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WWW.VSE.CZ 1. Introduction

Introductory notes

® Macro view on investments and
Innovations through discussion of 3 myths

1) Sustainable economic growth is possible
(vs. excessive financialization)

2) Financialization helps both real and
financial economy
(vs. distributive activities)

3) Financial innovations mitigate risks
(vs. importance of risk-adjusted return)
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2. Myth 1 — sustainable economic growth

The recent IMF forecast for 2015-2019 ->
stable economic growth = an illusion as usual!

® Notoriously
optimistic forecasts
of ‘respected’
Institutions follow
neither history nor
reality...

® Typical feature of
the Ponzi Planet
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Source: IMF (2014). World Economic Outlook, October 2014
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2. Myth 1 — sustainable economic growth

Sustainable economic growth not enjoyed In
the recent history — no lessons learnt

EURO AREA GDP GROWTH RATE
percent Changs in Gross Domestic Product
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2. Myth 1 — sustainable economic growth

lllusionary economic growth expected by' the
IMF for the EMU In 2010-2014

Figure 1: Changes of the IMF forecast for euro-area GDP between 2010 and 2014

.| Simple growth model in theory ® Who believes these
/ optimistic forecasts
g by the EC, ECB,
~ IMF and WB et al?
® Why these
Volatility in practice Institutions d?_nOt
. respect volatility as
2008 2009 2010 2011 2012 2013 2014 2015 a faCt?
——WED April 2010 (before Greek programme) ——WED October 2010 [before Irish programme)
——WEQO April 2011 [before Portuguese programme)] ——WED Update January 2014 (last forecast) ® Because they |aCk
Note: For each line. numbers for years after the release date correspond to GDP forecasts. g g
Source: IMF, World Economic Outlook Database. any reS p O n SI b I | Ity fo r

their predictions!

Source: European Commission (2014). The Troika and financial assistance in the euro area;
successes and failures 7
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3. Myth 2 — ‘good’ financialization

Financialization — definition

® Financialization (FIN) is a process whereby
financial markets, financial institutions, and
financial elites gain greater influence over
economic policy and economic outcomes.*

® FIN = making money out of money

® Creative activities (Increase a society’s
wealth) vs distributive activities (FIN)

® FIN Isn’t bad in itself but excessive FIN is**

*Source: Palley, I.T. (2007). Financialization: What It Is and Why It Matters, Working Paper No.
525, The Levy Economics Institute

**Sources: Arcand, J.L. (2012). Too Much Finance?, IMF Working Paper WP/12/161,
Cecchetti, S.G. Kharroubi, E. (2012). Reassessing the impact of finance on growth, BIS
Working Papers No 381
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3. Myth 2 — ‘good’ financialization

Financialization and assets bubbles

2007-11: Global financial crisis
* Collopse of Lehman Brothers
1997—98: Asia » Cradit crunch in US market

financial crisis

1990: Japan

propearty and stock

market bubbls 2010 =

* Commodity market
bubble — crash
in g|-:-|:u:||
c-::mrrunzu:lit:,-' prices

» Brazilion
Invesiment bubble

2001: US dotcom Eirsscn sranaigs. ] * Chinc

equity market bubble dabt crisis

1980 1985 1990 1995 2000 2005

Investment bubble

Monatary loss estimated
] ]

-

Leval of impact

& i ] @
Global F!.Eg'lcum:ﬂ Local

Stable financlalization
and moderate real growih @mﬂmmm

® Asset bubbles appear to be growing in frequency in
the recent era of rising FIN and slowing growth

Source: Bain (2012). AWORLD AWASH IN MONEY Capital trends through 2020
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3. Myth 2 — ‘good’ financialization

Global AUM increased by 36% between 2007
and 2013 to $172tr (vs. World GDP $75tr)
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Source: Author based on various sources
Note: ETF = Exchange Traded Funds, SWF = Sovereign Wealth Funds



3. Myth 2 — ‘good’ financialization

The EMU between 2007 and 2013: sluggish
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Source: Author based on various soruces
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® Modest increase In
bank deposits and
loans

® Excessive FIN:
high reliance of

EMU firms on
banks

the EMU/credit
crunch hinder

economic growth

as in Japan @
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4. Myth 3 — innovations

History of financial innovations

A selective history of financial innovation
1602

€.3000 1024 Establishment 1667 1774
Banking 640 First state-backed  offirst stock Firstinsurance First mutual fund 1924
developed First coins paper maoney exchange COMpPAny imventad in First modarn
inMesopotamia  produced in Lydia introduced in China  inAmsterdam in London the Netherands mutual fund founded
1668 First 1780
central bank Firstinflation-linked
founded bonds issuedin
BC AD in Sweden Massachusetts
ARTRTTRTIRINNTNRRTE e e B B S R R R D |
3000 2000 1000 500 0 500 1000 1500 1600 1700 1800 1500 1925
Sowrces “Financing the Future® by Franklin Allen and GlennYage, Wharton Schoal Publishing 2020; The Ecomanmist
1046 1967 1970 1083 1904
Birth of 1955 First ATM Securitisation Grameen Bank, microfinance First
venture-capital First leveraged machine installed of US mortgages pionesr, becomes credit-default
industry buy-out dzal in London begins inde pendent bank swap transaction
1949 1973 19890
First hedge fund Black-5choles Firstexchange-traded 1987
formed by Alfred options-pricing fund launched First catastrophe-
Winslow Jones formula published in Canada bond transaction

1980 2000 2010

1940 1950 1960 1970 1980

® Innovation = the key to increasing productivity

® Technology driven innovations (ATM) vs.
modality driven innovations (derivatives for risk transfer)

Source: The Economist 24/2/2012




4. Myth 3 — innovations

Risk Innovations set off a revolution In
the financial services industry

Explosion of risk-transfer markets
@ = Foreign-exchange futures, stock options

* Interest-rate swaps

= S&P 100 options

= NYMEX oil futures

@ » Equity index swaps, catastrophe options,

collateralized debt options (CDOs), credit
denvatives, swaptions, electricity futures,
over-the-counter (OTC) weather futures,
macroeconomic denvatives

Reinvention of credit

= Disaggregation of origination, credit risk,
and interest-rate risk

+ Creation of markets — e.q., credit default
swaps, CO0s, mortgage-backed securifies

* Reduction of costs, credit spreads, and
exposures to interest rates/credit

Motional OTC derivatives
$ trillion Mew business opportunities
596 __..-—""T 5g currency * Hedge funds (increased by $1 trillion in
Othe 58 credit the past decade)
r 85 equity - Private equity
... L 9 commodity » Commeodity traders
: = Derivatives market makers
Interest
33 rate

Mid 1998  End 2007

® Risk never disappears! However, derivatives as modality
driven innovations help create the illusion that risk can

disappear!
Source: McKinsey (2008). The Risk Revolution
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4. Myth 3 — innovations
Regulation obviously spurs financial innovation!

Regulation Q
(US, 1930")

Big Bang

(USA, UK, 1970

Basel I+l
(globally, 1990")

Regulation of mutual funds
(USA, 1990")

Volcker’s rule on proprietary
trading (USA, 2010")

Basel Il
(globally, 2010")

Cap on int. rate on
bank deposits

Free capital flows

Higher financial
stability through higher
capital

Stability of MFs
(ban on short sell)

Higher banks’stability

Higher financial
stability

Boom of money market
funds (MMF)

Steroids for investment
banks (advising on IPOs,
M&AS...)

AAA-securitisation, real
estate boom

Boom of hedge funds

Boom of hedge funds,
Higher systemic risk

New insurance products
(liquidity management)

Source: Teply, P. (2012). Financial innovation under ineffective bank regulation: does economic
capital matter in banking?. AITEC Banking & Mobile Money COMESA 2012, Nairobi, Kenya
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4. Myth 3 — innovations

Recent reinvention of innovations

® Global low-interst rate environment
search for yield and financial engineering

® The role of advisors maximizing their own
renumeration rather than client’s wellbeing

® Potential dynamites = risky (re)inventions

1) Structured credit derivatives (ABS
purchased by the ECB won’t help)

2) High-yield bonds (hybrid+junk)
3) Synthetic ETFs
4) Carry trades

17
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5. Conclusion

3 myths busted + 2 general conclusions

1) Sustainable economic growth is not possible

2) Financialization has caused divergency
between real and financial economy

3) Financial innovations cannot mitigate all risks

4) The future of the EMU = the Japanese
economic ice age of lost decades

5) Volatility = the only certainty in the recent
uncertain world

19



Discussion

Thanks for your attention.

Let’s discuss it now!
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Useful sources

21



Contact
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6. Extra slides

What is the difference between
financial and real economy?

Source: Bain (2012). AWORLD AWASH IN MONEY Capital trends through 2020
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6. Extra slides

Why a rapid increase of financial
assets vs. sluggish GDP growth?

Source: Bain (2012). AWORLD AWASH IN MONEY Capital trends through 2020
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6. Extra slides

...because investment bankers love
to play in global (perverse) casino
and need volatility for this game!
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6. Extra slides

The Ponzi Planet implies...

1) Unsustainable governments” debt
2) Unsustainable social security systems
3) “Printing“ money (by central banks)

4) “Paper” optimistic economic growth
models

Source: Author based on Feierstein, M. (2012). Planet Ponzi, Glacier USALLC
27



6. Extra slides

Result of the Ponzi Planet

since

1973 a rising number of financial bubbles

4

Source: The Economist 7/12/2013

Volatility of
financial markets =
certainty in an
uncertain world
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