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“Over a protracted period of good times, capitalist economies tend to move from a financial structure dominated by hedge finance units to a structure in which there is a large weight to units engaged in speculative and Ponzi finance”

(Minsky 1992).

The mortgage or subprime crisis is the starting point in order to explain the present financial crisis, which Wray [2007], Kregel [2008] and Papadimitriu [2007] and other authors define as a Minsky type crisis.  Regardless of how to classify the development of the crisis from various theoretical points of view, this work intends to illustrate its manifestations and the scope of said crisis.  The financial crisis expressed in the “subprime crisis” becomes more complex due to the speculation process in the financial markets, which has led to the resurgence of inflation in the prices of energy, food, and consequently, other products.  In order to theoretically explain this crisis, it is necessary to consider Hyman Minsky’s (1982, 1986) financial instability hypothesis, in keeping with Keynes (1936) point of view.  According to this hypothesis, Kregel (2007) claims that the present crisis answers to the endogeneity of the financial system itself and to the way in which the financing process has evolved.     

Regarding this subject, we must mention Wilby [2008: A25], who makes an important statement by calling our attention to the fact that both the world oil shock of 1972-73, and the present one, took place after lengthy periods of global monetary expansion out of the balance sheets and a subsequent weakness of the dollar.  In the late 60’s and early 70’s, due to the growth of the Eurodollar market, and in the present crisis, due to the expansion of SIVs and CDOs.  Finally, what happened is due to the fact that since the Bretton Woods’ collapse, 88% of the financial transactions worldwide have been of the speculative type.  Before this, 90% of the same were of a commercial character and productive investments.  The speculative mobility of short-term financial capital constitutes the greater part of the 3.2 trillion dollars regarding the daily foreign exchange operations, more than double the amount than in 2003 [The Economist, March 22, 2008: 87]. 

In the present work, our study goal is to present a state of the art development of the subprime crisis; then, we will link this process with the Minsky hypothesis, and finally, we will focus on the characteristics of the crisis and its evolution.  The present paper develops thirteen points, aiming to give a clear description. 

1. The unbridled growth of new financial instruments allowed for the greatest speculation to take place in the international financial system since the 1929 crack.  Additionally we must take into account the participation of non-banking investors whose financial assets have also been part of the securitization process and of speculation.  The depth of the crisis and its development show that we are facing a financial crisis with specific characteristics which are nevertheless similar to those of the Great Depression.  The banking and financial crises have been an expression of the structural financial change that preceded the present crisis.  All of the above is the outcome of changing from regulated to deregulated finances in the framework of the deregulation process and the financial liberalization of the financial systems.  This process is supported by the financial innovation expressed in a Ponzi type crisis, such as the one mentioned by Minsky.   

2. Actually, the puzzle regarding the present financial crisis goes beyond the drop in housing prices or bad debtors.  Its root lies in the creation and expansion of securitization on speculative bases.  Some authors such as Guttman [2007], Boyer [1986] and Chesnais [2000], define this crisis as: “the first systemic crisis of a new finance-led accumulation regime and as such an important stress test for an entire infrastructure of financial markets underpinning this regime”.  The financial assets have acquired a life of their own, sowing uncertainty and growing risks in the global financial system.  The “irrational exuberance”, a phrase coined by Greenspan (1996), is a constant in the financial world.  Structured finances make up the axis of the development of the crisis.  The astounding increase of financial products, resulting from financial innovation, caused the financial fragility regarding the type of financing.  Furthermore, the speculative bubble grew.  The real-estate sector bubble resulted from the high speculation that took place in order to obtain income through the securities that financed the construction of the real-estate sector.  In short, when reaching a certain level, the increase in the valorization of capital through this type of instruments would cause a downward slippage in its value, and the subsequent credit crunch.  Thus, the reason for the present financial fragility is to be found in the crisis of structured finances, whose theoretical explanation can be based on Minsky’s hypothesis.  Hence the need for a new regulation of the international financial system.  

3. Financial fragility is greatly affecting the financial corporations whose subsidiaries may be found all over the world, mainly in emergent countries.  The repercussions in the financial system of countries such as Mexico, Argentina and Brazil, will be determined by the degree of foreign participation in said systems. The high prices of the export products of these countries (oil, minerals, wheat and soy) have generated abundant monetary reserves.  Credit to the private sector has considerably increased in some countries.  In Brazil and Argentina, according to the reports of their central banks, credit, both to the public and the private sector, is still growing, and the international financial panorama foresees financial problems regarding the public sector.  It must be said that, unlike Mexico, the foreign participation in their banks is not so important, and that they have public banks that may orient the credit policies to domestic investors with preferential rates.  Nevertheless, in Mexico, there is a distortion in the channeling of said funds since public policies and financing regarding development are not generating an endogenous growth process concerning generation of employment and a better distribution of income.  Additionally, the subprime issues that affect the head offices of banks such as Citigroup, HSBC, Santander and BBVA, will have a repercussion in Mexico.  

4. As the crisis will continue to have an effect on the prices of raw materials, the spending of consumers will keep on decreasing, and this will worsen the recession and the inflationary pressures.  The consequences of the crisis stemming from the price increase and their relationship with fiscal, monetary and financial policies is already evident in other countries.  Argentina is an example of the distortion between its fiscal policy and its social spending.  On the other hand, Spain is not far behind regarding the brutal fall of apartment prices and the loss of jobs in the construction sector.  We may also add the issue of the increase in fuel prices, the increase in overdue receivables regarding mortgage loans, and the bankruptcy of the financialization system due to securitization.  

5. What we are witnessing is the collapse of the securitization process focused on structured finances, the result of financial deregulation and liberalization.  Financial innovation, the economic cycle, and speculation due to securitization have made up a very unique crisis, which combines a depreciation of the overall global equivalent, inflation regarding several products and the food crisis.  Securitization has been studied by many authors; some of them are: Schumpeter (1912), Keynes (1936) and Minsky. The latter, in Can “It” Happen Again? (1982) and in Stabilizing an Unstable Economy (1986) has become a mandatory reference in order to explain how the present economic instability was originated.  The financial fragility and the financial instability are related to the economic cycle and are the cause of the financial crisis.  After Minsky, many authors have studied in depth the causes of the financial crises during the last three decades.  Especially, Kregel (2007b) and Wray (2008) have closely followed the hypothesis of financial instability.

6. Securitization of financial assets has been analyzed by several authors, Crotty among them [“The Golden Age”, 2004].  Likewise, Epstein refers to financialization as “the increasing importance of financial markets, financial motives, financial institutions, and financial elites in the operation of the economy and its governing institutions, both at the national and international level [Epstein 2001, p.1]”. Epstein even says “… I define financialization as a pattern of accumulation in which profits accrue primarily through financial channels rather than thorough trade and commodity production [see Arrighi, 1994]”. What is the most important evidence for financialization or how should this evidence be evaluated? Palley adds that the process of “... financialization has changed the structure and operation of financial markets, and most existing theoretical studies of financialization examine how these changes (particular regarding credit availability) impact macroeconomic outcomes and the business cycle…. financial markets are at the heart of the financialization process, and this suggests there is an urgent need to restore effective control over these markets [Palley, 2007:26]”.

7. Considerable losses suffered by banks such as Citigroup HSBC and Santander.  Large banks, especially American ones, registered a substantial contraction of their profits in 2007, due to the fact that they indiscriminately granted long-term loans at floating rates, and in many cases they did not abide by their own standards.  According to figures submitted by the Federal Reserve (Fed), in 2007 the profits of the 15 largest banks in the USA fell by 34.8 billion dollars, the most significant loss in the history of the banking system; even though they were in the black, several banks were on the brink of registering annual losses; during the last quarter of 2007 and in the first quarter of 2008, many such institutions had already sustained losses.  Among the more important institutions that have had to be rescued by their central banks or ministries of finance, are Northern Rock (UK), Bear Stearns (US) and IKW (Germany). 

8. Citigroup, a main placer in the SIVs market, suffered losses amounting to 9.8 million dollars in the last quarter of 2007, its worst upset for this period in 196 years.  In the same period, for the preceding year, it had registered a net income of 5.13 million dollars dd. Besides, it reduced the value of certain assets by 18.1 million dollars.  For the 2007 fiscal year, the earnings of Citigroup (3,617 million dollars), were 83% less than in 2006.  [The Economist, March 22, 2008: 70].

9. Intervention of sovereign-wealth funds.  In January 2008, Citigroup and Merrill Lynch were experiencing serious capitalization difficulties.  These institutions received funds from both private investors and the governments of Japan, Korea, China, Singapore, Saudi Arabia and Kuwait, in the amount of 21,100 million Dollars.  So far, this has been the largest capital transfer to US banks.  The increase in hedge funds, private capital funds and sovereign-wealth funds, changed the balance of the global financial system.  Just as the rest of the world finances, the sovereign-wealth funds are also characterized by a lack of transparency regarding their investment strategies, which makes them suspect due to the possibility of political intervention.  Among these funds, the most important are: Korean Investment Corp., Mizuho Financial Group., Government of Singapore Investment Corp (GIC) and Kuwait Investment Authority [The Economist, February 9, 2008: 81].   

10. Movements in the central bank’s reference rate and liquidity input in the financial markets.  During the first quarter of 2007, the Fed did not change its federal fund rate which was at a 5.25%, but from September 2007 to April 2008, seven cutbacks set it at 2%.  Even though Bernanke insists that this measure would stimulate the economy, the general opinion is that its purpose was to bail out the stock markets.  Unlike the Fed, the ECB has kept its reference rate at 4%, arguing that when there is turbulence in the financial markets, it becomes even more important to control inflationary pressures.  Other central banks such as the ones in the UK and Canada have lowered their reference rates but to a lesser degree than those in the US.

11. In answer to the credit crunch that followed the onset of the crisis and the consequent increase in short-term interest rates, the Fed, the ECB and other central banks, injected liquidity into the financial markets in order to facilitate their operations, due to the extraordinary financing needs of said institutions.  The Fed made available to the banks historic liquidity amounts, more than 400 million dollars, and opened its discount window to investment banks for the first time since the 30’s.  Thus, it became the lender of last resort (LLR) not only for commercial banks, but also for investment banks and brokers, and it accepted as collateral mortgage-backed securities.
12. The declining value of the dollar vis-à-vis the strongest currencies such as the euro and the yen.  The dollar is still playing a key role throughout the world, but in the future, a new distribution of global economic power may arise, due to the fact that the ability of the financial authorities in the US to stimulate its economy is based on the willingness of the rest of the world to accumulate more dollar reserves.  This situation may be modified due to the present circumstances.  The above mentioned sovereign-wealth funds could lead to large scale movements in the foreign exchange markets (carry trade).  Due to this and other reasons, the dollar may continue to fall, bringing about serious repercussions in the financial system and in the world economy.  The lowering of interest rates in the US has brought about a depreciation of the dollar vis-à-vis the euro, which is close to 80%, as it went from .88 to 1.60 dollars.  The depreciation of said currency exacerbated the rise in the price of oil in Dollars.
13. The high prices of food and energy is related to the financial crisis, as it is greatly due to the fact that investment funds have placed a considerable amount of their capital in assets such as raw materials as coverage against the weakness of the dollar, inflation and financial markets volatility.  The rise in the international prices of food, derived in part from the high prices of oil, could result in famine affecting developing countries and the most impoverished sectors of the emerging economies.  Between March 2006 and March 2008, the international food prices increased in average by 139%.  As to oil, its prices doubled during the year that ended in April 2008.  All these issues worsen the financial crisis.
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