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The Financial Panic of 1907, or 2007?
The Financial Panic of 1907 was a violent upheaval in the U.S. economy in which credit availability literally disappeared, huge numbers of businesses failed, and a severe depression ensued.
The Panic of 1907, together with the Panic of 1873, are the greatest examples of a liquidity crisis developing in a matter of days.  The trigger for the Panic of 1907 was the rather insignificant failure of an attempt to corner the stock of the United Copper Co.  The trigger of the panic of 1873 was the failure of Jay Cooke & Company.   

The Panic of 1907 was preceded by years of financial speculation.  Large capital pools manipulated markets, mergers and acquisitions (into “Trusts” for each product area) were at an even higher level than today. These amalgamations then sold shares to the public at inflated prices.  U.S. Steel was formed from perhaps US$500 million of predecessor steel companies, then shares were floated to the public for US$1 billion.  Speculative pools targeted individual equities and commodities for large scale market campaigns.  The linkages and interconnections between the financial firms of the day were large, and bank affiliates were set up to trade and speculate in stocks.

Today, for the first time in many decades, the U.S. and world financial markets are in danger of a financial panic occurring, for many of the same reasons the Panic of 1907 occurred.  The systemic risks in the marketplace have increased dramatically in the last few years, particularly since 2003.

The Federal Reserve was created in 1913 as a direct response to the causes of the Panic of 1907.  The Fed was intended to prevent future financial panics by a variety of mechanisms. Unfortunately, the policies of the federal reserve since 1995 have increased systemic risk by first creating the tech bubble of the late 1990s, and then replacing the tech bubble with even larger credit and housing bubbles. The Fed may be a large contributing factor to a potential financial panic occurring in the near future.
The world is awash in liquidity today.  Financial risk carries such a low premium to “safe” investments today that a Mongolian bank recently issued US$500 million in bonds at only 1.5% over the comparable U.S. Treasury rates.  Measures of volatility, such as the VIX index, are approaching record lows.  Private equity and hedge funds are raising money almost without check.

The lessons of 1873 and 1907 are that once a triggering event happens, liquidity can literally dry up overnight as all market participants question the soundness/creditworthiness of all other U.S. market participants.  While the panics of 1873 and 1907 resulted in devastating runs on banks by depositors, a potential financial panic today would be focused on the withdrawal of huge international monetary flows and the questioning of the credit quality of all players in the world marketplace.
While there is no assurance or likelihood that a financial panic will occur in the near term, the list of potential triggering events existing in today’s world financial system would fill a large book. A small list of possible triggering events would include:

-An abrupt change in the value of the Japanese yen resulting in a collapse and unwinding of the yen carry trade.

-An abrupt re-alignment of world currency values such as during the Asian currency crisis of 1997.
-A collapse of the U.S. housing bubble causing guarantors of mortgage backed securities derivatives to default.

-The U.S. dollar falling below 80 on the U.S. Dollar Index, signaling a potential further plunge in the U.S. dollar’s value with all the attendant fallout.

-Any one of the large holders of foreign dollar reserves diversifying away from U.S. Treasuries.

-Derivatives failures by one or more of the larger issuers.

-A black swan event

We will only discuss three of the many scenarios.

             For those of you who question if a collapse of the yen carry trade can occur, memories are amazingly short.  In 1998, when total hedge fund assets were a fraction of today’s, the hedge funds were actively involved in borrowing yen at near-zero interest rates to finance less liquid investments elsewhere in the world.  By June, 1998 the yen had fallen to 150 to the dollar, which greatly benefited the hedge funds who were short yen via yen borrowings. From August to October 1998 the yen reversed course and went from 147 to 115 to the dollar.  This abrupt reversal caused hedge funds to unwind market positions and to buy yen to repay the loans, exacerbating the increase in the value of the yen.  This market derailment caused the hedge fund Long Term Capital Markets (LTCM)to reach such difficulties that it had to be rescued to prevent a U.S. market collapse.  All participants agree the LTCM crisis was a closely run thing. Julian Robertson’s hedge fund lost US$2 billion in a single week, back when $2 billion was a more significant amount of money than today. The entire U.S. financial system came close to a meltdown due to LTCM.


The exposure of the world markets to the yen carry trade has increased vastly since 1998 to the point where it is difficult to potentially quantify the increase in exposure.


The other systemic risk I would like to address is the potential failure of derivatives writers.  For the last few years a large number of hedge funds and other players have written staggering volumes of derivatives contracts.  The overall level of existing derivatives may eclipse the value of the world equity markets by a large factor. These parties have pocketed the premiums for writing such derivatives, and a lot of these players have never expected the derivatives to actually be called upon for settlement.  This can be equated to writing endless below the market puts, and placing the received put price into current financial returns. This approach has worked in the past few years of relatively steadily rising markets and a stable financial environment.  When markets turn and the financial environment becomes less stable, the holders of derivatives contracts are going to look for the writers to make good on these contracts.  The writers of derivative contracts can make good on a small amount of contracts being called for settlement, but if world markets fluctuate excessively, a number of holders of derivative contracts will find their counterparties unable to perform, causing huge losses, which in turn can turn into a full fledged financial panic as the underlying risk positions are liquidated.  The modeling done by the firms writing derivatives cannot take into account all variables, and we may find out that like the models for U.S. mortgage defaults, the basic architecture of the models is faulty.  The potential losses from defaulted derivative contracts is in the trillions to the hundred of trillions of dollars.


A financial panic can occur if only one or a handful of large derivative writers suddenly finds itself called upon to make good in a general market upheaval, and the holders of the derivatives start to dump the “insured” positions, and withdraw funds from suspect players.  All it takes sometimes is one significant default to cause a domino effect throughout the long derivatives chains involved.

     
The third risk I would like to address is the potential “Black Swan Event.”  This is named after the reasoning that if all the swans you have ever seen over the years are white, you come to have the ironclad perception that the only swans you will ever see are white.  The perception becomes rooted into the entire belief system. When a black swan is finally seen, the belief system is thoroughly called into question.  The corollary in the financial world is “firms that are too big to fail” or “currencies will trade only in these bands” or “western economies will honor all their debts” “the dollar is the reserve currency of the world”, etc.  If a totally unforeseen event, such as the Enron bankruptcy or similar, were to occur today, the financial markets may not have the capacity to absorb such as shock such as they did in years past. In today’s world of near-total financial integration and connections, all it could potentially take is one large unforeseen event to cause a domino-like reaction across the world financial markets. It is quite possible to have a global liquidity crisis develop seemingly out of nowhere. 
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The above commentary is not meant as financial advice or a recommendation to buy or sell any securities. The above commentary is meant strictly as commentary; it is the opinion of one person. The above is meant as basis for intelligent discussion  of  the economic issues of the day, and no responsibility is taken by the author for accuracy of the above information, which is deemed from generally accurate sources in the author’s opinion.
