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Economics & Capital Market 1
Forces Shaping Global Capital Markets

By : Wong Loke Lim
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To provide an overview of the forces that influences 
global capital markets.


 

Able to interpret and assimilate the importance of  
key economic indicators in business decision.


 

Able to interpret and assimilate the policy changes 
and their impact on capital market.

Upon Completion of the Course
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Overview of forces that influence global 
capital markets



© COPYRIGHT SIDC 2009

Integration of Financial Markets

Global financial markets are increasingly integrated in the context  of
•

 
Financial deregulation.

•

 
Development of off-shore financial market and derivative instruments

•

 
Evolution towards financial conglomerates (investment banking & asset

•

 
management sectors)

•

 
Rapid flow of capital
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Financial policies in different countries are more than ever intertwined
−

 
Interest rate policy, exchange rate policy, banking supervision cooperation and 
coordination . 
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Convergence of Business Cycles 
Among Economies

−
 

Asian Financial Crisis (1997) triggered economic slowdown in Europe and America.
−

 
Collapse of Long-Term Capital Management ( 1998 )

−
 

Dot Com crash (2000)
−

 
The sluggish economic performance in the U.S. in 2001 turned into a worldwide 
phenomenon.

−
 

A global stock market volatility witnessed with the sudden plunge in Chinese stock 
market On 27th February 2007.*

−
 

US sub-prime mortgage market crisis (2007) Problems in one part of the global 
economic system have ramifications for the entire system. Implying that there is 
more need for global collective action

−
 

Carry trades

−
 

Decoupling arguments??

Today, the business cycles in the Asian Pacific
 

Region, Europe and America 
become quite synchronized:
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1.Investor Confidence

2.Economy 3.International trade

4. Forex

5. Gold

6. Bonds7. USA metrics

8. IMF 
developments

9. Central Banks

Capital Market Forces
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1.Investor Confidence

•
 

Wachovia,Country
 

Wide, Indy Mac, Fannie Mae, Freedie
 

Mac, 
Bearns

 
Sterns, Merrill Lynch, Lehman Brothers,TARP

 
related 

banker bail out program, Automaker bail out, Madoff
 

fraud.

•
 

Bankers are not lending to customers but purchasing T 
Bonds.

•
 

Obama’s
 

A team-
 

Geithner, Summers and Schapiro-
 

what 
changes will they initiate?

•
 

Future of Ben Bernanke?
•

 
History says those fears will eventually fade.
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2. ECONOMY PRIMER

•
 

GDP = C +I + G + (X-M) 
•

 
The federal government’s share of the GDP is poised to explode from 
approximately 21% to over 28% in less than a year. The thought that the US 
can grow 3% next year while government takes an additional 10% of GDP is 
wishful thinking and media spin for the masses.

•

 
Crowding out

Housing Consumer Sentiment

Manufacturing Wealth effects
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Economy

•
 

The main issue is inflation or deflation

•
 

Massive deleveraging, speculation dries up –may lead to serious 
deflation-as what happened to Japan.

•
 

Economic stimuli and bail out program gives rise to inflation 
risk.

•
 

As long as this is not resolved, markets will continue to exhibit 
low volume and extreme volatility in all capital markets ( 
equities, commodities, forex

 
and bond )

•
 

For the U.S. economy, the eye of the economic storm, its GDP is 
expected to slow from a low of 1.4% in 2008 to -0.2 % in 2009. 
The National Bureau of Economic Research has declared that the 
U.S. economy has been in recession since December 2007. 
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Quantitative Easing

•
 
Official rationale
–

 
Liquefy their financial systems

–
 
Generate financial system bailout funds

–
 
Devalue their currencies for competitive reasons

–
 
Stop prices from falling and the economy from contracting

•
 
METHOD: 
1.

 
Printing money out of thin air. Governments and central banks of

 the US, UK and Switzerland 
2.

 
Debt-breeding-

 
accelerated through bailouts and stimulus 

packages.
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U.S Debt Held in Foreign Countries
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Global Financial Crisis & Virtual Economies
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The Global Financial Crisis
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The Global Financial Crisis
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Root Cause of the Current Financial Crisis

VIRTUAL ECONOMY

The Global Financial Crisis
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Virtual Economy

Types of Economies

Real Economy

With real value of 
commodities and services in 

a given economy which 
corresponds to the real 

economic growth & 
production

With imaginary value of 
stock prices and the 

accumulation of interest in 
the banks

An economy appears much 
larger than its real size, 
based on the assumption 

that the real money will not 
be tapped in to and 

therefore, it is possible to 
deal with an assumed larger 

(virtual) value for the 
money
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Virtual Economy

Similar to a virtual systems, which is bound to 
crash or thrash at any point when the instant 
demand for finance at any given time exceeds 

the real value of the real economy

Striking example
US Economy

Ratio of Real to Virtual Economy
1930 Great Depression = 80:20
2008 Financial Crisis = 20:80
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The Virtual System

•
 

How virtual system works?

−
 
The Stock Market

−
 
Interest Rate

−
 
Breaking away from Gold Standard
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The Stock Market

•
 

Wealth associated with stock values grew at a much 
higher rate than the wealth associated with the real 
economy

•
 

In US –
 

1925 to 1929, financial market increased by 120% 
but economic grew only < 17%. When market collapsed 
by 93% from its value, it returned to its real value

•
 

Same scenario in 1987 when market collapsed again 
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The Stock Market (Cont..)

•
 

End of 20th

 
Century, VE > 3 times of real market

−
 

DOT COM Bubble

−
 

Nominal value of shares not reflecting the reality of 
economic production i.e. increase value of shares 
without any real increase in production or profits


 

Amazon –
 

shares > $300 but not yet making profit


 

Enron –
 

share price up based on false information about 
fictitious profits.
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Interest Rate

The Background
•

 
The objective of the financial policy in the capitalist economy is to 
maintain the highest return on production and labour

 
and to sustain 

price stability

•
 
Achieve through a mechanism that controls the value of 
interest rate

•
 

During recession, the state reduces interest rates in order to 
encourage borrowing and increase demands on goods/services. 
Conversely, interest rates are used to curb inflation.

•
 

FIs
 

offers loans to individuals, companies, institutions and even 
government themselves.
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Interest Rate

•
 
Flow of Monies –

 
2 directions

−
 

Deposits: Investors →Banks
−

 
Loans: Banks → Investors

•
 
In general, monies to Banks > to Investors, except inflation 
rate > interest rate 

•
 
Therefore, real money (those used by investors to increase 
production and to maintain price stability) will certainly 
less than money that accumulates in the banks.

•
 
This is the main reason for the difference between the real 
money and the virtual money.
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Interest Rate

What happened in US?

•
 
During last 30 years -

 
real economic growth rate was no 

more than 3.5%
−

 
BUT actual interest rate > 8%.

•
 
Therefore, virtual money = 135% of actual value of 
money

•
 

So, if the actual value of US economy was $5 trillion, 
the excess of interest rate of the true value is $6.75 
trillion. 

•
 

This makes the virtual money value $11.75 trillion
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Interest Rate

IN reality:

•
 
Most banks do not invest their money in production 
process BUT in other Banks and by recycling the loans to 
other borrowers, increase virtual money repeatedly and 
multiple times

•
 
Why? Because the absence of the urgent need to withdraw 
large amount of funds from many banks at once.

•
 
When expose to pressure from a ‘run-on-the-bank’, the 
banks collapses for the lack of ability to meet customer 
needs.
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Interest Rate

Actions by US Government

•
 
Intervene to save the bank and back it up by its funds

•
 
Begin to print and pump money that could match the 
amount of the virtual money

•
 
End result –

 
massive inflation, decline in prices and weak 

productions and lead to a huge financial disaster
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Breaking Away from Gold Standard

•
 
Virtual economy can be avoided if the main global 
currency (i.e. US Dollar) remained linked to gold 
standard as per Bretton

 
Woods Agreement in 1944

•
 
Currency exchange mechanism agreed upon by the allied 
nations.

•
 
All ratifying countries currencies exchangeable in gold.

•
 
The existence of such a law can not permit any country 
to appear much larger than it’s real economic size.

•
 
There will not be sufficient gold to match the fictitious 
numbers of the virtual economy.
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Gold Standard

•
 

In 1971, US broke the link between the value of 
its currency and the economy, making it possible 
for money to grow more rapidly and at much 
higher rates than the growth of the economy.

•
 

USA had to repay France a loan of $3billion.

•
 

France asked the sum in GOLD but Nixon said 
“S***w the French!”
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The Problems of Today

•
 
The US and Europe have built their enormous economies 
on the basis of the virtual economy.

•
 
These countries cannot go back to rebuild a more realistic 
economy.

•
 
The financial politics are based on interest rate and 
exorbitant wealth, and the steady increase of the money 
has become the only goal of their economic and financial 
policies.

•
 
They will remain vulnerable to financial problems and 
collapse.
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Case Study 

Trace the events that lead to US’s 
current malaise and Contemporary 

policy initiatives
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Impact

•
 

60% of the world economies in recession
•

 
Stock market investment values plummeted by 
about 50%

•
 

Bonds, commodities, hedge funds and private 
equity fallen sharply

•
 

Depositors with financial institutions getting 
lower returns and worry about safety

 
of 

institutions
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General Trend of the Crisis

•
 
Loss of confidence

•
 
Disruptions in financial intermediation process

•
 
Downward spiral of asset prices

•
 
In 2007, domestic credit in US rose to unsustainable 
240% of GDP, 180% in Asia

“We know what we don’t know but more worst if we 
don’t even know what we don’t know”
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Genesis and Spread of the Crisis

•
 

Root: Mispricing
 

in the Massive Credit Default Swap Market

•
 

Sub prime Mortgage: Bank transferred credit risk to third 
party through the process of securitization ( MDS, CDO)

•
 

Reckless growth of sub prime mortgage-lower yield in 
risky mortgage

•
 

Arbitrage drove the yields on all bonds & loans down

•
 

Expansion of consumer credit, housing price bubble
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Genesis and Spread of the Crisis

•
 

Unsustainability
 

of Credit default swap and subprime
 mortgages exposed

•
 

Housing bubble burst →
 

mortgage default →
 

foreclosures→
 bank and insurance failure→

 
credit freeze

•
 

Spillover of financial crisis to real economy through virulent 
credit crunch →depressed aggregate demand

•
 

Sub prime mortgage default led to spillover effects around 
the world (Europe and emerging economies) via an elaborate 
network of derivatives
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Global consequence of the Crisis

•
 

Sharp rise in Unemployment in the US, Job loss in few other 
countries

•
 

Sharp fall in the stock market price around the globe, 
current stock prices are unable to explain the value of the 
companies

•
 

Panic also spread around to reduce property prices in some 
other countries

•
 

Extra caution in lending even with excess liquidity, 
depressed consumer demand
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The credit boom’s primal factor:
 lots of excessive liquidity

•
 

Petrodollars
•

 
Asian countries with current account surpluses

•
 

Loose monetary policy to protect against recessions 
– early 1990s. Late 90s, Japan. 9/11
Carry Trades
Hedge Funds leverages

*Asset class performance throughout the decades.
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•
 

Five US banks, hold 96% of all US bank derivatives positions in terms of 
nominal values, and an eye-popping 81% of the total net credit risk 
exposure in event of default. 

•
 

JPMorgan
 

Chase which -
 

$88 trillion in derivatives
•

 
Bank of America -$38 trillion in derivatives

•
 

Citibank -
 

$32 trillion. 
•

 
Goldman Sachs -

 
$30 trillion in derivatives

•
 

Wells Fargo-Wachovia Bank-
 

$5 trillion. 
•

 
Britain’s HSBC Bank USA -

 
$3.7 trillion., the banks who believe they are 

‘too big to fail.’
•

 
In effect, these five institutions today believe they are so large that they 

can dictate the policy of the Federal Government.

Wall Street Investment Banks
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Events
•

 
Asset boom due to excessive liquidity

•
 

Financial institutions piling up on CDO’s-Bear Sterns
•

 
Firms borrow to load up CDO’s-Lehman Brothers leveraged 30:1. 
Instrument and institution leverage.

•
 

AIG sells Credit Default Swaps.
•

 
Housing Bubble bursts

•
 

Mortgage lender collapse-Washington Mutual and Countrywide 
•

 
Lack of transparency is at the root of the current crisis. This is mainly 
due to the fact that instead of spreading risk in a transparent way as 
foreseen by economic theory, market operators chose ways to 
“securitize”

 
risky assets by spreading high-yielding assets without clearly 

marking their risk. 
•

 
Additionally, credit-rating agencies failed to understand these products, 
and the fact that they were rarely traded led to a situation where even 
the approximate value of these structured financial products was

 
not 

known.
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Rescues

•
 

Countrywide-
 

largest mortgage lender-
 

bought over by Bank of America .
•

 
Washington Mutual-sold to JP Morgan

•
 

CDO loses value-
 

Bear Sterns and Lehman Brothers affected
•

 
Bear Stearns Bailout-Fifth largest investment bank 
–

 
In July of 2007, Bear Stearns disclosed that the two subprime

 
hedge 

funds had lost nearly all of their value amid a rapid decline in
 

the 
market for subprime

 
mortgages. 

–
 

Stock for Bear Stearns fell from $100/share in December 2007 to 
$5/share in March 2008, just 3 months.-

 
Merged with JP Morgan Chase 

with government guarantees. Subsidized sale.
•

 
Fannie Mae and Freddie Mac-

 
bailout-nationalization.

•
 

Wachovia-
 

fourth largest deposit bank-sold to Citigroup
Merryl

 
Lynch-

 
bought over by Bank of America.
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Lehman Brothers Demise

•
 

The chaos gripping the markets started with:
•

 
US Treasury’s reckless decision to allow Lehman Brothers (LEH) to 
fail.

•
 

Led to panic selling on global stock markets, and froze the European 
and US banking systems. 

•
 

LEH left its creditors holding $150 billion of near worthless bonds, 
and common and preferred shareholders were completely wiped 
out.

•
 

There were also huge losses for companies who wrote credit 
protection on LEH’s

 
bonds over the past five-years. 

•
 

Those sellers of credit protection are scrambling to raise money
 

by 
selling anything they can get their hands on, including commodities 
and stocks. 
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AIG

•
 

AIG, formerly the world’s largest insurance company, had written credit- 
default swaps on more than $446 billion in credit assets, including 
mortgage securities, corporate loans and complex structured products. 

•
 

Last year, when sub-prime mortgage delinquencies triggered default 
swaps that AIG had insured, the firm was forced to book large write-

 downs. 
•

 
That spooked investors, who reacted by dumping its shares, and made it 
impossible for AIG to raise the capital it needed to survive.

•
 

Without a Fed rescue for AIG, the CDS nuclear bomb would have 
exploded.

•
 

85b  initial nationalization bailout
 

.
•

 
The Government bailouts of AIG to over $180 billion to date has primarily 
gone to pay off AIG’s

 
Credit Default Swap obligations to counterparty 

gamblers Goldman Sachs, Citibank, JP Morgan Chase, Bank of America 
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Economic Fundamentals, Statistics
&  Indicators
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Output gap

1.
 

Where is the economy now? Interpret published economic data
2.

 
Where is the economy going? Forecasting trends

3.
 

Implications for financial markets? Assess impacts of economic 
policies, monetary, fiscal, wages

Essence –role of market forces ( demand & supply )

Setting Capital Market Expectations-3 Q
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•
 

What is driving the economy in its current 
expansion or contraction phase?

•
 

What is helping to maintain economic growth?

•
 

What may trigger the end of a particular trend?

•
 

Malaysian experience.

Malaysian Economy





Trace the Path of migration
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End Note

“
 

The things that will destroy us are, politics 
without principle, pleasure without 

conscience, wealth without work, knowledge 
without character, business without morality, 
science without humanity and worship without 

sacrifice”
 

-
 

Mahatma Gandhi
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THANK YOU!
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