effect of house prices on spending a “wealth effect”,

and a common estimate is that households spend about
4 cents to 7 cents out of every dollar of house price appreciation.
Symmetrically, households cut spending by a similar amount when
home values fall.
But this effect is theoretically puzzling. Why should people

feel wealthier when their home values rise? A rise in the price of
a home is also a rise in the cost of living. For example, consider
a young couple who own a small apartment but want to buy a
bigger home in the same neighborhood. A rise in real estate prices
in their neighborhood is a bad thing for the couple – they need to
increase their spending on housing in the future. A higher price of
housing makes them feel poorer, not richer. This is what makes
housing different from a stock or bond; housing is an asset we
directly consume and so a higher price also means a higher 




