
This week’s consternation over Portugal’s debt issues led to me wonder: are we prepared 
for another global financial crisis, if it comes to that? The easy answer is no one is ever real-
ly prepared for one, that is why we call them crises. While I can cite any number of ratios, 
facts, and figures to support why the US financial system is in healthier shape than it was in 
2007, on the eve of the last financial crisis, I take small solace in such numbers.  

The reason is pretty simple: a financial crisis is really nothing more than the absence of li-
quidity in the financial system. Granted, this normally happens when bank asset values fall 
apart, but as the old expression goes: it only takes one bad apple to ruin the whole bunch. 
While a little hyperbolic when it comes to the banking system, I think it safe to say a couple 
of well-placed bad apples, as it were, can cripple a financial system of relatively well capi-
talized financial institutions.  

Given the global fascination with debt fueled growth and consumption, any pronounced hic-
cups in the flow of liquidity can, and will, have an outsized effect on economic growth. 
This, then, causes asset values to fall, which can ultimately impact bank balance sheets, 
which would impact bank capital, which would then impact the extension of credit, which 
would dry up liquidity, which, I think you get the picture.  

If this seems circular or like a domino effect, it is. Consider this overly simplistic example: 

Imagine Bank A has $1 billion in assets and $900 million in liabilities, giving it $100 mil-
lion in equity. For the sake of this example, let’s call it Bank A’s capital, giving it a capital 
ratio of 10% (there is more to bank capital than simple equity, but this is easy). This is the 
base of money it uses to extend credit to borrowers; you can kind of think of it as an insur-
ance reserve. Now, what happens IF asset values fall only 5%, due to any worst case sys-
temic scenario you can concoct, and through no fault of the bank itself? That’s right, its cap-
ital base would fall to $50 million, taking it’s capital ratio down to around 5.3%.  

This is the reason why pricing all bank assets on a daily basis, marking to market, is a poor 
idea, as it would dramatically subject true, underlying bank capital to the daily vagaries and 
fluctuations of the investment markets. Let alone the logistical and operational headache of 
trying to price each and every loan and mortgage security on the books.  

“Nope, we can’t lend you any money today, but maybe the bond market will be up 0.10% 
tomorrow, and we will be able to lend you as much as you want.”  

In truth, at the height of the financial crisis, when you couldn’t get a bid on a host of securi-
ties, and commercial real estate values were plummeting, IF you had truly marked to market 
all the loans & leases and structured mortgage-backed securities on the books of commer-
cial banks in the United States, the banking system, as we know it, probably would have 
ceased to exist.  

If I panic, everyone else panics. 
 

Kobe Bryant 
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This is the reason for my small solace: it doesn’t take too much for things to get ugly. We saw this in 2008, 
when otherwise healthy banks simply stopped lending money, even though their official capital ratios might 
have indicated they could. After a few cocktails, you could probably get a couple of higher ups at these same 
firms to admit they didn’t know exactly what they had in their loan portfolio. But they knew they had better 
reel things in until they could figure it out.  

It doesn’t take too many banks to ‘shut up shop’ before things grind to a halt. Call it herd mentality or call it 
the better part of valor, but you can also call it: Katy, bar the door. As for this week, while what happens in 
Las Vegas is supposed to stay in Las Vegas, what happens in Portugal doesn’t have to stay in Portugal.  

Here is the pertinent part of a note we sent to our wealth management clients yesterday:  

 

This morning, the global equity markets woke up on the wrong side of the bed, as prices are down 
pretty much across the board. As I type at 9:00 am CDT, 28 of the 30 stocks in the Dow Industrials 
are in the red. Although people have been gnashing their teeth and wringing their hands about a 
looming market correction for a while, why today? What exactly is happening?  

If you believe the headlines, Portugal, yes, Portugal, is having something of a Greek tragedy with its 
debt; that pun is very much intended. After slumbering for the better part of a couple of years, it 
seems as though Europe’s enormous appetite for debt is making headlines again…and for good rea-
son. The countries which have the greatest levels of debt overhang are the least capable of doing 
anything about it. Portugal can’t print its own currency, or otherwise inflate on its own, like the 
Greeks. Its economy isn’t, well, let’s just put it this way: I don’t remember anyone ever talking 
about the Portuguese economic miracle. As such, it is highly unlikely Lisbon will be able to grow its 
way out of its indebtedness, like Athens can’t.  

So, if you can’t inflate or otherwise debase your currency, and you can’t grow your way out of debt, 
what are you to do? That’s right; wait for the Germans to bail you out, and dictate the terms in the 
process.  

But, Portugal? Really? In truth, Portugal is an economic afterthought. The entire country could van-
ish tomorrow, and overall global output probably wouldn’t miss a beat. It is just simple math; using 
World Bank data for 2013, Portugal’s nominal GDP was about $213 billion. Global GDP was right 
at around $75 trillion. Doing some pretty basic division, you can determine the Portuguese represent 
roughly 0.28% of global economic output. Why then does anyone really care if Portugal is having a 
hard time juggling its finances?  

The truth is simple: it isn’t Lisbon as much as the Portuguese banking system, and its interrelation 
with the remainder of Europe. You see, the impetus for the current imbroglio is the impending de-
fault of a bank called Espirito Santo, which has something like €83 billion in assets. At today’s ex-
change rate, that is around $113 billion; so it is not an insignificant financial institution. If it defaults 
on its debt, and needs a government bailout because the Portuguese economy at $213 billion can’t 
finance such things on its own, where is Portugal going to get the money? That’s right, Portuguese 
interest rates would have to rise, which would devalue the Portuguese debt European banks have on 
their balance sheets. That is an immediate impact on bank capital, just as new rules are forcing 
banks to restate asset values and set aside even more capital for ‘risky assets.’  

I understand this gets arcane, but it is a slippery slope: a bank fail the size of Espirito Santo would 
send shockwaves through the Portuguese bond market. This would have a negative impact on bank 
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balance sheets which hold Portuguese debt. Due to tighter capital restrictions, banks would be forced 
to set aside even more capital to account for the devaluing of their Portuguese holdings. This limits 
the amount of money banks have to lend, thereby reducing overall liquidity in the already sluggish 
European economy. If that happens, it makes it that much harder for other cash strapped and debt 
strangled counties, like Greece, Spain, and even Italy, to finance their fiscal shortfalls. Whew.  

Obviously, this is a worst case domino effect, but it is still a very real scenario. This is the world in 
which we live: when a bank no one in the US has heard of from a country most Americans couldn’t 
find on a map severely hinders liquidity in a continental economy which is heavily reliant on debt, 
thereby calling into question the overall health of the global financial system. As a result, the EU and/
or the ECB will have to ultimately wallpaper over the problem with extra liquidity flushed into the 
financial system, and with some sort of backstop from the Germans…who probably really can’t han-
dle too much more of this type of thing.  

Okay, you might say, but don’t we have FDIC insurance in the United States to help stave off the worst of a 
financial crisis? Yes, we do; however, even that has limitations. Consider what I submitted to the Montgomery 
Advertiser for my column this Sunday:  

I read some articles recently about changing banking laws, and have to ask: are some banks re-
ally too big to fail?    

The quick answer is yes. But what do we mean by big?   

Back during the height of the most recent financial crisis, there was a lot of consternation about bail-
ing out the banking system with supposed taxpayer funds. People accused me of having a conflict of 
interest when I asked: “what alternative do we really have?” However, our firm didn’t take any TARP 
money, and wouldn’t have been too big to fail in any event. In fact, bailing out or otherwise propping 
up a lot of those banks probably hurt our business.  

However, the average American doesn’t understand how money is created in the economy, and 
doesn’t appreciate the limitations of FDIC insurance.  

Banks create money when they lend out deposits. As a depositor, you still have access to your funds, 
but, as though by magic, so does the borrower. That is essentially creating money out of thin air, and 
banks do it based on their capital, or their ability to replenish your deposits should the borrower de-
fault or fail to pay back the loan.  

When a bank fails, you don’t have access to your deposits, nor does the borrower. As a result, the 
supply of money in the financial system shrinks. When enough banks fail, the money supply contracts 
rapidly, and I have yet to find an economic model where that is good for overall growth.   
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But isn’t that what FDIC insurance is supposed to protect against? Yes, to a degree. However, there 
is a finite amount of funds in the kitty to go around. After all, who pays the premiums? That’s right, 
the banking system. Each bank pays a percent of their deposits to the FDIC to fund against future 
loses in the banking system. According to the FDIC, as of December 31, 2103, the unaudited bal-
anced in the ‘deposit insurance fund,’ was around $47.2 billion, which represented a reserve ratio of 
0.78% on insured deposits.  

Hey, you don’t even want to know how low it got during the crisis, and banks have until 2020 to get 
the reserve back up to 1.35%.  

Put another way, at the end of 2013, for every dollar the FDIC insured, it had less than a penny in 
reserve. Clearly, a wholesale failure by a bank like, say, Citigroup with customer deposits approach-
ing $1 trillion would put some serious, um, strain on the FDIC. While not all of that $1 trillion is 
FDIC insured, I would imagine at least $50 billion would be. I think you get the point.  

An outright failure by a sizable enough bank would not only decrease the money supply, it would 
also exhaust the FDIC’s insurance reserves. Yes, it would go to the remaining banks, and demand 
they pony up more, but that would reduce liquidity in a banking system already reeling from a lack 
of liquidity.  

So, what banks are too big to fail? Well, a few are pretty obvious, but the rest would depend on the 
FDIC’s then ability to cover the insured deposits, honestly, as well as the firm’s strategic economic 
importance. Therefore, the definition of too big to fail is a moving target, and imprecise. The best 
part? Everyone in Washington knows this, or should.  

In the end, folks might hate bailing out big banks, but there really isn’t a practical alternative.   

 

Further, FDIC insurance only protects certain liabilities on bank balance sheets. It doesn’t directly protect 
bank capital in the event asset values fall. As a result, yeah, your deposits might be protected to some degree, 
but that doesn’t mean your bank will have enough capital to keep extending credit, and therefore liquidity. In 
truth, FDIC insurance was and is a way to prevent ‘runs on banks,’ so banks don’t have to sell assets at fire 
sale prices to meet withdrawals in the event of a panic.  Whew.  

In the end, will Portugal cause the global banking system to collapse? Will Greece? Will Spain? Will Italy? 
You know, taken separately, probably not, with maybe Italy as the exception, and Spain coming close. Taken 
together, oh yeah. Sure, the average US bank might not have any direct exposure to these countries, and even 
the big players have undoubtedly limited their risks.  

However, what is the definition of a panic? I will save the worry, and give you it straight from Merriam-
Webster’s website:  

a :  a sudden overpowering fright; also :  acute extreme anxiety b :  a sudden unreasoning terror of-
ten accompanied by mass flight <widespread panic in the streets> c :  a sudden widespread fright 
concerning financial affairs that results in a depression of values caused by extreme measures for 
protection of property (as securities)  

Kind of scary, huh? However, you can mitigate any potential downside by actually getting to know your 
bank and your bankers, and not simply relying on branches and size. Explore the culture, and even ask ques-
tions about their credit standards. After all, during a financial crisis, knowing who you are doing business 
with is a heckuva lot more important than just about anything else.  
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I suppose that is kind of my answer to the question: are we prepared for another financial crisis? It isn’t even 
an answer as much as another question: are you?  

Let’s just say, personally, I know my banker(s), and I am very confident I am.  
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