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A Recipe for the Next Financial Crisis 

It may not come soon or deliver the same shock, but the ingredients that triggered so many 
predecessors are already coming into view. 

 

As the world’s economy lurches towards recovery, manufacturing looks healthy, trade volumes are picking 

up and financial markets are as buoyant as ever. The natural question for savvy investors, though, is 

whether the good news will last long enough to justify high multiples and tight spreads. If a mob storming 

the U.S. Capitol doesn’t roil markets, what will?  

 

The next crisis may be years away, but the elements that usually cause trouble are already here: financial 

innovation that leads to a surge in liquidity; excess that isn't initially apparent until it suddenly becomes 

blindingly obvious; and a slow shift in relative prices that threatens to trigger a cascading series of 

bankruptcies. 

 

Ballooning central bank balance sheets and easy credit have averted a greater disaster, and the recovery is 

real. But beneath the surface there are also tectonic shifts in technology, climate policy and post-pandemic 

patterns that are changing the relative prices of labor, energy, and just about anything you can buy online. 

These are the forces that will slowly erode long-standing business models until they suddenly catch markets 

by surprise. 

 

In the 1860s, U.S. Treasury Secretary Salmon P. Chase began marketing U.S. bonds to middle-class 

investors while Emperor Louis Napoleon blessed the first universal investment banks that channeled French 

household savings into large-scale projects. There were plenty of railways, steamships, and telegraphs to 

underwrite. There were also wars, strikes, and con artists along the way, but ultimately there was never 

enough demand to fill the massive capacity that was built. Prices changed, balance sheets sagged and the 

1873 crash of the Vienna Stock Exchange tipped Europe and the United States into years of depression. 

 

More than a century later, a financial innovation called the Eurodollar market drew money from U.S. bank 

accounts, where interest rates were tightly regulated, and from Middle East governments whose oil profits 

soared. These vast sums were ultimately channeled to developing countries, mainly in Latin America, on the 

premise the loans could be financed with export revenues. Again, the story is complicated, but the cozy 

arrangement unraveled spectacularly with massive spikes in the price of energy, with the oil embargo, and 

the price of dollars, as Paul Volcker’s Fed tackled inflation with sharply higher rates.  

  

The Global Financial Crisis in 2008 can trace its roots to a perfectly benign financial instrument called 

“securitization,” which helped pull money from around the world to finance flawed U.S. mortgages. Among 

many forces at work, technological advances and globalization dampened household incomes, housing 

prices started to sag, and it wasn’t long before some of the world’s largest banks found they couldn’t bear the 

strain.  

 

In January 2021, the financial innovation that supplies abundant liquidity comes unexpectedly from the 

world’s stolid central banks, which were forced to pump in money that boosted prices and growth for much 

of the last decade when their governments were preoccupied with balancing budgets. When the pandemic 

hit, the banks doubled-down to prop-up collapsing markets, ramping up their balance sheets to stave-off 

disaster. 

https://en.wikipedia.org/wiki/Salmon_P._Chase#Secretary_of_the_Treasury
https://en.wikipedia.org/wiki/Panic_of_1873
https://en.wikipedia.org/wiki/Latin_American_debt_crisis
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So far, so good. Bankruptcies have been limited and firms have tapped credit markets with little trouble. 

Pent-up demand should give revenues a nice boost as lockdowns end, but when shoppers resume their 

regular patterns it’s hard to see how growth over the next decade will be much higher than the last. Aging 

populations mean less consumption, ramshackle infrastructure means higher costs, and trade friction 

means rising uncertainty. 

There will be further pressures on overextended balance sheets from shifting relative prices. Before the 

pandemic, cloud computing and artificial intelligence were already shaping new business models from 

finance and health care to telecommunications and manufacturing. For all the differences, the common 

theme was a further erosion of wages. Once lockdowns end, new living and working patterns will likely 

further disrupt the prices of real estate, transportation and entertainment.  

“Successful investing is rapidly shifting from assessing macroeconomic factors 

or even predicting government policy to the nitty-gritty of understanding just 

how resilient balance sheets may be in a world of fluctuating prices.”

Additional shifts in demand will come from expanding rules, subsidies, and taxes to mitigate climate 

change. Flood-prone properties will probably lose value, clean energy sources will gain it in all likelihood, 

and everyone will be forced to contemplate their risk of holding stranded assets—whether it be an oil field or 

an internal combustion engine—that no one wants to buy. 

Most crises erupt from the unexpected, so the more investors are watching for these changing patterns and 

prices, the easier it will be to evaluate the risks to firms that appear to be awash with liquidity for now. But 

successful investing is rapidly shifting from assessing macroeconomic factors or even predicting government 

policy to the nitty-gritty of understanding just how resilient balance sheets may be in a world of fluctuating 

prices.   

Ultimately, the recipe for crisis is little more complicated than that. 



 
 

 
 
 

  
BARINGSINVESTMENTINSTITUTE.COM  |  3

11 January 2021  |  Leading Thoughts 

IMPORTANT INFORMATION 
Any forecasts in this document are based upon Barings opinion of the market at the date of preparation and are subject to change 
without notice, dependent upon many factors. Any prediction, projection or forecast is not necessarily indicative of the future or likely 
performance. Investment involves risk. The value of any investments and any income generated may go down as well as up and is not 
guaranteed. Past performance is no indication of current or future performance. PAST PERFORMANCE IS NOT NECESSARILY 
INDICATIVE OF FUTURE RESULTS. Any investment results, portfolio compositions and or examples set forth in this document are 
provided for illustrative purposes only and are not indicative of any future investment results, future portfolio composition or 
investments. The composition, size of, and risks associated with an investment may differ substantially from any examples set forth in 
this document. No representation is made that an investment will be profitable or will not incur losses. Where appropriate, changes in 
the currency exchange rates may affect the value of investments. Prospective investors should read the offering documents, if applicable, 
for the details and specific risk factors of any Fund/Strategy discussed in this document.For Professional Investors/Institutional 
Investors only. This document should not be distributed to or relied on by Retail/Individual Investors. Barings LLC, Barings Securities 
LLC, Barings (U.K.) Limited, Barings Global Advisers Limited, Barings Australia Pty Ltd, Barings Japan Limited, Baring Asset 
Management Limited, Baring International Investment Limited, Baring Fund Managers Limited, Baring International Fund Managers 
(Ireland) Limited, Baring Asset Management (Asia) Limited, Baring SICE (Taiwan) Limited, Baring Asset Management Switzerland 
Sàrl, and Baring Asset Management Korea Limited each are affiliated financial service companies owned by Barings LLC (each, 
individually, an "Affiliate"), together known as "Barings." Some Affiliates may act as an introducer or distributor of the products and 
services of some others and may be paid a fee for doing so. 
 
NO OFFER:  
The document is for informational purposes only and is not an offer or solicitation for the purchase or sale of any financial instrument 
or service in any jurisdiction. The material herein was prepared without any consideration of the investment objectives, financial 
situation or particular needs of anyone who may receive it. This document is not, and must not be treated as, investment advice, an 
investment recommendation, investment research, or a recommendation about the suitability or appropriateness of any security, 
commodity, investment, or particular investment strategy, and must not be construed as a projection or prediction. 
In making an investment decision, prospective investors must rely on their own examination of the merits and risks involved and before 
making any investment decision, it is recommended that prospective investors seek independent investment, legal, tax, accounting or 
other professional advice as appropriate. Unless otherwise mentioned, the views contained in this document are those of Barings. These 
views are made in good faith in relation to the facts known at the time of preparation and are subject to change without notice. 
Individual portfolio management teams may hold different views than the views expressed herein and may make different investment 
decisions for different clients. Parts of this document may be based on information received from sources we believe to be reliable. 
Although every effort is taken to ensure that the information contained in this document is accurate, Barings makes no representation or 
warranty, express or implied, regarding the accuracy, completeness or adequacy of the information.  
 
OTHER RESTRICTIONS:  
The distribution of this document is restricted by law. No action has been or will be taken by Barings to permit the possession or 
distribution of the document in any jurisdiction, where action for that purpose may be required. Accordingly, the document may not be 
used in any jurisdiction except under circumstances that will result in compliance with all applicable laws and regulations.  
Any service, security, investment or product outlined in this document may not be suitable for a prospective investor or available in their 
jurisdiction.  
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