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The making of a financial crisis
manias, panics and crashes

Starts with
Previous 
Financial 

Crisis

•Central 
banks lower 
interest rates 
and inject 
liquidity to 
fight the 
crisis

Credit 
Expansion

Mania(s)
start

•Excess 
money 
creates 
inflation in 
real and 
financial 
markets

Speculative

bubble

•Mania leads 
to asset price 
bubble – high 
returns attract 
more 
investors

•Banks lend 
aggressively 
to speculators

Bad news     

Panic!

Bubble
bursts

•Bad news 
make 
investors 
nervous

•Panic 
selling 
brings asset 
prices down

Borrowers
default     

Collateral
loses
value

•Heavy 
losses lead 
to default

•Lower asset 
prices lead 
to high 
banking 
losses since 
collateral is 
worthless

Banking
and

Financial
Crises

Credit
crunch

•Banks collapse

•Credit is 
severely 
restricted

•Real-side of the 
economy enters 
in recession: 
more banking 
losses
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What happened this time?  (the manias)
• Excess liquidity to fight:

– LTCM, Russian debt and other late 1990’s 
crisis

• Nasdaq / TMT technology bubble bursts 
in 2000

• More liquidity injected
• Several bubbles appear

– Real Estate (ex: US, UK, Spain)
– Credit Market 

• Aggressive and reckless lending
• Deterioration of credit spreads

– Structured Credit Products
– Some sovereigns allowed excessive 

borrowing – in turn allowing for reckless 
spending (including taking long-term 
commitments)
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What happened this time?  (panic)
• Where did the panic came from?

– Subprime Mortgage Lending
• Why was it so serious?

– Exposures to subprime were spread via 
securitisation

– Mortgage Backed loans repackaged into 
highly leveraged Special Investment Vehicles

• Which were financed by 6 month 
Commercial Paper

• Panic lead to a complete stop in this and 
other interbank markets

– The impressive growth of credit derivatives
– Inadequate regulation and supervision

• Sovereign debt crisis
– GIPSI’s ….
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Regulation and Supervision
• Regulation

– Risk-based capital standards
– In Basel II banks measure their own risks

• Helped by Rating agencies
– With IAS/IFRS banks mark-to-market their 

exposures
• When market goes up exposures 

decline and capital goes up, but when 
the market goes down….

• Supervision
– Reactive
– Trusted Rating Agencies and Auditors
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The Future
• What has changed in the Regulation / 

Supervision?
– In 1932 a sequence of financial crisis 

was stopped by new and stringent 
regulation

– The market was stable until the 
deregulation of the early 1990’s

– What about today’s response?
• Is “Basel 3” enough?

– More capital on top of inadequate risk 
measurement inherited from Basel2 ?!!

• When do we regulate credit 
derivatives?

• Incentive mechanisms in banks still 
encourage risk-taking

• Have the lessons been learned?
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What about Portugal?
• 2004-06 J.M. Barroso as Prime-Minister 

imposes budget stabilisation on top of 
Government agenda

• 2006 – Socrates becomes Prime-Minister
– 2006 Luís Cunha as Finance Minister

• the Bank of Portugal upwardly revises 
Barrosos’ deficits

• Budget stabilisation on top of the agenda
– 2007 -11 Teixeira dos Santos as Finance 

Minister
• Officially reached the “lowest” deficit ever 

in 2008
• However strong “off-balance sheet” 

accounting going on
• Main problems: Health Sector; PPP’s; 

Social Security; Government-owned 
companies (transportation, roads)
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The sovereign-debt crisis
• Government budget affected by recession

– Significant impact on Tax Revenue
– Increased Government Subsidies

• Government Response
– Increased Taxation (VAT from 19% to 23% in 4 years)

• Increased income taxes
– Reduced Social Spending (unenployment benefits, 

pensions, etc)
• Pension System Reform

– Public servants’ pay frozen or lowered (up to 10%)
– Creative accounting
– Public sector “architecture” mostly untouched
– Budget deficit deepens 
– In 2009 Budget stabilisation announced right before 

election 
• Taxes lowered; Civil servants received pay rise

– By 2011 all Government financial credibility lost
– Speculative attack?
– Government collapses in March 2011
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Government Debt and Deficit (% GDP)
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Portugal’s Public Finance accounts to be 
restated this week
A significant increase in both variables is 
expected after some “off-balance sheet” items 
are included by Eurostat’s demand
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Greece

Ireland

Portugal

Germany

Sovereign 10-year bonds
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Implications for the Financial Sector
• Government debt’s credit rating lowered 

in successive rounds
– So was the bank’s (even this week)

• Banks loose access to money markets
– Face serious liquidity constraints
– Despite being more solid than most EU 

counterparts
– ECB progressively becomes single 

source of funds
• Banks start the ECB/ Govt debt 

financing spiral
– Borrow at 1% -> buy debt with >7% yield -

> rediscount at ECB 1% -> buy more 
bonds @ >7% -> ………..

• Some other forms of repos possible 
until recently

– What will happen after June?
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Credit Default Swaps – Major Banks
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Prospects for families
• Reduced salaries and pensions

– Especially in the public sector

• Increased Taxes
• Increased inflation

– Stimulated by Global bubbles

• Increased unemployment
• Increased interest payments

– Higher mortgage instalments

• Higher mortgage and consumer 
loan defaults
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Prospects for Companies
• Tougher tax impositions
• Reduced credit availability

– Liquidity problems
– Higher interest rates and 

even higher spreads
– Bankruptcies

• Falling demand on 
domestic market

• Cheaper labour due to 
unemployment

• Property crisis?
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What now?
• Portugal is going through a tough 

stabilisation programme:
– Reduced Economic Sovereignty
– Increased Tax Revenue
– Reduced Government Spending
– Bank de-leveraging leading to liquidity crisis 

for corporate sector
– Forcing economy into depression

• Making difficult to generate tax revenue
– The whole process taking the economy in a 

downward spiral
• Government needs re-engineering 

– Departments; PPP’s; Govt Companies
• Some form of debt restructuring needed 

to bring economy back into growth and 
increased tax revenue


