The essay on theme:

    The economic crisis
Causes and its beginning 

By Kirill Shevchuk 

                                         “Vzmakh” Business School                                 
         2009
  Content

1.  Introduction.…………………………………………………………………....…-1- 

2. Chapter 1 Predictions............................….………………………………….…..... -2-
3. Chapter 2 Causes and the beginning of crisis ……..……………........................... -3-
5. Chapter 3 Developing of the crisis in Russia, USA, Europe & other countries.. …. - -
6. Conclusion …………………...……………..………………..………………….… -  -
7. The list of terms..……………………………………...…...…………………....…..-  -
8. The list of the literature …...……………………………...……………..…..…....... - -
Introduction

I would like to tell you about the economic crisis because:
Firstly - I like economics and when we took topics of an essay for our English exam, I wanted to take the topic connected with economics. You all know that now there is an economic crisis, and it’s connected very much with economics, so I took it.

Secondly – The crisis is of a large scale and it’s an interesting topic, and I will prove it to you. If we talk about crisis, you will see different topics on crisis, like: what is a crisis, its causes, who is guilty, the beginning of it, consequences etc.
Thus, my purpose is to tell you about the crisis, analyze its causes and effects, and investigate its development in different countries, such as the USA, Russia, European and some Asian countries.

In the first chapter I consider the notion and give the definition of crisis in general, as well as in the context of economics.
In the second chapter I give you a brief review on the predictions about the crisis.

In the third chapter I represent the materials about the causes of the global crisis and its beginning.

In the fourth chapter I concentrate on the consequences and results of the crises in Russia.
In the fifth chapter I tried to follow the development of the crisis in the USA, Russia, European and some Asian countries.

I also attach a brief glossary of the special economic terms and also summarize the main results of my essay in the conclusion. 

 The crisis is very important topic because it concerns our life and influences it greatly in a bad way.

I hope you’ll enjoy my essay.
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                                 Chapter 1. – Predictions
The Italian  banker and former minister of Italian government Paolo Savona warns of a menacing financial system, and the group of economists of investment bank < Morgan Stanley > Stephen Rouch considers, that the world costs on a threshold of a financial Armageddon. The unexpected riches of metaphors for the description of cataclysm testify to awakening poetic gift of the authors - the veil from eyes falls and it seems to be about the most unshakable supporters of globalization. The system has become obsolete completely, before our eyes.
 D.Tenenbaum considers, that < In spite of the fact that crisis is aligned in the USA, its devastating consequences at all will not be limited to only dollar financial system, but will mention each significant currency. This crisis threatens economic and political safety of everyone without exception of the nation on the ground >. Russian intellectual B.Kagarlitsky ascertains: "Already nobody denies that fact, that now it is a question already of a world economic crisis, like that took place in 1929-32". Businessmen and the economists defended standard theories (conventional economics as they say in America), - in confusion.
At the same time crisis could not be foreseen: It was repeatedly predicted, even in details. It is enough to address to works of the American Immanuil Valerstain or John Rossa's Englishman, written even before the Asian accident.

 And B.Bolshakov is convinced, that the world financial system became the main source of the global and local, obvious and latent threats as there is a gaping break between the speculative capital and actually made world product. The world is flooded with the money which has been not provided by real capacity or the goods. In 2002 parliament of Italy waists has established, that the world real product makes all 40 billion dollars. The size of the speculative capital in 10 times more. Sooner or later it will burst as a soap bubble.
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Chapter 2– Causes and the beginning of the crisis
First I want to give you some definitions of the crisis:
1. A dangerous situation in someone’s personal or professional life when something could fail.
2. Economic crisis is a sharp deterioration of the country’s economic state, which is shown:  in a significant recession of the production; the breaking of production contacts, which had been made before; bankruptcy of the enterprises; after, unemployment and as the result, the lowering standard of living, wellbeing of the population.

Here I want to talk about the beginning of the crisis:

In the USA the credit system is developed well. Much of the credits are mortgage. We must notice that in the USA credits have been given to all people, who wanted to have them. The huge parts of credits were subprime. Many people lived with debts. And once people stopped to pay their credit debts (exactly mortgage credit, exactly subprime), because they didn’t have money to pay them. Not paid credits caused the mortgage crisis in the USA.

  The mortgage crisis made the bank crisis (in the USA): because of the mortgage crisis and because of the economic instability (in the country), people started to cash their money. But banks couldn’t return money to people, because they didn’t get the credits back. And as a result of that, banks started to announce themselves bankrupts. 

Now I would like to explain it in details.

  The American economy is built on credit. Credit is a great tool when used wisely. For instance, credit can be used to start or expand a business, which can create jobs. It can also be used to purchase large ticket items such as houses or cars. Again, more jobs are created and people’s needs are satisfied. But in the last decade, credit went unchecked in the USA, and it got out of control.

Mortgage brokers, acting only as middle men, determined who got loans, then passed on the responsibility for those loans on to others in the form of mortgage backed assets (after taking a fee for themselves originating the loan). Exotic and risky mortgages became commonplace and the brokers who approved these loans absolved themselves of responsibility by packaging these bad mortgages with other mortgages and reselling them as “investments.”

Thousands of people took out loans larger than they could afford in the hopes that they could either flip the house for profit or refinance later at a lower rate and with more equity in their home - which they would then leverage to purchase another “investment” house.

A lot of people got rich quickly and people wanted more. Before long, all you needed to buy a house was a pulse and your word that you could afford the mortgage. Brokers had no reason not to sell you a home. They made a cut on the sale, then packaged the mortgage with a group of other mortgages and erased all personal responsibility of the loan. But many of these mortgage backed assets were ticking time bombs. And they just went off.   
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The housing slump set off a chain reaction in the USA economy. Individuals and investors could no longer flip their homes for a quick profit, adjustable rates mortgages adjusted skyward and mortgages no longer became affordable for many homeowners, and thousands of mortgages defaulted, leaving investors and financial institutions holding the bag.

This caused massive losses in mortgage backed securities and many banks and investment firms began bleeding money. This also caused a glut of homes on the market which depressed housing prices and slowed the growth of new home building, putting thousands of home builders and laborers out of business. Depressed housing prices caused further complications as it made many homes worth much less than the mortgage value and some owners chose to simply walk away instead of pay their mortgage.

These massive losses caused many banks to tighten their lending requirements, but it was already too late for many of them… the damage had already been done. Several banks and financial institutions merged with other institutions or were simply bought out. Others were lucky enough to receive a government bailout and are still functioning. The worst of the lot or the unlucky ones crashed. The Economic Bailout is designed to increase the flow of credit.

Many financial institutions that are saddled with risky mortgage backed securities can no longer afford to extend new credit. Unfortunately, making loans is how banks stay in business. If their current loans are not bringing in a positive cash flow and they cannot loan new money to individuals and businesses, that financial institution is not long for this world - as we have recently seen with the fall of Washington Mutual and other financial institutions.

The idea behind the economic bailout is to buy these risky mortgage backed securities from financial institutions, giving these banks the opportunity to lend more money to individuals and businesses, hopefully spurring on the economy.

Ironic isn’t it? Yes, it is true that credit got the USA economy into this mess, but it is also true that the country’s economy is incredibly unstable right now, and being that it is built on credit, it needs an influx of cash or it could come crashing down. This is something no one wants to see as it would ripple through our economy and into the world markets in a matter of hours, potentially causing a worldwide meltdown.

At the beginning of 2008 crisis got the world character and has gradually started to be shown in universal decrease in volumes of manufacture, reduction in demand and the prices on raw material, growth of unemployment. (For more information see Chapter.5- Developing of the crisis in Russia and USA.)

Examples:

Five leading investment banks of the USA have stopped the existence in former quality: Bear Stearns was resold, Lehman Brothers went bankrupt, Merrill Lynch was resold, Goldman Sachs and Morgan Stanley replaced the signboard, ceased to be investment banks in connection with special risks and necessity to get additional support of Federal Reserve System.

On October, 31st, 2007 many indexes of the world share markets reached peak after which decrease began: from that day on October, 3rd, 2008 when the House of Representatives of the congress of the USA from the second attempt accepted plan of Polson, index SP 500 fell for 30%; index MSCI World, showing dynamics in the markets of the developed countries, has fallen for 32, 3%; an index of developing markets MSCI Emerging Markets for 40, 5%.

A collapse 2007 - 2008 has mentioned all the countries and was caused by events outside the share market – the boom, and then crash in credit and housing sectors, and later - and in the raw markets:  first the actions of the western banks began to fall, and since July 2008 when the oil begins quickly to cheaper - actions of the raw material companies, of developing countries began to fall, too.                                                                                         
Bank week 6 - 10th of October 2008 brought historically maximal falling indexes on trading platforms of the USA: Dow Jones Industrial Average fell up to 7882, 51 and it was closed on 8451, 19. The Financial Times compared a collapse of the share market on Friday on October, 10th, 2008 to October, 10th, 1938. In the morning tenders on Friday falling of index SP 500 for a decade was almost identical to its falling for a decade in the same date in 1938. 

    “Present financial crisis is not a natural phenomenon, but the accident created by human hands and we all in it are partly guilty”, marks British edition Guardian. The first in the list of the “culprits” is a former head of Federal reserve system of the USA Alan Grinspen, who is guilty that allowed a mortgage bubble to grow owing to the low interest rate and lack of regulation in the field of mortgage loans. Besides, a number of politicians also bear the responsibility. Among them the former head of administration of the USA Bill Clinton during which presidency a number of the laws allowing less solvent layers of a society to receive the sanction to reception of loans in banks for purchase of habitation has been accepted; George Bush who not only didn’t stopped this process, but also increased its scales; the prime minister of the Great Britain Gordon Brown who extolled interests of financiers above interests of representatives of other part of economy, for example, manufacturers. In the list accused of crisis former and present outstanding figures of the largest financial establishments of the USA and the Great Britain, such, as insurance company American International Group Inc have got also., banks Goldman Sachs, Lehman Brothers, Merrill Lynch, Halifax Bank of Scotland, Royal Bank of Scotland, Bradford Bingley, Northern Rock, Bear Stearns, Bank of England and others. Also the edition accused such outstanding figures, as financier Georges Soros, the billionaire of Warren Baffet and the head of American John Polson's hedge-fund, that they saw approach of crisis.
  The reason of world crisis can be named both laws of the nature, and a human nature, both capitalism, and actions of authorities of the USA in last years twenty, and concrete crisis in the market of subprime credits. The question is up to what degree of abstraction to reach. 

The internal reason of crisis became self-confidence and greed of the majority of participants of the market, combined with rather low level of real losses in case of what.

 In a modern western financial system the person who has reached certain a level, practically cannot lose at once all. If you top-manager or a leading analyst a hedge-fund even at the full and irrevocable bankruptcy caused your bad management, you will not appear in the street, asking a handout and living in a cardboard box. Simply from the billionaire or the multi-millionaire you will become in total the millionaire. It is insulting, certainly, but, to put it mildly, not fatally. Have a rest couple of years - and again it is possible to start to hill clients.          

As a result, there is a situation when too high risk as a matter of fact especial does not threaten with anything: if you win, the good fellow if you lose - nothing terrible.                                                                                

Therefore financiers started to risk absolutely mad image: they typed credits, got involved in adventures with tools in which understood nothing, gave unreasonable advice, etc. The same history with rating agencies, which distributed high ratings to garbage papers. It was favorable, and so favorable, that even possible subsequent utter annihilation of reputation of the company didn’t matter. 
The annual bonus of the manager of the middle rank in the financial and nearby-financial companies will suffice comfortably to live if not the rest of a life than at least a lot of years. Not speaking about top-managers. 
On the other hand, shareholders and investors in these companies, looking on successes of competitors, could not remain indifferent and also demanded the same results from the managers. 

    It was possible to reach them only sharply increasing risk. For some time this house of cards successfully and quickly was under construction. The financial authorities interested, that all it was good did not stir to its creation. Naturally, sooner or later it should fail, as has occurred. An occasion for breaking down became local and not such the big crisis with poor-quality mortgage credits in the USA. But in other situation to it could become any other bubble, it actually is not too important.
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 Chapter.3. – Consequences
The financial crisis developing now in Russia, name crisis of liquidity. Other terms are used also. For example, financial crisis, an economic crisis and even a default. All of them, except for a default, certainly, more or are less suitable for a designation, the developed situation, however from the academic point of view the event is crisis of liquidity and its consequences.* 

First attribute of a beginning crisis in Russia became a lowering trend in the Russian share markets in the end of May, 2008 which has passed in a collapse of quotations in the end of July, owing to how experts believe, applications of prime minister Vladimir Putin to address of a company management <Mechel> in July and military-political actions of the country leaders in the beginning of August (the Russian-Georgian conflict). Feature of the Russian economy before crisis was the big volume of external corporate debts at an insignificant public debt, and the third in the world on size gold and exchange currency reserves of the state.

Soon there has come crisis in the Russian banks, sharp falling of exchange indexes of RTS and the Moscow Interbank Stock Exchange, falling of the prices for export production (raw material and metal) have begun in October - November, 2008 to affect real sector of economy: sharp recession of the industrial production, the first wave of reductions of workplaces has begun. In IV quarter 2008 the economy of Russia was included into recession. 

Attempts of the government to constrain falling of a rate of the Russian ruble have led to losses up to a quarter of gold and exchange currency reserves of the Russian Federation; from the end of November 2008 financial authorities have started a policy < the soft devaluation >  ruble which, in opinion of experts, has considerably accelerated recession in the industry in November - December, 2008, compelling the enterprises to curtail manufacture and to deduce turnaround means for the currency market.

Under the application of Minister of Finance Alexey Kudrin on December, 27th, 2008, in 2009 the state budget of the Russian Federation expects deficiency in 1, 5-2 billion rubles which will be covered from reserve funds. In December, 2008 falling of industrial production in Russia has reached 10,3 in relation to December, 2007 (in November - 8,7%), that became the deepest slump in production for last decade; as a whole in 4-th quarter 2008 falling of industrial production has made 6,1 in comparison with the similar period of 2007.                                                                            

Because of financial crisis in Russia in 2008-2009 the government is already trite on reduction of the state projects in the field of an infrastructure and constructions. The largest companies reduce the investment programs. 

Crisis has concerned already each enterprise and each employee; the enterprises reduce the working day and the worker of week. Some companies spend reduction of the personnel. Banks have lifted rates under credits, turn off mortgages programs. From the positive moments of consequences of financial crisis in Russia it is possible to allocate improvement of economy, revival of the enterprise initiative, replacement of the import goods - domestic. Ruin of the noncompetitive enterprises and development more effective and viable. Increase of a level of a competition and as consequence, reduction of prices on some goods. Crisis in Russia has already caused reduction of prices on gasoline, on the real estate and the ground, blowing of many bubbles in the different markets.

* In effect, liquidity represents parity between actives and passives of bank for the certain period of time. Thus that can be realized or obtained on demand within 30 days is meant actives only. Crisis of liquidity of separately taken bank takes place in that case when passives perceptibly exceed actives, that is obligations of bank exceed a potential opportunity of their covering. Certainly, such definition is strong exaggerated, however it gives the general representation. By and large crisis of liquidity is a situation when the bank has no available assets for accommodation on conditions arranging bank.

Development of the crisis in the USA, Russia, Europe & other countries.
In this chapter I would like to demonstrate the crises development in the USA, Russia, Europe and some other countries. I will start with giving you some information about the USA. 
 During the crisis period a lot of events have happened. I would like to introduce you one of these days.

Retail sales in the U.S. unexpectedly dropped in March for the first time in three months, raising concern the biggest part of the economy may falter once again heading into the second quarter.

Purchases fell 1.1 percent, with declines from car dealers to electronics stores and restaurants, the Commerce Department said in Washington. Only pharmacies and grocery stores saw a gain. The Labor Department said wholesale prices fell last month, indicating that deflation risks remain.

The figures served to temper optimism the U.S. recession has passed its worst, pushing down shares of retailers including Home Depot Inc. and Macy’s Inc. The reports came even as Federal Reserve Chairman Ben S. Bernanke said there were “tentative signs that the sharp decline” in the economy was easing, citing “progress” in stabilizing financial markets, which he said was critical to a sustainable recovery.

“The job losses are too great for the consumer to spring back strongly,” said Chris Rupkey, chief financial economist at Bank of Tokyo-Mitsubishi UFJ Ltd. in New York. “Today’s data is a stark reminder that we haven’t yet seen the bottom in this recession.”

Stocks slid, with the Standard & Poor’s 500 Retailing Index losing 1.6 percent as of 11:40 a.m. in New York, and the broader S&P 500 index down 0.8 percent at 851.56. Benchmark 10-year Treasuries gained, sending their yields down to 2.79 percent from 2.86 percent late yesterday.

Obama, Bernanke

While acknowledging that the economy is still in rough shape, both Bernanke and President Barack Obama today expressed confidence in the longer-term outlook.

“There is no doubt that times are still tough” and “by no means are we out of the woods just yet,” Obama said in f a speech today. “But from where we stand, for the very first time, we are beginning to see glimmers of hope.”

In a sign that bankers are gaining confidence the worst of the financial crisis is over, the London interbank offered rate for three-month dollar loans is dropping at the fastest pace since January. The rate declined to 1.12 percent today from 1.32 percent a month ago.

Still, even the world’s largest retailer is struggling. Wal-Mart Stores Inc. said this month that comparable-store sales in March rose less than some analysts estimated. Purchases at Costco Wholesale Corp. stores open at least a year fell 5 percent.

Inventories Drop


The Commerce Department also said today that inventories at U.S. businesses fell in February for a sixth straight month as companies braced for weakening sales. The 1.3 percent drop in the value of unsold goods at factories, retailers and wholesalers was larger than forecast and matched January’s decline. Sales rose 0.2 percent, the first gain since July.

Retail sales were projected to rise 0.3 percent in March after an originally reported 0.1 percent decline the prior month, according to the median estimate of 73 economists in a Bloomberg News survey.

“The green shoots are looking a little brown,” said Ethan Harris, co-head of U.S. economic research at Barclays Capital Inc. in New York, referring to remarks by Bernanke last month that there were “green shoots” of recovery. “The hope is that continued policy stimulus will offset the other bad news and give us some kind of growth” in sales in the second quarter.

The retail sales figures indicated incentives and promotions by car dealers and clothing stores such as Gap Inc. failed to draw customers hurt by a lack of credit and the highest unemployment rate in more than 25 years.

Broad-based Decline

Excluding automobiles, sales decreased 0.9 percent after a 1 percent gain in February. They were forecast to show no change, according to the survey median.

In addition to rising unemployment, a late Easter holiday this year may have shifted sales out of March and into April, some economists said. Shifting holidays can make it more difficult for Commerce to take into account seasonal buying patterns when tabulating purchases.

Wholesale prices fell 1.2 percent after a 0.1 percent gain in February, the report from Labor showed. Excluding fuel and food, so-called core prices were unchanged. Over the last 12 months, wholesale expenses fell by the most in almost six decades.

“Clearly, deflation is a concern right now, though the biggest worry is to restore growth,” said Anika Khan, an economist at Wachovia Corp. in Charlotte, North Carolina. As long as inflation remains contained, Khan said, “It gives the Fed more room to try to restore growth.”

Recessions here and abroad mean inflation will “remain subdued,” the Federal Open Market Committee said March 18. For that reason, the central bankers added that the target interest rate will remain at “low levels” for “an extended period.”

“We are in the worst of the recession, it’s not over,” said Roger Kubarych, chief U.S. economist at UniCredit Global Research in New York, who had forecast a drop in retail sales. “The recovery is still another three to six months in the future.”

To summarize the most important effects of the crisis in the USA were the following: 

· Five leading investment banks of the USA have stopped the existence in former quality (Bear Stearns was resold, Lehman Brothers went bankrupt, Merrill Lynch was resold, Goldman Sachs and Morgan Stanley replaced the signboard, ceased to be investment banks in connection with special risks and necessity to get additional support of Federal Reserve System).
· The massive bankruptcy of the firms and businesses depending on the bank credits.

· Strong influence on the wellbeing of the population in a bad way ( the growth of  unemployment, reducing of wages, the prices increase, the breaking of production contacts, which were made before, bankruptcy of the enterprises and as the result the lowering standard of living in all the country).

The effects of the financial crisis in Russia

It is clear that the crisis of 2008 in Russia is not there by itself. These were some reasons, both domestically and abroad. However, we believe the external causes of the crisis of 2008 had a greater effect on the financial system than internal causes.

External causes of the financial crisis in Russia: A sharp fall in oil prices to nearly $ 150 to $ 40 a barrel. The financial disaster in the U.S. and it followed the chain reaction throughout the world. The world crisis of liquidity, reducing the access of Russian companies to cheap foreign credit. 

Internal causes of the financial crisis in Russia. The strength of Russia's economic dependence on energy prices (oil and gas). Economy Russia export-oriented commodities faced with a situation where demand and prices fell. Fuel to the fire added to the authorities in relation to the business (Mechel, TNK-BP), the intervention of Russia in the Georgian-Ossetian conflict, and then began a sharp outflow Foreign capital in August-September 2008. Teck, the situation complicated the weak banking system, causing a liquidity crisis and banking crisis in Russia. Then the company ceased to have access to cheap credit. Exacerbated the financial crisis in Russia debts of corporations, which are comparable to ZVR.

The effects of the financial crisis may be very different, the crisis will cause both positive and negative changes in the economy. It is now clear that it would decrease income. Reducing the ruble against other currencies, ie, the devaluation of the ruble (sharp or smooth). There is substitution of private capital the public. Because of the financial crisis in Russia in 2008-2009, the Government has already moved to reduce the public infrastructure projects and construction. The largest companies reduced their investment programs. The crisis has touched every business and every employee, companies are reducing the working day and working week. Some companies carry out staff reductions. Banks have raised interest rates for loans, scaling down mortgage program.

From the positive side effects of the financial crisis in Russia could provide the rejuvenation of the economy, the revival of entrepreneurial initiative, the substitution of imported goods - home. Devastation of uncompetitive enterprises and the development of more effective and viable. Increased competition and hence lower prices for some goods. The crisis in Russia has led to lower prices for gasoline, real estate and land to blow off many bubbles in different markets. What happens next could say experts in the financial crisis.
Leaders from the 15 eurozone countries along with British Prime Minister Gordon Brown met Oct. 12 to try to solve the worldwide liquidity crisis. In a show of unity, the leaders agreed on measures such as guaranteeing interbank loans for up to five years and buying stakes in banks. But this show of unity was missing a Europe-wide solution. Proposed measures were simply guidelines for member states to follow in the development and implementation of their own independent solutions. 

Main European economies quickly started putting the agreed-upon measures into action Oct. 13 by offering concrete proposals for infusing liquidity directly into banks. This would be done either by injecting capital straight into the banks (as the United Kingdom did with eight banks on Oct. 8) or by setting up interbank loan guarantees. Together, Germany, France and the United Kingdom announced more than 163 billion euros ($222 billion) of new bank liquidity and 700 billion euros (nearly $1 trillion) in interbank loan guarantees.

The U.S. subprime mortgage mess impacted Europe almost immediately after it erupted in August 2007, causing write-downs and credit losses among some of the largest European banks. The Europe-wide cost of the subprime to date has been $323.3 billion in asset write-downs. Most analysts — though not STRATFOR — mistook Europe’s initial resilience in the face of the U.S. subprime crisis for an overall economic robustness that would stave off a wider economic crisis. 

Europe can only wish the U.S. subprime crisis were the extent of its problems, however. 

The Importance of Banking to the European Economy

The underlying reason for Europe’s vulnerability is rooted not in the U.S. subprime — that is only the proximate trigger — but instead in the importance of banks to the entire European economy. In the United States, the crisis might be contained within the financial and housing sectors alone, but in Europe, the close connections between banks and industry almost assure a broad and deep spread of the contagion. Unlike the United States, where the government has spent more than a century battling to break the links among government, industry and banks, this battle is only rarely joined in Europe. If anything, such links — one could even say collusion — between banks and businesses were encouraged from the very beginning of modern European capitalism. 

Since the 19th century, European financing and investing has been coordinated between banks and industry, and encouraged by the government, because industrialization was a modernizing project led by the state that did not spring up spontaneously as it did in the United States. Bank executives often sat on the boards of the most important industries, and industrial executives also sat on the boards of the most important banks, making sure that capital was readily available for steady growth. This allowed long-term investment into capital-intense industries (such as automobiles and industrial machinery) without the fear of quick investor flight should a single quarterly report come back negative. 

The most famous example of this type of cozy link are the ties between Siemens AG and Deutsche Bank, a relationship which has existed for more than 100 years. An overlapping and intermingling of interests results from this type of arrangement, insulating the system from many minor shocks like strikes or changes in government, but making the system less flexible in the face of major shocks like serious recessions or credit crises. Therefore, in times of a global shortage of capital, European corporations are left with few financing alternatives they are comfortable with. (In contrast, while banks are an important source of financing in the United States, corporations there depend much more on the stock market for investment. This forces American firms to compete ruthlessly for capital and constantly seek greater and greater efficiencies.)

The Next Wave of Problems

Wholly unrelated to exposure to American subprime, Europe’s banking vulnerabilities can be broken down into three categories: the broad credit crunch, European subprime and the Balkan/Baltic overexposure.

The first issue, the global credit crunch, exacerbates all inefficiencies and underlying economic deficiencies that in capital-rich situations would either be smoothed over or brought to a much softer landing. Think of submerged rocks; many are far enough below the surface that vessels can simply sail over them. But when the tide drops, the rocks can become deadly obstacles. 

Various European countries had such inefficiencies long before the U.S. subprime problem initiated the global credit crunch. Many of these were caused by the post-9/11 global credit expansion in combination with the adoption of the euro. After the Sept. 11 attacks, many feared the end was nigh. To tackle these sentiments, all monetary authorities — the European Central Bank (ECB) included — flooded money into the system. The U.S. Federal Reserve System dropped interest rates to 1 percent, and the ECB dropped them to 2 percent. 

The euro’s adoption granted this low interest rate environment, which normally only a state of Germany’s strength and heft could sustain, to all of the eurozone. This easy credit environment echoed by affiliation to most of the smaller and poorer (and newer) EU members as well. Cheap credit led to a consumer spending boom — which was stronger in the traditionally credit-poor smaller, poorer, newer economies — leading not only to a real estate expansion, but also to an overall economic boom that, even without the subprime issue and the global credit crunch, was going to burst. 

Underneath the global credit crunch looms the second problem: the European subprime crisis. This issue is particularly acute in places like Spain and Ireland that have recently experienced a lending boom propped up by euro’s low interest rates. The adoption of the euro in Spain, Portugal, Italy and Ireland spread low interest rates normally reserved for the highly developed, low-inflation economy of Germany to typically credit-starved countries like Spain and Ireland, granting consumers there cheap credit for the first time. The subsequent real estate boom — Spain built more homes in 2006 than Germany, France and the United Kingdom combined — led to the growth of the banking and construction industry. Banks pushed for more lending by giving out liberal mortgage terms — in Ireland the no-down-payment 110 percent mortgage was a popular product, and in Spain credit checks were often waived — creating a pool of mortgages that might soon become as unstable as the U.S. subprime pool. 

The poorer, smaller and newer European countries gorged the most on this new credit, and none gorged more deeply than the Baltic and Balkan countries, leading to the third problem: Baltic and Balkan overexposure. Growth rates approached 15 percent in the Baltics, surpassing even East Asian possibilities — but all on the back of borrowed money. This scorching growth caused double-digit inflation, which will now make it more difficult for the Baltic states to take out loans to service their enormous trade imbalances. The only reason that growth rates were less impressive (or frightening) in the Balkans is because these countries either came later to EU membership, as with Bulgaria and Romania, or have not yet joined at all, in the case of Croatia and Serbia, so they did not experience the full credit-expanding effect of being associated with the European Union. 

Fueling the surges were Italian, French, Austrian, Greek and Scandinavian banks. Limited as they were by their local domestic markets, they pushed aggressively into their Eastern neighbors. The Scandinavian banks rushed into the Baltic countries and the Greek and Austrian banks focused on the Balkans, while the Italian and French also went to Russia. UniCredit, the Italian behemoth with vast operations across Eastern Europe, announced Oct. 6 that it was facing a credit crisis, and it is hardly alone. 

The “new” European states have witnessed the greatest expansion in terms of credit, by any measure, of any countries in the world in the past five years (with the possible exceptions of oil-booming Qatar and United Arab Emirates). But because that credit is almost entirely sourced from abroad, the easy credit environment has now collapsed, and heavy foreign ownership of even the domestic banks means that those who have the money have their core interests elsewhere. This swathe of states is now mired in almost Soviet-era credit starvation, while the banks that once led the charge are having difficulty even maintaining credit lines in their home markets. 

The Challenge of Coordinating a Response

Europe’s inability to adequately address the challenge goes well beyond the issue that different portions of Europe face very different banking problems. 

The capacity of European capitals to deal with the crisis varies greatly, but the core concern lies in the fact that it is the capitals, not Brussels, that must do the dealing. When the Maastricht Treaty was signed in 1992, EU member states agreed to form a common currency, but they refused to surrender control over their individual financial and banking sectors. European banks therefore are not regulated at the Continental level, hugely limiting the possibilities of any sort of coordinated action like the U.S. $700 billion bailout plan.

The Oct. 12-13 announcements are cases in point. While the eurozone members have agreed to follow general guidelines, any assistance packages must be developed, staffed, funded and managed by the national authorities, not Brussels or the ECB. This means that the administrative burden will have to be multiplied 15-fold at least, as every country undertakes and implements its own bailout/liquidity injection package. 

As the crisis unfolded, disagreements on the member state level were immediately evident, with France and Italy initially recommending a Europe-wide bailout proposal similar to the American plan. France and Italy, both saddled with large and growing budget deficits and national debts, are the two major states most in need of such a bailout. But Germany and the United Kingdom, the more fiscally healthy states that would have been expected to pay for the bulk of the plan, quickly vetoed the idea.

The Europeans then decided to go with an EU-wide set of measures that would guide the individual member states’ liquidity injection packages. At the EU level, the only actual proposals have been two steps: a broad reduction in interest rates and an increase in the minimum government-guaranteed bank deposit from 20,000 euros ($27,000) to 50,000 euros ($68,300). It is worth noting that many individual European countries are now guaranteeing all personal deposits to shore up depositor confidence. 

Even in the case of the interest rate cut, Europe had to dodge EU structures. The ECB’s sole treaty-dictated basis for guiding interest rate policy is inflation; the treaty ceiling is 2 percent. Eurozone inflation is already at 3.6 percent, indicating that rates should not have been reduced. Obviously, circumstances dictated that they needed to be, but like many states’ decisions to increase deposit insurance, this move could only be made by ignoring EU law and convention. And if the ECB can abandon its mandates in times of economic crisis, what stops the member states from doing the same? The next legalism sure to be widely ignored will be the prohibitions on excessive deficit spending, which many would call the fundamental requirement of eurozone membership. 

The Individual States’ Responses

EU treaty details aside, the issue now will be the ability of the individual states to act. The stronger a state’s economic fundamentals, the more likely the country in question will be able to raise money to tackle the situation effectively in some way, whether by raising taxes or issuing bonds. (Bonds of economies with good fundamentals in particular are an attractive location for parking one’s money while stock markets and real estate around the world undergo corrections.) 

The three leading criteria to consider are the government’s share of the economy, the government budget deficit and the level of national indebtedness. Combining these three variables gives a good snapshot of whether a particular country will be able to raise capital during a credit crunch. Incidentally, European governments consume the highest percentage of their countries’ resources in the world, greatly reducing their ability to surge government spending. 

Not surprisingly, the most seriously threatened European states are France, Italy, Greece and Hungary, each of which is running a serious budget deficit while also being burdened by high government debt. Three of these four (France, Italy and Greece) also have very active banks in emerging markets of the Balkans and Central Europe, home to the European states that are likely to suffer the most from the credit crisis. These four countries are closely followed by Romania, Poland, Slovakia, Bosnia, the Netherlands, Portugal and Lithuania. 

Further bloating the deficits of many European countries will be the many bailouts and reserve funds being planned to deal with the liquidity crisis on an individual country basis. On Oct. 13, Germany announced a 70 billion euro ($95 billion) bank capitalization plan and up to 400 billion euros ($543 billion) for interbank loan guarantees. On the same day, France announced slightly smaller figures — a 40 billion euro ($54.3 billion) injection plan for banks and up to 300 billion euros ($407.25 billion) for interbank loan guarantees. The United Kingdom infused further liquidity into its banks by propping up Royal Bank of Scotland with 20 billion pounds ($34 billion) and Lloyds and HBOS, which are merging, with 17 billion pounds ($29.2 billion). 

This followed an Oct. 5 announcement by the German government of a (second) bailout proposal for real estate giant Hypo to the tune of 50 billion euros ($67.9 billion). The Netherlands and France bailed out Fortis with 17 billion euros ($23.3 billion) and 14.5 billion euros ($19.8 billion) respectively. Struggling Iceland — where the country, not just the banking sector, is now technically insolvent — nationalized its entire banking sector. Nationalization is even sweeping the usually laissez-faire United Kingdom, which announced that it was seizing control of mortgage lender Bradford & Bingley on Sept. 29, followed by an even more dramatic move in which the government announced it would spend 50 billion pounds ($87.8 billion) on rescuing (and thus partially nationalizing) Abbey, Barclays, HBOS, HSBC, Lloyds TSB, Nationwide Building Society, Royal Bank of Scotland and Standard Chartered.

Unlike the British and German bank-specific bailouts, Spain set up a 30 billion euro (about $41 billion) aid package to buy good assets from banks to inject liquidity into the entire system. The Spanish approach seems to suggest that unlike in the United Kingdom and Germany, where only a few bad apples needed to be nationalized, the entire Spanish system might be threatened. This is certainly a possibility in a country where 70 percent of all bank savings portfolios are in real estate, and where real estate is dangerously overheated. 

Also relevant to determining the exposure of a particular European state is its dependence on foreign exports, both in terms of goods and services. By this measure, Germany, the Czech Republic and Sweden will suffer as their industrial exports slacken due to a decline in worldwide demand. Extremely high trade imbalances will also become more difficult to sustain as credit to purchase European exports becomes more difficult for buyers to procure. Again, particularly at risk are countries in Central Europe with extremely high current account deficits (in terms of percentage of GDP). This will be especially true if demand in western EU countries dulls for Central European exports, further bloating the Central European countries’ current account deficits — which of course are no longer easy to finance. 

Even assuming that each bailout plan functions perfectly, and that the U.S. economy pulls through relatively quickly, Europe is settling in for a protracted banking crisis. Ultimately, the American problem is limited to the United States’ financial and housing sectors. Should the United States’ problems spread to other sectors, the crisis at its core will still remain a credit crunch. In Europe, various regionalized and interconnected weaknesses are much broader and deeper, pointing to systemic problems in the banking sector itself. For the United States, developments the week of Oct. 5 might signal the beginning of the end of the crisis. But for Europe, this is merely the end of the beginning.

 President Barack Obama On The Home Mortgage Crisis 
02.18.09, 11:18 AM EST 

A transcript of Obama's remarks as prepared for delivery in Phoenix, and a fact sheet summarizing his plan.

I'm here today to talk about a crisis unlike any we've ever known--but one that you know very well here in Mesa, and throughout the Valley. In Phoenix and its surrounding suburbs, the American Dream is being tested by a home mortgage crisis that not only threatens the stability of our economy but also the stability of families and neighborhoods. It is a crisis that strikes at the heart of the middle class: the homes in which we invest our savings, build our lives, raise our families, and plant roots in our communities. 

So many Americans have shared with me their personal experiences of this crisis. Many have written letters or emails or shared their stories with me at rallies and along rope lines. Their hardship and heartbreak are a reminder that while this crisis is vast, it begins just one house--and one family--at a time. 

It begins with a young family--maybe in Mesa, or Glendale, or Tempe--or just as likely in suburban Las Vegas, Cleveland, or Miami. They save up. They search. They choose a home that feels like the perfect place to start a life. They secure a fixed-rate mortgage at a reasonable rate, make a down payment, and make their mortgage payments each month. They are as responsible as anyone could ask them to be. 

But then they learn that acting responsibly often isn't enough to escape this crisis. Perhaps someone loses a job in the latest round of layoffs, one of more than three and a half million jobs lost since this recession began--or maybe a child gets sick, or a spouse has his or her hours cut. 

In the past, if you found yourself in a situation like this, you could have sold your home and bought a smaller one with more affordable payments. Or you could have refinanced your home at a lower rate. But today, home values have fallen so sharply that even if you made a large down payment, the current value of your mortgage may still be higher than the current value of your house. So no bank will return your calls, and no sale will return your investment. 

You can't afford to leave and you can't afford to stay. So you cut back on luxuries. Then you cut back on necessities. You spend down your savings to keep up with your payments. Then you open the retirement fund. Then you use the credit cards. And when you've gone through everything you have, and done everything you can, you have no choice but to default on your loan. And so your home joins the nearly six million others in foreclosure or at risk of foreclosure across the country, including roughly 150,000 right here in Arizona.

But the foreclosures which are uprooting families and upending lives across America are only one part of this housing crisis. For while there are millions of families who face foreclosure, there are millions more who are in no danger of losing their homes, but who have still seen their dreams endangered. They are families who see "For Sale" signs lining the streets. Who see neighbors leave, and homes standing vacant, and lawns slowly turning brown. They see their own homes--their largest single assets--plummeting in value. One study in Chicago found that a foreclosed home reduces the price of nearby homes by as much as 9%. Home prices in cities across the country have fallen by more than 25% since 2006; in Phoenix, they've fallen by 43%. 

Conclusion

Economic crisis is a sharp deterioration of the country’s economic state, which is shown:  in a significant recession of the production; the breaking of production contacts, which had been made before; bankruptcy of the enterprises; after, unemployment and as the result, the lowering standard of living, wellbeing of the population.
There are the following main causes of the economic crisis: 

· Default of the mortgage credit system. 

· Widespread bankruptcy of the enterprises and firms which depend on credits.
· Damage of the credit and bank system of the USA.

· Huge reduction of money liquidity.
During this crisis we observed the following effects in the USA:

·   Five leading investment banks of the USA have stopped the existence in former quality (Bear Stearns was resold, Lehman Brothers went bankrupt, Merrill Lynch was resold, Goldman Sachs and Morgan Stanley replaced the signboard, ceased to be investment banks in connection with special risks and necessity to get additional support of Federal Reserve System).

· The massive bankruptcy of the firms and businesses depending on the bank credits.

· Strong influence on the wellbeing of the population in a bad way ( the growth of  unemployment, reducing of wages, the prices increase, the breaking of production contacts, which were made before, bankruptcy of the enterprises and as the result the lowering standard of living in all the country, sharp reduction of the purchasing capacity of population ).
The crisis started in the USA and then spread all over the world causing a row of serious problems:

· The branches of the bankrupt USA banks in other countries stopped their work in the former status or went bankrupt.
· Depositors went bankrupt either.
The list of terms

I’d like to give you some definitions of the terms which I have used in my work.

Mortgage – 

Mortgage [1] noun. – A legal agreement in which you borrow money from a bank in order to buy a house. You pay back your mortgage by making monthly payments.
Mortgage [2] verb. – To give a bank the right to own a valuable possession, especially your house, if you do not pay back money that you have borrowed from them.
Index – 
1. A number that shows the price, value, or level of something compared with something else.

2. To make the value of something such as salaries or pensions rise or fall according to the general level of prices.

Credit  -
1. An arrangement to receive goods from a shop or money from a bank and pay for it later.  
2. An amount of money that you have a right to, for example money that you can use to pay part of your tax bill.
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