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Accepted 10-07-2023 for a “hard-landing” recession. Few seem to expect a “no-landing” scenario, in which the economy remains
Available online 18-09-2023 untroubled by rising interest rates—a fashionable opinion just weeks ago and one which itself supplanted

a common view in late 2022 that a mild recession was certain. When the banking panic struck, no one had
the slightest idea what the Federal Reserve would then do with interest rates in March—some investors

Key Wotds'. . expected a rate rise, some no change, some a cut—and the next few meetings looked equally unpredictable.
Financial Crisis s . oo .
Perhaps the world is simply more volatile. In the past year, Europe has seen its biggest land war in seven
Bank Runs . .. . . . .
Liquidit decades, supply-chain snarl-ups, an energy crisis, and a period of banking turmoil. Each recession teaches
iquidity

us something; global financial development evolves as we manage the various recessions. In this paper,
we have found out that the recession of 2007-09 and the 2023 banks run had many things in common;
e.g., unemployment rose, there were mass lay-offs and similar trends were there in respect of their effect
on productivity. The earlier recession spread globally, but the recent banks run was limited to the US and
Credit Suisse banks. The previous recession was caused because of risky mortgages but the current banks
run was caused due to liquidity problem faced by the banks which held, the so-called, highly safe but
illiquid treasury bonds, which were long-term bonds issued when the inflation was lower and the interest
rates were lower but when the Central Bank raised the rates, there were no purchasers to buy those bonds,
as at that time government bonds were available at a very discounted rate due to high inflation. This caused
liquidity problems in the banks and they were not in a position to pay the money to the depositors who
en-masse applied for withdrawal, following a sentiment of distrust in them.

Yet there are also deeper, structural changes at play. The first relates to covid-19 disruptions. The world
lurched from crashing to soaring growth as lockdowns came and went. This has played havoc with the
“seasonal adjustments” common to most economic numbers. In February the Bureau of Labour Statistics
changed the factors that it applies to inflation, which makes interpreting monthly rates much more difficult.
Annualized core inflation in the final quarter of 2022 “increased” from 3.1% to 4.3%. It is also harder than
normal to understand euro-zone inflation. Do not be surprised if the global economy remains sfumato for a
while yet.
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1. Introduction forcefully than in Finance? The world has witnessed
unprecedented exponential growth in cross-border asset
flows and holdings by non-financial institutions and banks
after the generalized removal of capital controls in the
* Corresponding author. 1970s and 1980s. This has been more prominent among
E-mail address: bbdave 100 @outlook.com (B. Behari). industrialized countries than others. Among the emerging

In no other area have globalization and integration
progressed in the last two decades more quickly and
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countries, financial integration has been lower, though
still significant, probably due to their less developed
financial markets.!”’ Financial integration has peculiar
characteristics and it differs from other economic activities
because of the presence of greater information asymmetry
between borrowers and lenders. Lenders put their money
at risk without the benefit of the same information on the
quality of the project and of the counterparts that borrowers
enjoy. The more the information is asymmetric, the more
the financial sector is inefficient and risky. Regulatory
and supervisory policies have a major impact on the size
and the nature of information asymmetries, e.g. disclosure
requirements for securities, bank capital regulation etc. Such
information asymmetries are more pronounced across the
frontiers since countries possess individual legal systems,
regulatory arrangements, and social and moral habits that
are relatively foreign to foreigners. However, financial
integration is not always associated with information
asymmetry. For large transnational financial & non-financial
agglomerates the asymmetry of information is not a problem
as they are able to gain local knowledge; rather, on the other
hand, their presence improves market management practices
in the host countries. The global financial crisis of 2008,
after one a half decade, was followed by the sudden bank
runs in some banks in the US and Credit Suisse Bank of
Switzerland. But both the crises were different from each
other in many respects and some features were equipollent
as in typical recession situations. The current banking crisis
brings to mind the similar global phenomenon that occurred
in 2008, similarly gestated in the US banking system. 81!

2. Differences: 2008 vs 2023

1. 2008 was a global crisis, but the present one seems
regional. Without forgetting that an institution with
global systemic risk has already gone bankrupt, Credit
Suisse, the 2008 crisis was totally global because
the relevance of the Lehman Brothers collapse was
too regnant. Today we are facing a somewhat more
local or regional crisis. The effect seemed similar
and could have been sweeping, but so far it has
been contained. Definitely, we cannot compare the
collapse of institutions like Silicon Valley Bank or
Signature Bank with that of Lehman Brothers. This last
institution was 158 years at the time of its bankruptcy,
but because it was considered at that time the second
largest bank in the country with assets of 650 billion
dollars and one of the 5 largest banks in the world.

2. Unconditional monetary support in 2023. The United
States was willing to give as much money as possible to
maintain the stability of its financial system, something
that did not exist in 2008.

3. Global coordination, but limited in 2008; today a
single financial circuit. In 2008, the central banks
implemented global coordination to face the crises

that were unleashed after the collapse of Lehman
Brothers, but in the end, everything was the regional
responsibility of each respective monetary institution.
Today the central banks have announced the largest
monetary operation in modern history. Thus, the place
where it is required will have a massive presence of
the central banks of the world’s powers, there are no
borders to face the crisis, and no part of the world, no
matter where located, is not covered.

4. Banks are no longer too big to fail, but they don’t do
it alone. Let’s take a moment at what happened with
Credit Suisse, and at the same time, let’s go back to
2008. In that year it was said that several more banks of
the giants must have failed, not just Lehman Brothers.
But the argument was that there were banks that were
too big to fail, and they were bailed out somehow.
Today we know that Credit Suisse, one of the largest
in the global system, went bankrupt. However, it is
striking that the bankruptcy was operated on a weekend
by the government of the country. Unlike in 2008,
today banks are no longer too big to fail or it doesn’t
matter that they are. But they do not go bankrupt
alone, the governments and monetary systems of the
respective countries operate behind them. to ensure the
stability of the financial system as a whole.

5. Solvency crisis of 2008; liquidity crisis in 2023. The
two banking crises appear to have had different origins;
In 2008, the bankruptcy of Lehman Brothers was
caused by its insolvency as it did not have the resources
to cover the excessive indebtedness, and the registered
losses. In 2023 it has been pointed out that at least
the Silicon Valley Bank and the Signature Bank did
have the necessary solvency, but not the immediate
liquidity, which leads us to a point that is recorded
in the similarities and that, ultimately, led to the same
result: the bankruptcy of banks.

3. Similarities

1. Central banks stopped being passive. Until before
2008, central banks seemed to live in another world,
one in which crises seemed to be alien. Bernanke
precisely faced the 2008 crisis as head of the Fed and
if he did anything it was to get the organization out
of that “old world”, which marks the beginning of the
era of central bank interventions in crises. The big
question is, without those interventions, what would
have happened? Everything seems to indicate that the
crises would be much deeper. As we know, today
the central banks have decided on participation and
everything indicates that this will be the case in the
future also if any incident happens.

2. Rates, and effects in both periods. In 2008 the Fed had
finished its bullish cycle and the effects were felt in the
mortgage sector; today the Fed is also escalating and
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the effects are being felt in the banking sector. When
the Fed moves its rates, and indeed when any central
bank does, there are always consequences.

3. Poor regulation. Neither in 2008 nor in 2023 did
the regulations seem to prevent what was to come or
at least they did not do it with sufficient preventive
force. In 2008, everyone wondered how the authorities
didn’t realize that Lehman Brothers was headed for
the precipice. The same question is asked today by
the markets, no one could have prevented what could
happen to the regional banks of the United States. One
thing is clear, the recurring crises are a symptom that
things are not going well in the global economy, and it
is something that is several years old, if not the entire
present century.

A general slowdown in economic activity is characterized
by, a downturn in the business cycle, a reduction in
the number of goods and services produced and sold,
unemployment, major layoffs, and labour productivity.
These are all characteristics of a recession.

4. The Financial Crisis of 2007-°09.

The financial crisis situation which occurred during 2007-
09, had the characteristics of the previous episodes of
financial instability and also some of the characteristics
specific to it. Seen from this angle, the crisis was not a new
phenomenon but an acceleration of the then-existing trends.
For example, views about the nature of the mortgage crisis
are divided between those who stress its novel character and
those who emphasize the many things it had in common
with the earlier episodes of financial instability. '>~!8

This crisis originated from unprecedented real estate &
its securitization. Traditionally real estate finance had been
carried out through relatively unsophisticated instruments
maintaining a close link between the borrower (the
household) and the financier (the banks). The loans used
to remain in the bank’s balance sheets as they are, based
on fixed or floating interest rates. This could ensure ex-post
monitoring of the borrowers. But in the new form of the
business, these mortgages were packaged in sophisticated
commercial instruments and derivatives and were dispersed
widely throughout the country (the US) and across the
globe. This resulted in the rapid spread of the risk too far
many institutions and many countries. Because of the spread
of the risk to many and better allocations, the system became
more efficient and more resilient to shocks. In practice,
this encouraged the banks & other financial institutions to
expand their mortgages to cover even increasingly risky
homeowners, using Special Investment Vehicles to escape
the proportionate increase in their capital. Moreover, they
tended to underestimate the risk of the loans made over to
subprime. This was because these mortgages had a ready
market for their quick securitization and passing over to

other investors. These secondary player firms and banks
were not aware of the quantum of the risks purchased by
the originator firm or bank and they solely relied on the
benevolent credit rating agencies. The financial crisis was
preceded by a prolonged period of price escalation of assets:
—stock and real estate witnessed continuous escalation of
prices in the global markets for about a decade before
the crisis in August 2007. The prices went beyond all
reasonableness and this fuelled further speculation and
consequent additional unrealistic increase in prices. No
investor could bet against the trend in the market. Another
example of the precedent similarities was that the period
of the price boom on the stock and real estate markets
was preceded by expansionary monetary policy and fast
growth of money and credit in both the developed and the
developing countries (for most of the 1990s and 2000s). All
these old and new features suggest an increase in the degree
of interdependence of the international financial system.
This system is now deeply embedded in the international
markets and has become the irreversible future landscape
of the global financial markets. This is evident from the
fact that, as per the latest estimates, about 40% of the
subprime mortgage segment in the US is ultimately borne
by investors in Europe and other parts of the world. In
other words, to an increasing extent, the supervisory and
regulatory environment of the originating country will affect
the risk profile of foreign investors.

(1) One of the most widely recognized indicators of a
recession is higher unemployment rates. In December 2007,
the national unemployment rate was 5.0 percent, and it had
been at or below that rate for the previous 30 months. At the
end of the recession, in June 2009, it was 9.5 percent. In the
months after the recession, the unemployment rate peaked
at 10.0 percent (in October 2009). Compared with previous
recessions, the higher proportion of long-term unemployed
(those unemployed for 27 weeks or longer) in the 2007
recession and its post-recession period is notable as depicted
in Figure-1.

Compared with the unemployment rates of other
industrialized countries, the U.S. unemployment rate was
higher than a few and lower than most other countries before
the start of the recession. By the end of the recession,
the U.S. unemployment rate was higher than most other
industrialized countries, and it remained so in the months
following the recession.

(2) The number of job openings, or unfilled jobs, is an
important measure of the unmet demand for labour. In the
months before the start of the recession, the number of
job openings, which reached a pre-recession peak of 4.8
million in March 2007, began to decline even while nonfarm
employment continued to increase to a peak of 138 million
in January 2008 (the month after the start of the recession).
During the recession, the number of job openings decreased
by 44 percent while employment declined by 5 percent
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Fig. 1: Unemployment rate and long-term unemployment rate,
January 1948- December 2011, seasonally adjusted

over that same period. A month after the official end of
the recession, in July 2009, the number of job openings
declined to a series low of 2.1 million. Since then, the
number of job openings has trended upward and it has
been over 3.0 million each month from May to October
2011. Employment reached its recent low of 129 million in
February 2010 as shown in Figure-2.
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Fig. 2: Job openings and employment, January 2001-october 2011,
seasonally adjusted

(3) Mass Layoffs were another characteristic of the
2007-09 financial crisis. A mass layoff occurs when at
least 50 initial claims of unemployment insurance are filed
against an establishment. During the recession of 2007-09,
employers took 3059 mass layoff actions in February 2009
involving 326,392 workers, both of which are very high.
Figure-3 shows the number of Mass Layoff events from
1996 to 2010. Maximum lay-offs took place during the
recession period i.e. 2008-09.

(4) Consumer expenditure is another factor that is
adversely affected by a recession. In constant 2010 dollars,

Mass layoff events and initial claimants, January 1996-December 2011,
seasonally adjustd
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Fig. 3: Mass layoff events and initial claimants January 1996-
December 2011, seasonally adjusted

average expenditures per consumer unit (in ordinary
language: "households") were $46,119 in 1984, and they
peaked at $52,349 in 2006. Since the recent recession
started, average expenditures (in constant 2010 dollars) have
dropped from $52,203 in 2007 to $48,109 in 2010.

(5) Productivity fall, though, is not a rule during a
recession. In 3 of the 11 recessions, the output fell more
than the labour input in the non-farm sector, leading to a fall
in labour productivity. Productivity may increase sometimes
in recessions with a fall in labour input. This occurred in 8
of the 11 recession times, including in the 2007-09 recession
as shown in Figure-4..

Productivity, output, and hours worked during recessions, nonfarm business sector,
quarterly periods during recessions, 1948—-2009
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Fig. 4: Productivity, output, and hours worked during recessions,
nonfarm business sector, quarterly periods recessions, 1948-2009

5. The Recent Bank Crises (2023)

Once again, we must confront the reality that the rules of
finance are going to change. This time, the restructuring
of finance looks less likely to be about a big new set of
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rules than about a deeper change in the political mindset:
an acceptance of a mercantilist form of finance. We could
be slithering toward a new form of financial capitalism, one
laden more with peril than with promise. That won’t happen
overnight. Especially in the banks themselves, the accent
for the moment is on survival rather than revolutionary
ideas. Indeed, for financiers rather than politicians, the new
normal can be summed up in one phrase: back to basics. If
the 2008-"09 crisis was all about the quality of assets, the
focus this time is on liquidity. They just did not have enough
ready cash to cover the long line of depositors suddenly
wanting their money back. But blaming everything on a
sudden liquidity crunch lets SVB and Credit Suisse off
the hook. Depositors only wanted their money back in a
hurry when they don’t trust their bankers. And when it
comes to trust, SVB and Credit Suisse got some fairly basic
things wrong. The most interesting change may be some
redefinitions of what banks are. American regulators chose
to concentrate on monitoring the balance sheets of big banks
that were “too big to fail.” Staggeringly they concentrated
their stress tests on banks with more than $250 billion in
assets. Mid-sized institutions like SVB (with aeests just over
$200 billion) also did not need to meet the same liquidity
ratio, thanks to a Trump administration rule change lobbied
for by SVB’s CEO and others. The other much bigger class
of entities are all the non-banks that do versions of lending,
including private equity firms, venture capital firms, hedge
funds, and the host of special purpose vehicles that finance
has invented to get around banking rules.

As far as unemployment rates are concerned, with the
rise in rates by the FED hawkishly, the unemployment
rate came down instead of increasing just like the previous
recession of 2007-09. The following figure-5 depicts this.
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Fig. 5:

Like in the 2007-09 recession, the non-farm payroll
growth was about in line with the expectations but showed
that the jobs picture is in the early stages of a slowdown. The
unemployment rate ticked lower to 3.5% with a decrease
coming as labour force participation rate increased to its
highest level since covid. Though it was as economists
expected, and came amidst efforts of the Federal Reserve
to slow labour demand in order to cool inflation. Figure-6 is
showing the feature in graphical form.

Monthly job creation in the U.S.
January 2022 through March 2023

,,,,,

Fig. 6:

5.1. Mass layoffs during the 2023 Bank Run

15.5 million people In the United States were laid off
in 2022. Layoffs have significantly increased over the
past years. The mental pressure faced by the employees
due to the layoffs has also increased tremendously. Most
employees in their youth face the dilemma of being laid off
by their company. The recession and the poor performance
of the employees are the major contributors to the layoffs.
Big techs in their effort to build a strategic resistance to an
assumed impending recession have indulged in rampant and
extremely fast-paced layoffs impacting a whopping 102,943
workers in the US job sector, according to a report published
by Layoffs.fyi. The report has further informed that the
numbers of layoffs in January 2023 were twice as many as in
December 2022 and an almost five-year rise since 2021. The
massive layoffs come as consumer and corporate spending
shrink due to high inflation and rising interest rates. The lay-
offs by the major Tech-Companies in America are shown
graphically in Figure-7 below. 82!
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Consumer expenditure during the period from 2020,
however, has recorded a minimum increase. The following
graph (Figure-8) indicates the same.

The effect on productivity during the years 2020 to 2022
was mixed, due to rising in the rates by the FED reserve.

We are, therefore, seeing the birth of a new form
of financial capitalism — banks are becoming more
intertwined with governments, and governments are picking
winners and trying to back the industries of the future. Some
people will do extremely well out of this. Politicians will no
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doubt welcome it because it increases their control over the
economy. Perhaps we will look back on these few weeks
as the time when the era of free market truisms ended —
and Western governments decided that finance was their
territory.

The 2008- ‘09 crisis also had widespread implications as
far as the various Central Banks’ Policies are concerned. As
lenders of the last resort, the Central Banks are the first line
of defense for financial stability in a crisis situation. With the
evolution of big financial conglomerates and the complexity
entering into their way of working like the invention
of newer financial instruments for trading, sophisticated
derivatives, and the launch of SIVs, the need for the Central
Banks to increase interaction among them has increased.
Banks all over the globe have responded almost similar to
the crises. They have broadened their policy by opening
gates for accepting a wide range of collaterals and by
dealing with a large number of banks and even non-bank
counterparties. In doing so, the central banks have decided
to accept more risk in their balance sheet. The mortgage-
backed securities also became acceptable to the banks as
collaterals in many countries. A generalized move towards
broad central bank refinancing practices seems inevitable.
This crisis demonstrated that a liquidity crunch can have its
genesis anywhere in the world and the money markets can
fail to require state intervention.

Another issue is the need being felt to review the role of
the central banks in targeting inflation directly. The crisis
has demonstrated strongly that direct inflation targeting is
not always the best possible policy. The central banks have
to adopt a more elaborate framework, responding to money,
credit, and financial market indicators in a more systematic
way.

5.2. The Future of financial regulation

The global financial turmoil has brought into focus the
need to rethink many aspects of financial market regulation.
There is clearly a need to redesign the regulatory structures
for the increasingly complex financial system in order to
ensure greater transparency in the financial markets &
institutions. These regulatory issues have greater relevance
for the developed economies as compared to the emerging
economies as the former try to put their financial systems
back on their feet and prevent further collapses. For
emerging economies, the need is to rethink the financial
development paradigm & right lessons they learn from the
Crisis.

5.3. Dealing with the increasing complexities of
financial markets

As discussed above, the financial landscape of the markets
has undergone irreversible change becoming more complex
and intertwined. Even if the financial instruments and
derivatives found responsible for this crisis are abandoned,
many other SIVs and complex derivatives will be invented.
The financial institutions of every country have gained
broad reach both domestically and across the border.
Regulating these institutions as unified entities may make
more sense than regulating them individually. The reality
is that even the best-conceived regulation has its limits.
One important lesson from these crises in the US is that
instead of addressing only a handful of banking & non-
banking institutions and tight regulation of just a part of
the financial system can worsen the situation as they will
distort the market discipline. Their liquidity positions and
debt structures must also be monitored ensuring 100 percent
liquidity to meet the demands of the depositors at any time.

5.4. Managing financial development with financial
innovations

Financial development differs significantly from exotic
financial derivatives. Financial development will entail
developing such financial markets where innovative
financial intermediaries can be effectively dealt with and
channeled into productive investment. This will involve
fostering a broader range of markets, including corporate
bond markets and exchange-traded currency derivatives.
This is especially true for the countries which have lesser
developed financial markets & emerging economies where
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the issue of ‘Financial Inclusion’ of the rural deprived
population is offered opportunities in the markets promoting
entrepreneurship, savings instruments, hedging facilities to
manage risks, etc.

5.5. Stabilizing the emerging economies

In most emerging economies, the Central Banks target
inflation, and therefore the degrees of freedom in ensuring
the independence of the monetary policy get compromised,
especially in cases where the credibility is low. Most of
these economies suffered high rates of inflation during the
initial months from July 2008 to October 2008 (in India
it was running in double digits). Therefore, there are no
easy solutions to these problems of pro-cyclic fiscal patterns
in emerging economies. As far as the measures within the
country are concerned, the reduction of interest rates is a
viable option for increasing liquidity in the financial system.
But this is fraught with the risk of inflation shooting up and
also the devaluation of the home currency. Nevertheless,
many countries have halted the rate hikes and have also
taken other measures to increase liquidity in the system.
However, the approach of international agencies like the
IMF has been the same traditional way, extending short-
term liquidity facilities to countries that have a track record
of “sound policies” and sustainable debt burdens. This will
still make credit available to the countries that do not need
it. What should be done is to ensure coordination of the
central banks and lower the interest rates so that in the
future, counter-cyclical fiscal policies can be adopted. Also,
there is a great need to develop regional and global markets
where these countries can invest the large FOREX reserves,
they have accumulated.

5.6. Reforming the aid mechanism

Financial markets penalize policy weaknesses and mistakes.
For many emerging markets foreign finance has been a
mixed blessing. On one hand, it has permitted the fast
creation of fixed capital while on the other hand, it has
also been associated with crisis and development setbacks.
However, most of the markets have chosen a safer strategy,
with the cautious opening of domestic capital markets and
an emphasis on stability. Their development policy has
emphasized modernization and use of domestic savings and
the pursuit of macroeconomic stability with low and stable
inflation and exchange rates,

Poor countries have found it harder to resist external
finance in the face of limited domestic resources and
large needs. They are heavily reliant upon ODA in the
form of grants or cheap credits to build infrastructure and
provide needed education, health, and other social services.
But just like private capital, ODA is subject to sudden
stops and starts. And just like private capital, volatility
in ODA undermines its effectiveness as a tool to finance

sustainable development and therefore, high return, but long
gestation, projects are put off for fear that future funding
might be hard to come by. Aid volatility is also linked to
volatility in fiscal spending and volatility in real exchange
rates. Multiyear financial programming mechanisms should
become standard across all donors. And is best used when it
supports long-term development programs. That means that
donors should be prepared to provide predictable indicative
funding commitments for the duration of the program.

6. The Human Toll

Beyond this, of course, is the human toll — families whose
life dreams are destroyed as they lose their homes, their
jobs, and their life savings. If we are to maintain global
financial liberalization, with financial products moving
easily across borders, we must be sure that these products
are safe and that the financial institutions who are selling
them can stand behind the products they create. The
global financial architecture hasn’t been working well.
But more than that, it is unfair, especially to developing
countries. They will be among the innocent victims of
the crisis that wears the “made in America” label. Even
countries that have done everything right — those which
have managed their economy with far better regulation and
better macro-economic prudence than the US — will suffer
as a result of America’s mistakes. Worse, the International
Monetary Fund has — at least in the past — demanded pro-
cyclical policies (raising interest rates and taxes, lowering
expenditures when an economy goes into a recession), while
Europe and America do just the opposite. The result is
that capital flees developing countries in times of crisis,
reinforcing the vicious cycle.

7. Flawed Governance Structure

There is mounting evidence that developing countries may
require massive amounts of money, amounts that are beyond
the capacity of the IMF. The sources of liquid funds are in
Asia and the Middle East. But why should they turn their
hard-earned money over to an institution with a failed track
record; one which pushed the deregulatory policies that
have gotten the world into the mess where are in now; one
which continues to advocate the asymmetric policies which
contribute to global instability; and one whose governance
structure is so flawed?

8. Concluding Remarks

History remembers Paul Volcker as the slayer of inflation,
and Ben Bernanke as the crisis firefighter. Jerome Powell
and for that matter, all central bank governors are in danger
of having to play both roles at once — or, what may be
worse, to choose between them.

On the face of it, Powell’s Federal Reserve pushed
ahead with what’s been its policy for the past year
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— raising interest rates to bring down inflation — and so
did other major central banks. But in reality, everything’s
changed after a string of bank collapses sent tremors through
world markets.

The Fed only hiked by half as much as it was expected to
before the collapse of Silicon Valley Bank and the shotgun
takeover of Credit Suisse Group AG. The European Central
Bank followed through with its planned half-point hike but
backed away from giving much guidance as to what comes
next.

The basic problem for monetary chiefs is that, in
extremis, policy prescriptions for taming prices and
bolstering banks point in opposite directions. To get
inflation down, central banks jack up rates and withdraw
liquidity from the banking system. To short-circuit crises,
they shove money out to stricken lenders and cut the cost
of credit. And the danger is that they end up with the
worst of both worlds: A full-blown crisis that triggers
a recession. That would force central banks to abandon
the inflation fight before it’s finished, as they rush to
shore up a teetering financial system. The tension between
fighting inflation versus preserving financial stability is
now starker than at any time in the Fed’s history. For
tighter credit to take a decent-sized bite out of inflation,
the current crisis would have to take a significant turn for
the worse. And if that doesn’t happen, markets will have
to revise their estimates for the Fed’s policy path. Central
bankers are themselves partly to blame for the unpalatable
choices they now face. An extended period of low-interest
rates fostered complacency and risk-taking throughout the
financial markets and economy. That’s now coming to a
head as monetary policymakers ramp up rates to get on top
of an inflation problem, they were slow to recognize.

Silicon Valley Bank, the 16th-largest lender in the US,
didn’t make a ton of risky loans to homebuyers. Instead,
it loaded up on Treasury debt, supposedly the safest asset
around. But then it got hit by a double whammy. The Fed’s
rate increased the value of those bonds deep into the red
— while also hurting its depositor base in the tech industry.
As investors survey the debris, a credit crunch has replaced
stubborn inflation as the key risk.

Right now, the recession is the more immediate problem.
If the inflation goes up, the reserves should be taken out as
quickly as they were accumulated. The central banks should
pursue the agenda of making available liquidity in the
market through various means e.g. decreasing interest rates,
repo rate reduction, managing CRR, increasing government
investment in major development and infrastructure projects
etc. so that the requisite credit is available to the businesses
and confidence gets rebuilt, which measures will stimulate
the economies again. The regulatory structure that permitted
these events to occur will have to be redesigned. The
regulatory problem that needs to be solved is roughly

this: The public needs a conveniently provided medium of
exchange that is free of default risk or "bank runs." The best

way to achieve this would be to have a competitive banking
system with government-insured deposits.

But this can only work if the assets held by these banks
are tightly regulated. If such equilibrium could be reached,
it would still be possible for an institution outside this
regulated system to offer deposits that are only slightly
riskier but that also pay a higher return than deposits at
the regulated banks. The regulatory structure designed in
the 1930s seemed to solve this problem for 60 years,
but something else will be needed for the next 60. The
exact nature of action to be taken will vary from country
to country based on the peculiar characteristics of the
economy, the behavior of the public, and the regulatory
and legal system in place there, to regulate these spurious
lenders. Already these measures are being taken by many
central banks and the results of which will be tangibly
available to assess their effectiveness after some time, say
three to four months.

9. Source of Funding

None.

10. Conflict of Interest

None.
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