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Introduction

In the summer of 2007, a contagious liquidity medtd hit the world markets. Sparked
by the sub-prime mortgage fiasco in the USA, finahganic and tumbling asset values
have not only destabilised the US financial systbuat,have also shaken the European
and Asian markets. The crisis prompted unprecedeateergency measures by the
central banks in the USA, Japan, EU, and later @anAustralia and the UK: in only a
few days in mid-August, the world’s central banksé injected more than $240 billion
into the financial markets; in the USA, the Fedé&takerve cut the discount rate by half a
percent to 5.75% from 6.25%. At the time of writirtige turbulence in financial markets
seems to have eased, and market indices appeav¢oskabilised. Yet some observers
warn that more strains are hidden in complex pydanaif credit around the world, and
that the crisis is far from over.

A brief look at the emerging analyses of the cridithe summer 2007 brings out
two perplexing issues. The first puzzle is the vshock of the crisis: the market
turbulence caught many regulators and observesilprise. This is odd, given that the
fragility of the US mortgage market had been naegukatedly by many commentators
during the past several years. The second puzzieeigliagnosis of the crisis - most
observers recognise that at the epicentre of tilience has been a ‘systemic liquidity
crunch.” Such a consensus appears confusing, simtg a few weeks prior to the week

global markets tumbled, many financial commentatotsd excess liquidity and even



‘liquidity glut’ washing across global markets. Th@F, for instance, warned against the
inflation-related dangers of excess global liqyiditas emerging markets have
accumulated vast volumes of foreign exchange reselquity funds were able to raise
inordinate amount of credit from financial instianis desperate for borrowers. How
could possibly this glut of ‘excess liquidity’ evapate so quickly, to require an
additional 240 billion dollars of central bankshfis?

This essay contends that both of these puzzlesfstemthe important, but often
overlooked, phenomenon of the so-calibasion of liquidity. Originally formulated by
Keynes, the problem of liquidity illusions has bemimmon to many financial markets
throughout history, but it is during the past twecddes that illusions of liquidity have
become a central trigger of financial crises arotirdworld. Essentially, the illusion of
liquidity is a false sense of optimism a finanaialt has over the safety and resilience of
her portfolio. In periods of economic upturn andilmsm, investors eagerly expand their
credit lines, often underestimating the risk in iedief that their investment structures are
safe and liquid. Yet when agents across the bdarkghis sense of optimism and stretch
their portfolios too far, the system as a wholedmees progressively illiquid and fragile.
When distress hits the market, credit lines thatewadvanced only a short while ago
cannot be closed without losses; contagion, whiely mvolve asset deflation, spreads
through the market, often ending up with a systeroltapse.

As the term itself suggests, the problem of liqwyidilusions is difficult to
diagnose accurately and in time. It centres on digegamic interplay between the
processes of financial deregulation and innovatam subjective factors, such as
confidence and expectations, which are not eastyglelted or measured. Still, it is
notable that in the wake of the series of criseshef past decade, some research on
financial regulation and innovation has identifibé complex issue of liquidity as a key
component of systemic risk in financial marketsagp@Bies 2002; Bird and Milne 1999;
Bisigano 1999; Chang and Velasco 1998, 1999; Gaildfand Valdes 1997; Mishkin
1999; Persaud 2002; Alexander et al. 2006). Mucthefdiscussion however, remains
confined to academic circles, and so far, no pdtiagnework has addressed the problem

comprehensively.



As this essay contends, part of the reason forgaps between financial theory
and policy is the fact that the nature and behavof liquidity today are incredibly
complex, overlapping several layers of financiald amacroeconomic activity.
Understanding these issues in the context of déegl credit of today requires a
gualitatively new approach to the financial systeand financial risk, and a
corresponding, targeted regulatory framework. Iratvmollows, this essay analyses the
systemic implications of the liquidity illusionat three inter-dependent levels:
macroeconomic; institutional and international. Pag@er shows that although generally,
liquidity illusions stem from the processes ofafitial innovation, at each of them is
manifested in different manner. At the macroecoicolevel, illusions of liquidity are
reflected in the blurring line between ‘money’ andear-money’ the phenomenon
which, although benign in ‘good’ economic timesn gasult in a payments breakdown
and a financial when ‘good times’ end. At the itagional level, illusions of liquidity
blur the distinction between the financial healtid liquidity of individual companies
and the liquidity and robustness of the systema afole. Finally, at the international
level, illusions of liquidity are often caused bylaek of a consensual definition of
liquidity and the opacity, and even obscurity oflay's financial flows and credit
structures.

As this essay observes, although the literaturégomdity is growing, and some
shifts towards better understanding of liquiditgks have been prompted by the BIS-
centered policy processes, there is little guidanmch less agreement, on how to tackle
the multi-dimensional problem of liquidity illusiorExisting and recently advanced
regulatory norms formulated under the umbrella a@wninternational financial
architecture (NIFA), such as Basel Il, do not captthe variety of liquidity-centred
systemic threats associated with the contemporaeditc system and thus offer
insufficient tools of crisis prevention. A more cprahensive answer to liquidity

dilemmas today lies in the nature and politicsimdficial innovation more generally.



Liquidity: The Dark Side of Finance

Liquidity is often dubbed a ‘dark side’ or an ‘Adas heel’ of today’s finance. Why is
liquidity such a problematic issue? Financialrlitere offers many answers to this
guestion (Cohen and Shin 2003; Fernandez 1999;s@ws and Miller 1988; O’'Hara
2004; Hicks 1962; Aglietta 1996 ). Despite theiethodological differences, existing
analyses tend to agree that the difficulty of ustderding what liquidity is lies primarily
in the multiplicity of its meanings and functionst the very least, ‘liquidity’ denotes
three things: it is a quality, or a property of @quct (or a market); it is a quantity of
‘money’ available in the system, and it is the edsewhich transactions can be
completed in a given market. This range of meanimgdurn, entails that ‘liquidity’
implies different things to different people inféilent times and contexts. An additional
challenge to understand what liquidity is and hotehaves is obscured by the fact that
over time, especially with the worldwide escalatminfinancial innovation in the post-
1973 period, the nature of liquidity has changesl.ofie official of the Bank of England
has put it, “liquidity clearly ain’t what it used be. But it is much less clear what such a
statement means, still less whether that is a ‘good ‘bad’ thing” (Smout 2001).
Distinguishing between the three dimensions of itiqu is a challenge,
complicated by the fact that during ‘good timeke three dimensions of liquidity — the
guantity and quality of assets, and the ease n$aetions — tend to be conflated, which
can entrap investors and regulators alike intsidins of liquidity. All three dimensions
of the liquidity problem are tightly inter-relatethey all centre on the processes of
financial innovation; all three entail systemic sequences and pose immense regulatory
challenges. Incorporating quantitative, qualitatimad temporal dimensions of the
problem, each of the three aspects relates to @fispget of elements of systemic risk:
the creation and supply of liquidity; its functiomsan open economy; and its behaviour
in the international context. Here, although stwiidely recognised now that the way in
which liquidity is generated in liberased finadcgystems makes financial markets
vulnerable to the externalities that feed on theaatyics of systemic risk (Aglietta 1996),
this problem remains poorly understood by thet@gs methods of liquidity regulation
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Conventional economic analysis evaluates liquib§ya combination of several
indicators: the bid-ask spread (which gauges tieegrend in the market, i.e., the ease
with which transactions are undertaken), and tHeme of transactions being completed
(which measures the depth of the market). Liquidityan institution is measured by
corresponding ratios for a safety of assets orityual loans in the portfolio. But these
measures are only adequate for gauging marketsiretittions during ‘good’ times
(Persaud 2007 ). In the downward spiral of a fmancycle, they offer insufficient
indicators of the condition of the system as a whdWloreover, these conventional
indicators are useful only as long as one assuhasatgiven market is a closed system:
neither bid-ask spreads nor the volume of tradéiectethe systemic outcome of the
deteriorating quality of portfolios of companieswarising the market, especially if it is
tightly interconnected with other market segments.

What gives rise to confusions, or delusions, alliquidity conditions at a given
market is the fact that a liquidity crunch is ofteranifested by the disappearance of
buyers and sellers from the market. By a commoladgl many observers tend to
conclude that liquidity denotes the volume andlwe tase (or velocity) of financial
transactions. However, this is a mistaken beligft thas led regulators and market
watchdogs to mis-read many crisis signals. Theonati ‘liquidity’ is not confined tadhe
easeandvolumes of tradest also describes the quality of assets in amgivearket, or a
system of markets. Here, one of the most imporksdons from the past decade of
crises is the recognition that the fluidity, or a@ty of financial circulation — the key
products of financial deregulation and the libes@iion of credit — are, not synonymous
with liquidity of the system as sudef. Warburton 2000). This particular argument,
although being continuously reiterated by many {b@stnesian scholars, has not been
articulated into any policy measure in the aftetmatt the crises of the 1990s. Yet it is
the main reason why the markets were shaken bguherime crisis in the summer of
2007.

The origins of liquidity illusions are many. Partonfusions, and illusions, about
liquidity and its behaviour are caused by the shemmplexity, and obscurity of
deregulated finance and credit. In the dereguléitesthcial system, financial innovation



continuously drives credit structures far beyoralléms of regulatory authorities, thereby
blurring the line between ‘money and ‘near-monglevy-Garboua and Weumuller
1979). Moreover, at present almost half of allbglblending is siphoned off through tax
havens and offshore financial centres, and we gimplnot know when highly complex
pyramids of credit reach critical proportions. Tihgernationalisation of markets makes
the challenge of discerning liquidity dynamics eveare difficult. For instance, in the
wake of the Bretton Woods collapse, the emergentenewv forms of financial
intermediation and a wide variety of financial puots have led many analysts to assume
that issues of the adequacy of international liqpidave become obsolete in the regime
of deregulated and privatised credit. Essentidilbgralised markets were assumed to
fulfil liquidity-balancing functions by themselveand liquidity management has become
a marginal concern for monetary and financial adties. Particularly in the low
inflationary period of the past two decades, thewdin of private international credit
markets have led many commentators to conclude ‘thatconcept of international
liquidity has lost its strategic significance féwet conduct of macroeconomic policy’ (in
Horne and Nahm 2000).

However as the series of devastating financiaksrisver the past two decades
showed, liquidity has been at the epicentre of alelsting breakdowns in national,
regional and international payment systems (Chamdy \delasco 1998, 1999; Kregel
2001; Mshkin 1999; Pettis 2001, 2003). In sevesaskes - most scandalously, during the
LTCM fiasco in 1998 and in August 2007 - liquidityunch brought the international
financial system to a brink of a systemic collapiseall of the implosions, under the
effect of bad news or financial contagion, credétthad been ostensibly plentiful only a
short while ago, suddenly dried up, entrapping \iadial corporations, national
governments and even regional payments systems anthain of illiquidity and
insolvency. And although the circumstances of eaicthe crises differed significantly,
this essay contends that it is the phenomenomgoidity illusions that caused regulatory
complacency, investor exuberance and self-fulfjlmarket dynamics that in conjunction
with other factors, precipitated the crises. In wiadlows, this essay identifies three

levels at which liquidity illusions have systemale for financial stability: a) at the level



of a macroeconomy; b) in the context of instituibmteraction in finance; and c) at the

level of international policy coordination.

National economy: therole liquidity in the funding mechanism

The first level at which liquidity problems ariselates to its settlement, or funding,
function in a macroeconomy. Fundamentally, it aghtin its proximity to money and on
the question of how liquidity is created in an ewmmic system. In its pure form,
‘liquidity’ denotes assets which in their propesti@are closest to cash: along with
banknotes, other components of the so-called MOeggde bring low returns, but are
highly liquid: they either are cash, or can be @tad into means of payment almost
instantaneously (e.g., Minsky 1982: 9). This narrowderstanding of liquidity is
remarkably straightforward, it helps explain mamgahcial crises need to be resolved by
a lender of last resort when the preceding investineoms have stretched credit too far.
But this narrow reading raises a two-fold dilemma.

On the one hand, finance in today’s capitalisnmeasingly disassociated from
cash and pure ‘money:’ credit and debit cards, cylash and even mobile phones are
crowding out banknotes and coins from the evernygtmnomy. So although it is still the
banking system that provides means of paymentriatianal economy, ‘liquidity’ today
encompasses a wide array of instruments of cgesierally. Actually, some critics argue
that ‘liquidity’ has never been confined to cashfdct, back in 1935 one observer noted,
correctly, that the ongoing process of financiallation ensures that the whole matter of
liquidity has to do with not with proximity to cashut with the question of facility in the
exchanging of future for present purchasing powésnce it appears that notions of
absolute liquidity and ‘cash’ became anachronistiong while ago; they bar the way to
a true understanding of the modern credit systemit{51935: 640). In this way, in
today’'s financial markets funding liquidity impliesommand not only over cash and
deposits, but also over other instruments thatoeansed to meet margin calls and settle
transactions, commonly government securities (B@@®0, 2004 ).

On the other hand however, while it is easy to m&sthat in today’s deregulated

financial markets, everything can be bought andl sl any moment; once credit



evaporates, “borrowers are flung back into uncotafdy old-fashioned world in which
they are totally dependent on their bankers fopsup (Kaufman 1998: 362). Many
commentatoers stress that although the processanicial innovation does stretch the
functions of credit, new financial intermediariegls as investment and hedge funds, do
not create liquidity Since they are not able to create means of paynrema
macroeconomic context, these intermediaries metemporarily offer credit to the
market and, by increasing the number of playerdath sides, contribute to a sense of
greater market liquidity (Wolf 2007). In the meand, banks remain the ultimate
providers of liquidity: their liabilities are thedal means of payment in an economy, and
this fact comes to the fore in any liquidity crungituation when central banks have to
inject additional funds into the financial systehatt only a short while ago seemed
perfectly ‘liquid’.

The challenge of recognising periods and criticacfures of such illusions of
liquidity in time is highly complex, and tends te most difficult during an upturn in the
financial market, when greater appetite for risk aptimism about the future blur the
line between the function of money as a meanmgient and the greater availability
of credit instruments to financial operators. Tprigblem was recently tackled by Claudio
Borio, a chief economist at the BIS. In his ingfghstudy of the behaviour of financial
markets, which closely parallels Keynesian notiefighe ‘illusion of liquidity’, he
advanced the notion afrtificial liquidity as a useful gauge of financial fragility. During
the period of a market upturn, for example, in doécom euphoria of the late 1990s,
markets often appear ‘artificially liquid’: finaradi players willingly expand their
investments, and the sense of optimism contriblotdéise belief that the new investments
are safe, profitable and liquid. Yet paradoxicaflg,argues, liquidity may be perceived as
highest precisely when it is most vulnerable. “Tlhesion of permanent market liquidity
is probably the most insidious threat to liquidiself. Markets arexpectedo be liquid,
loans ar&knownnot to be” (Borio 2000: 45; 2004).

At the level of a national economy, one crucialigpolimplication of liquidity
illusions is the issue of the control over the dyppf money and credit. Financial
innovation weakens the ability of central banks affter financial regulators to govern

the process of credit expansion. This has not polsed an intellectual challenge to



neoclassical models of finance and crisis; it has aast doubt on the validity of the
underlying paradigm of monetary economics, and éetie role of central banking. The
neoclassical model sees low inflation as a keygnéition for investor confidence in the
economy, and hence, for stable growth. Thus keepnages low has been the ruling
principle of economic theory and central bank pokince the hyperinflationary 1970s.
However, financial innovation, the securitisatidrfinance and the fragmentation of risk
among newly emerging financial institutions, haveovoked serious disagreements
between key central bankers as to the effectsfitheatcial innovation and in particular,
derivative products, have on the economic stability

At least three inter-related mutations within th@natarist consensus can be
observed. First, in key capitalist economies, tlmtmlity of orthodox monetarist
objectives is being gradually replaced, or comptited, by the aims of financial stability
(Crockett 1997, Borio and White 2004; Borio et 802; Large 2005; Roubini 2006).
Second, increasingly, the controversial role ofi-erfationary monetary policy in
influencing the credit cycle is recognised as armouting factor to the state of financial
fragility and often, as a propagator of a finanaasis itself. As the BIS for instance,
warns, the current monetarist drive may aggravatther than mediate, the instability
rooted in asset price volatility or speculativeunatof financial markets:

. the very shift from high to a low inflation emenment could have
exacerbated risks, by clouding the distinction leetv nominal and real
variables. For example, some of the overly exuldeeguity valuations and
over-indebtedness may well have been the resuttisthking nominal for real
declines in interest rates...[W]ith short-term prigeessures under control,
policy rates may fail to rise sufficiently promptly restrain the build-up of
financial and associated real imbalances in thenaoy. Paradoxically, the
credibility of anti-inflation commitment can thukad the picture of the risks
facing the economy” (Crockett 2003: 3; 4).

Third, the so called new macroprudential framewairkinancial regulation increasingly
turns to the issue of systemic risk and its reguta{White 2006a, 2006b; Borio et.al
2003). Which brings us to the second level of pingblem of liquidity illusions: its

institutional dynamics.



Liquidity and the I nstitutional Context

The second level at which liquidity illusions hasyestemic ramifications is tightly related
to the first. It centres on the trade-off betwebr tiquidity of an institution and the
liquidity of the system it operates in. Originaltentified by Keynes, the problem was
later addressed by Hyman Minsky, and is currentgntioned as one of the most
perplexing consequences of financial deregulatiwh the privatisation of financial risk.
As Keynes, Minsky, and many of their followers urgleod, liquidity of an individual
portfolio or an institution is not synonymous wiiQuidity of the financial system as
such. In fact, there is a trade-off between indigidand systemic liquidity.

As Keynes observed, in times of economic optimism market expansion, “the
fact that each individual investor flatters himsilat his commitment is ‘liquid’ calms
his nerves and makes him much more willing to ruiski’ (1936: 160). In periods of
economic boom and upturn, financial innovation \afiofor a greater complexity and
diversity of financial products and risk-managemechniques; yet in parallel, it is also
setting up the conditions for a financial crisis:

“...optimism contributes to the underestimation a&krioverextension of
credit, excessive increases in asset prices, oxesiment in physical capital and,
in some cases, overly buoyant consumer expenditiesntually, when more
realistic expectations emerge, the imbalances lltin the boom need to be
unwound, sometimes causing significant disruptorboth the financial system
and the real economy” (BIS 2000/2001: 123).

Therefore, as Keynes famously wrote, “of all theximms of orthodox finance
none, surely, is more anti-social than the feti$Hiquidity, the doctrine that it is a
positive virtue on the part of investment instibmi$ to concentrate their holdings of
“liquid” securities. It forgets that there is nockuthing as liquidity of investment for the
community as a whole” (Keynes 1936, in O’Hara 2@}

Among the scholars who attempted to advance Keyoéginal notion of
liquidity illusion, Minsky's financial fragility hyothesis probably offers the most
profound understanding of this trade-off. It comtenthat in an environment of

deregulated credit, financial institutions are kéerexploit new investment techniques
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and profit opportunities. As financial innovatiogain groundhe agues, the velocity of
money increases. The availability of new crediseaiconfidence and profits, increasing
the volume of debt-financed investment (Wolfson4:99). Yet as Minsky warned,

“Every institutional innovation which results in thonew ways to finance
business and new substitutes for cash decreasedigtndity of the
economy. That is, even though the amount of mora®s chot change, the
liquidity of the community decreases when governinusbt is replaced by
private debts in the portfolios of commercial barnkiso, when nonfinancial
corporations replace cash with government bonds thed government
bonds with debts of bond houses, liquidity decreaSech a pyramiding of
liquid assets implies that the risks to the econamyease, for insolvency or
even temporary illiquidity of a key nonbank orgatian can have a chain
reaction and affect the solvency or illiquidity ofany organizations”
(Minsky 1986: 173).

Particularly in an environment where short ternetiast rates are lower than the level of
long-term interest rates, “one can make on theytdny financing positions...in long-
term financial assets by short-term, presumablyidig debts” (Minsky 1986: 211).
Complacency and optimism about one’s positionsha rmarket contribute to heavier
reliance on leverage and in Minsky’s frameworkatsituation where the so-called Ponzi
finance becomes the major mode of raising new @adar economic units . The result of
this financial expansion is a progressively illidsitate of the market as a whole.

Today, for instance, according to the BIS, the femlee of outstanding derivative
positions on over-the-counter markets is some $illbn. These instruments give
investors a claim on a large chunk of assets, anlly a small downpayment. When asset
prices rise, speculators can then borrow agaimst thcreased wealth, helping to drive
prices even higheiThe Economistld" July 2007).

The danger inherent in this process of credit egjoem is that once the system

comes under stress, the newly opened credit linkésat be closed in time, and investor

! The term “carry trade” describes a transactioenetyou borrow and pay interest in order to buy
something else that has higher interest. In cagremarkets, carry trade is a strategy where arstove
borrows in a foreign country with lower interesteathan their home country and invests the fundseir
domestic market, usually in fixed-income securitsre recently, given the low level of interesitas in
most capitalist economies, ‘carry trades’ involvansactions in which loans are raised with thereg
bank on favourable terms and used to purchaseyiédting securities like bond. This type of raising
liquidity has become an attractive way for bankmtike a profit on maturity spreads (Heise et ab200
25).
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herding will quickly translate individual illiquityy into a systemic crisis. Here, the
institutional dimension of liquidity reveals its Istulfilling component. In times of
distress, the combination of falling asset priced the erosion of creditworthiness push
financiers to liquidate their positions. ‘When yate wrong, there is almost unlimited
liquidity in the market. This unlimited liquidity M/ disappear if you, like everyone else,
are trying to cut the same position” (in Smout 200@While this process may be rational
at the micro level, it adds to macro pressuresssetaprices which in turn, trigger the
initial evaporation of market liquidity for one arore classes of assets. The evaporation
of asset liquidity aggravates both market and tresk and undermines balance sheet
liquidity for some institutions. Since many compEmiuse similar analytical tools to
model their price and risk exposures, the riskretcypitous price changes in the face of
‘crowded trades’ increases. In these circumstanttess,escalation of credit concerns
exacerbates the defensive behaviour of investdirsf &hich acts to reinforce adverse
market dynamics at the systemic level. As riskolehthrough the system, a financial
crisis ensues (CRMPG, 27 July 2005; Eatwell 2002).

The institutional dimension of liquidity illusiorsso reveals its paradoxical role
in the economic system. One of such paradoxes as ttie ability to exit from an
investment by selling a financial asset is alse@ssary foundation for investment itself,
and the course of the instability that can undeenmvestment, output, and employment
(Alexander et al. 2006: 7- 8). Another paradoxig@iidity implies, as Mayer argues, that
the systemic danger of financial innovation is thait the debtors will not be able to pay,
as orthodox economy theory holds. The danger istiigacreditors will not be able to do
without the payments. The added loans required ibegrsification come out of what
could have been a liquidity reserve. In most ins¢égrLong Term Capital Management
was an aberration — lenders are more highly Igestahan borrowers. Because of that
leverage, they are likely to be regarded as le=sditevorthy in the markets if they have to
replace a missed payment ( Mayer 1999).

The institutional manifestations of liquidity illiohs have been noted by a
number of market practitioners and financial retnrka (e.g. Bisigano 1999; Bookstaber
2000; Borio and Lowe 2002; Chang and Velasco 1%88tragiache and Spilimbergo,

2001, Persaud 2002), yet it remains unclear whahasbest way to gauge and tame
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illiquidity at a systemic level, or how to enforeeeasures of crisis prevention. For
instance, while the analytical distinction betweéguidity and solvency crises is clear
enough, in practice the distinction is difficultdoaw even in hindsight. On the one hand,
the central banks, when confronted with systemieats brought on by excessive
speculation, have to accommodate the market’s fegemhonetary base and provide the
needed liquidity (Savona 2002: 181; Ferguson 28p30n the other hand, the presence
of a lender of last resort raises a threat of mioaalard: if financial mistakes were mainly
committed by the private sector, why should pubdigthorities rescue the failing
institutions? Only in the few days in August 20@a%, instance, responding to market
turbulence, the central banks of the US, Germamaya@a, Australia, Japan and the EU
injected more than 240 billion of dollars in order tame liquidity contagion across
markets. But many analysts believe that this wasrarecessary overreaction: the crisis,
just as the boom of ‘artificial liquidity’ that pceded it, was caused mostly by over-
leveraged hedge funds, and these private institsitghould not be rescued by public
funds. These institutions operate outside the frahpiblic policy; systemically, they are
an ‘outgrowth’ of the banking system, and thus #thoeally be allowed to go bust and
pick up the costs of their exuberance. Moreovescugng private firms with public
money implies that while the actions of centralksamay help alleviate current pressures
on the markets, in the longer run, the bust, wheroines, is as hard to control as the
boom that preceded iTe Economistl9 July 2007).

There is much more to today’s institutional mardgens of the Keynesian
paradox of liquidity. The trade-off between indival and systemic liquidity exists not
only in the context of a given market, but alsooasrvarious segments of the global
financial system. Rather disturbingly, ‘illusionliguidity’ permeate in the international
economic relations. As Bryant (1987) notes, in ottdemaintain financial exchange in
the global economy, individual creditors need tiesion that their cross-border and
cross-currency claims are liquid and negotiablereH&llusion is an appropriate term
because, for the international as well as for déim@spects, the individual creditor can
have liquidity but the world as a whole (and oftemen particular nations) cannot. Here
as elsewhere, liquidity is a missed blessing” (19BI5-116). Deepening international

financial imbalances heighten this problem:
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“If the overseas demand for US dollar assets werg/dw markedly, the

US dollar would depreciate, world interest ratesildaise, and the prices
of a number of classes of financial and real ase@tsld weaken...an

extended period of slow growth could ensue, reggdrand lengthened by
an erosion of the capital of financial institutiomsmd other market
participants that would sharply curtail their widiness to supply credit”
(Knight, 6 September 2005).

Stretching the Keynesian notion to the global systé markets, we may argue that while
every individual market is assumed to be liquice tlobal financial system, with its
complex array of instruments and markets, is psgively less so. For example, the
consequences of the securitisation process foremsyst liquidity cannot be more
controversial. On the one hand, securitisation tecanique of converging assets that
would serve as collateral for a bank loan into s&es which are more liquid and can be
traded at a lower cost than the underlying as&ttsntherr 2000: 291). Such ‘bundling
up’ and re-selling of loans has liquidity creatias its one of its main purposes: new
instruments, and new buyers for these instrumendts to a sense of increased liquidity in
the global system.

However the existence of a wider market and a widege of credit products is
not synonymous with greater liquidity of the finaicsystem as such. In fact, the
perception of greater liquidity often helps disgufsagilities in the underlying markets
and economies. During the period of 2001-2007stance, the securitisation of loans
and the growth of new markets for credit risk hastgbuted to the wide-spread illusion
of abundant liquidity sloshing across the world ke#s, and a belief in greater resilience
of the global financial system. Yet as Roubiniast the availability of easy credit
helped many potentially distressed corporationsefmance their debts, or do out-of-
court restructuring plans, and thus contributedttgpendous levels of leveraging of the
household sector. In fact therefore, the perceiskxsh of liquidity’ disguised a long-
seating fragility of the US econorhgRoubini 2007 ).

% As a viable alterative to the increasingly obsgland often plainly dangerous, monetarist anchor,
Crockett proposes to use measures of financiaklmmoes that contain useful information about theré
course of the economy.

2 M. Knight, general manager of the BIS, “Challenge$inancial stability in the current global
macroeconomic environment”, 6 September 2005, cépaethe IMF.

® Roubini notes that corporate defaults have beph &t a much lower levels (0.6%) than justified by
current corporate financial fundamentals (2.5%) .
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Another controversial consequence of financial ratimn today and specifically,
of the emergence of new risk management instrumentisat while making various tiers
of the global credit system more interdependens, pmocess has also fragmented the
global financial market. The deregulation of finehanarkets and the invention of new
products and practices, while prompting greateckyonisation and tighter correlations
between markets, alssegmentscredit, and therefore, liquidity risk. This so-eall
‘cutting and dicing’ of credit risk leads many péaig and observers to assume that since
there is a greater diversity of financial instituns able to bear the risk, the financial
system as a whole is more robust (Warsh 2007). uBumhately, segmentatioreduces
liquidity by narrowing the market that is interested in itte@rument. And to the extent
that the markets for these instruments are coe®lasegmentation can encourage
exponentiating price movements as participants stgpw loss in one sector hasten to
protect against future losses by "dynamic hedgifigayer 1999).

Some analysts suggest that greater variety ofumgnts and markets, with high
degrees of inter-linkages, in fact enhances systdiguidity, by separating the risk-
bearing and investing roles - an outcome never sen@d by Keynes and his
contemporaries (O’Hara 2004). Yet the continuingiss from the liquidity crunch of the
summer of 2007 cast doubt on this proposition-fideco of the subprime markets in the
US has affected very remote markets in Europe asid, Avhere liquidity vanished
overnight, despite the sophisticated models of mskagement employed by investment
institutions. Indeed, although hedge funds are raeduto have dispersed credit risk,
during the crisis it emerged that the risk in faets been concentrated in their prime
brokers, such as Morgan Stanley, Bear Sterns atdh@ao Sachs (Egan 2007).

Therefore, it appears that the contemporary stracand functions of financial
markets disguise fragilities associated with theildsup of liquidity illusions.
Particularly during good times, the institutionahde-off between individual and
systemic liquidity is easily overlooked. In timefsstress however, the dichotomy leads to
liquidity and credit crunches played out at variustitutional levels and contexts, both
within a given market, and across a system of ntarké/hen diagnosed correctly and on
time, financial policymakers and regulators maypheitave off the systemic threat of

financial fragility and thus avert a bigger finascimeltdown. Though often, as the
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current meltdown in the market shows, even the mesisive action by the central bank
does not alleviate the threat of a bigger str@ttdisruption to the financial sector and
the real economy; it merely postpones it.

Liquidity and the international financial system

This observation brings us to the third problemdimension of liquidity illusions today,
and that is, the challenge of financial governanicethe international context. Resolving
systemic liquidity crises typically requires a mtarg intervention by public authorities.
Only in some cases, LTCM most notably, was theisisgettled by a consortium of
private creditors. The use of public funds to allex the mistakes of the private financial
sector is highly controversial, both economicalhgaocially. In theory, the distinction
between liquidity and solvency crises is quiteigtrdorward: when potentially solvent
firms face a liquidity shortfall a monetary injeanti and help them overcome temporary
problems and restore their position in the mankéien firms are insolvent, they require
more drastic fiscal restructuring measures, typidalolving a bankruptcy procedure.
Bailing these firms out is economically unreasoaahbt only do they face a shortage of
credit; they are also economically bankrupt. Cériteank intervention to inject liquidity
to an illiquid company or a sector of the markebuWd simply bring prices of assets
back to their fundamentals. Bailing out insolvéinhs would encourage irresponsible
behaviour and further risk taking (Rajan 2007).

But as regulators struggle to muddle through tHgosme mess in the USA, it
appears that despite the relatively straightforwadhneoretical distinction between
illiquidity and insolvency, in reality this distition is hard to draw. While many experts
have diagnosed the crisis of the summer 2007 asntagious liquidity crunch, some
sceptics insist that the malaise was caused bgpederedit and solvency problems and
thus the actions of the central banks will offetyoa temporary relief (Roubini 2007,
Persaud 2007; Plender 2007).

Financial innovation and the distribution of risks contemporary markets
complicate regulatory dilemmas facing central batokky. Rajan (2007) has identified

three problems that emanate from the self-fulfylcharacter of liquidity, and which are
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particularly hard to mitigate in today’s complex nkets. First, by providing liquidity
freely, as happened for instance, in the summe&067¥, the central bank alters the price
of liquidity, thus rewarding the reckless and hargnthe cautious. Second, if central
bank’s actions induce expectations of continuedididy, moral hazard prevails and
market participants will adopt strategies that rekcessively on it. As such strategies
build on each other they will eventually overwhetlme abilities of even the most deep-
pocketed interventionist central bank. Therefore ¢toncludes, “even from the
perspective of moral hazard, the distinction betwebkquidity infusions and
recapitalisations is really fuzzy.”

Furthermore, the blurry line between illiquiditycamsolvency, and the dilemmas
of liquidity illusions at different levels itselfare only one manifestation of a bigger
problem. And that is the problem is incredibly apa@nd obscurity of today’s credit
system. Despite moves to greater transparency pedness promoted by international
financial regulators, and the so-called informatgiat, one is baffled by the growth of
opaque markets for credit risk transfer, such aslicderivatives, structured financial
instruments, OTC derivatives, and offshore finak®a result of a massive world-wide
wave of financial innovation, “nobody knows wherigkrhas ended up, which is why
confidence and liquidity drained away in the fipdace” ( Plender 2007). With such a
multitude of financial instruments and markets, theaning and functions of liquidity
have been stretched, while both monetary theorypaibtic policy tools to mitigate these
developments — interest rates, monetary targets) oparket operations - have largely
remained the same.

In fact, there is little consensus, least so atititernational level, about what
exactly liquidity is today, and what is the bestywa gauge its dynamics. In this respect,
a more comprehensive policy response to the dilesnaral illusions of liquidity is
hampered by the fact that in contrast to new rolegapital requirements for individual
institutions, there is currently little internatminguidance on liquidity (Salvatore 2002).

Although different studies have registered the gihow global liquidity over the past few
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years] the policy implications of the expanding pool ofolgal liquidity remain
contradictory.

The IMF, for instance, measures an economy’s liidy the use of narrow
monetary aggregategposidiabilities of banks plus currency liabilities dfe central bank
(2005, Box 2.1, 13-14). According to such calcwolagi, at present, the world economy is
awash with ‘excess liquidity’, and a large chunkitois sitting in the vaults of central
banks of key emerging markeétOn the other hand however, in key industrialised
countries, conventional monetary aggregates areeasgly regarded as either
inadequate or obsolete gauges of liquidity. In 2008 US Federal Reserve, for instance,
stopped publishing the figures for the M3 comporn&the money supply, stating that
‘M3 does not appear to convey any additional infation about economic activity that is
not already embodied in M2 and has not played eirothe monetary policy process for
many years’ (Federal Reserve 2005).

The ECB, on the contrary, stresses that it consirroemonitor M3 very closely
and says that this monitoring exercise contribtdeits success in maintaining economic
stability and low inflation in the eurozone (de G®ree 2007). The Bank of England in
turn, attempts to develop a more thorough pictéith@ range omonetary quantities and
prices facing economic agents (King 2002). Mearnsylprivate financial innovatiohas
caused great instability in the relationships betwearious measures of ‘inside money’
and aggregate demand (Minford 2007). Yle¢ vast majority of existing analytical
macroeconomic models ignore the processes andtsftdcfinancial intermediation
completely (Buiter 2007)ith this lack of analytical tools, such a divergerof views
on the role of monetary tiers and credit instrureenta national economy, it is perhaps
no surprise that little effort has been made tanfan international policy consensus on
the macroeconomic dimensions of liquidity creataod management (Salvatore 2002).

Some economists argue that defining liquidity, inatever terms, does not help

the process of financial regulation in any way.MWMah infinite array of credit instruments

* The IMF report attempts to gauge global liquidionditions using different measures: base money
(supply of central bank liquidity); broader mongtaggregates (to include household and corporate
liquidity). Composite measures of liquidity inclufileancial conditions index; whereas global liqtyds
reflected in the level of international reservédKI2005, Box 2.1.).

® Between 1995 and 2005, the credit-to-GDP ratiorises by 25%, broad money-to-GDP by 32%, and
narrow money to GDP by no less than 55%. The uegierted growth of liquidity has been mostly
attributed to the monetary easing in the wake efdtbtcom collapse (Fels 2005).
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in the global market, precise definitions of momgtaggregates have no practical
meaning; they are mere nominal indicators (Buit@®7). This may very well be so:
conventional monetary targets cannot capture treemmariety of credit instruments, and
from this angle, the focus of regulation should Ietmonetary terminology as such, but
rather, a variety of risks associated with liquididehaviour. However, as the above
overview shows, even the most intricate networksretlit can collapse, and when they
do, they require regulatory response. If that actinonetary or fiscal, involves the use of
public funds, the initial question about the natof¢he liquidity boom and the dynamics
between creditors and debtors, becomes sociallypalhititally important.

Whether the preceding boom was driven by artifioraireal’ liquidity, when the
bubble explodes, central banks, wishing to avasgsiemic collapse, have to provide the
needed money to the shrinking market. But the @ipeiblic funds for such purposes is ‘a
scandal of wasted resources,’ especially if thegqu@gg boom was driven by unregulated
private financial institutions such as hedge furisthe same time, letting hedge funds
pick up the costs of their prior exuberance is alsd unproblematic. Restricting the
credit available to them can set off a deflatioresget spiral. Falling asset prices, in turn,
may hurt the trading desks of the investment baagsyell as syndication departments
and bond-sales desks. Without hedge funds to beiyptimds or loans, the risk may end
up back on the banks’ balance shéétg Economistl9 August 2007) . Therefore the
dilemma facing financial policymakers in the ennineent of deregulated credit, is that
both conventional scenarios of resolving a ligyiditunch — either a monetary injection
or market approach - can have destabilising coresemps for the system as a whole.
Furthermore, the nature of the liquidity boom isyotne manifestation of a wider array
of problems of opacity, risk distribution and sdaasts of private investments that are

among the key challenges to financial architects.
Liquidity and the Inter national Financial Architecture
Although policy challenges associated with liquiditusions are complex, it is notable

that the policy process paralleling the construciid the New International Financial

Architecture (NIFA) has facilitated a concertedodf by key central bankers and
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financial analysts to tackle the issue of liquidigyd in particular, its role in generating
systemic risk. To date, most closely, the probleeiated to liquidity risks have been
addressed by Basel Il, a recently revised intesnatibanking accord that is intended to
better address the systemic risks prevalent in mofieancial markets. In Basel Il, as
well as in other related discussions of financibgity and monetary regulation,
systemic risk relates to concerns about solvencyinaincial institutions, as well as
failures of market liquidity and breakdowns of marknfrastructure (Davis 2003). The
thinking behind Basel Il embodies the central pptes deployed in the development of
international financial regulation tod&yey to the whole structure of the new banking
accord, and well as other policy innovations, hasrbthe problem of the regulation of
systemic risk in finance. A significant innovatiofthe revised accord is the greater use
of assessments of risk provided by banks’ intersgétems; the new norms of
capitalisation are intended to shield banks fromkstadistress and minimise the risk of a
payment breakdowrEatwell 2004).

The implementation of Basel Il has not proceedetiaut problemé,spurring a
debate on the adequacy and efficacy of the newrdc&hat is notable about the
analytical process underpinning Basel I, as wsllother policy initiatives emanating
from the BIS-centred forums, is that increasingflyis being acknowledged that along
with practical problems of development finance gmalicy implementation, global
financial expansion raises much more fundamensales concerning the very nature of
finance and credit (Kapstein 2006; Knight 2005;iBat al 2003; White 2006a, 2006b;

® These are the three so-called pillars of BasePillar 1 - the determination of regulatory capitalw
heavily weighted toward use of banks’ internal ngkighting models, as well as the views of ratings
agencies; Pillar 2 — supervision; and Pillar 3 +katdiscipline enforced by greater disclosure arfiks’
financial status as well as their internal risk a@@ment procedures. Basel Il retains some eleréiitts
predecessor, Basel |, such as the general requiteiorebanks to hold total capital equivalent tolestst
8% of their risk-weighted assets; the basic stmectf the 1996 Market Risk Amendment regarding the
treatment of market risk; and the definition ofjédie capital.

" Tests conducted to probe the possible effectsaséBll have suggested that with the introduction
of new rules, some US banks could slash theirt@apy 31%. That alarmed regulators: the accord was
meant to reduce some banks’ capital cushions omlsgimally, but increase others’. As a result ofthi
unintended effect, in September 2006 the four rlnsupervisory agencies announced that Basel I, if
and when the US version ever sees daylight, wityinglied only to internationally active barfkall other
banks will be regulated by Basle 1A, which contanfew elements of Basel Il, but retains the legera
ratio’ (The Economis# November 2006).
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Kaufman 1998). One outcome of this shift in theufoof policymakers has been greater
attention to the issue of liquidity.

In their attempts to formulate a more nuanced wtdeding of liquidity within a
financial cycle several central bankers and finaingiarket analysts have distinguished
between several types of risk associated with digqpi The Basel committee, for
instance, has identified two types of liquiditykrigirst, market liquidity riskconcerns a
party’s ability to liquidate a position. This deplsnon a number of factors, including the
markets for the product, the size of the positiand the creditworthiness of the
counterparty. Secondunding liquidity riskrelates to the ability to fund a position. In
addition, there is a residual category of operatlioisk (‘other risks’) that covers fraud,
legal negligence, misconduct, and technology fail@lexander et al 2006: 25).

Recent studies at the ECB has identified two cpoeding types of liquidity
within a financial cyclesearch liquidityandsystemic liquidity While ‘search liquidity’
describes the behaviour of market institutions rdyrigood’ times, systemic liquidity
matters in times of stress. In ‘quiet times’, tiguidity premiuni is driven by ‘search’
costs: time, information, capital, funding, invemtand research costs required for a
trader to locate a buyer for a ‘stock’ that it m@sently purchased. In stress times on the
other hand, liquidity premium is determined by themogeneity of investors. Thus
systemic liquidity relates to the collective belwawi of investors. If investors are similar
in reacting to information, in valuing and managingks, and are reducing their risk
exposures simultaneously, finding a buyer is almogiossible. As Avinash Persaud
argues, the liquidity to sell disappears down achklhole’ (Lagana et al 2006; Persaud
2002).

It appears that the shifts in understanding riskd market dynamics outlined
above award greater importance to the subjectofitpvestors’ actions, as well as certain
scepticism about the ability of existing regulatfnrameworks to capture the complexity
of financial risks. For instance, depending on raadonditions, search (or market) and
systemic liquidity may act against each other. Tpakcymakers should be alert to the
possibility that initiatives which seem to improthe most visible dimension of liquidity

®The lliquidity premium approximates the differerimetween the observed corporate bind yield spreads
and the smaller theoretical spreads derived frofautteprobabilities.
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- market, or search, liquidity - may be doing $ahe expense of systemic liquidity
(Lagana et al 2006: 15). Interestingly, the rel@armn concepts such as ‘artificial
liquidity’ and ‘liquidity black holes’ stands intark contrast to the precise and formulaic
language of EMT and financial economics, which rsraarkable, and long-needed, shift
away from the quantitative approaches to risk lsgun and management.

But the causes of financial fragility are complerd the types of risks outlined
above do not reflect the full variety of risks fagifinancial institutions and economies.
For instance, the types of liquidity risks distimngiied above do not capture ‘abnormal’
risks facing individual firms and markets. Marketiulence and financial contagion may
undermine even the best regulatory standards aRkdmranagement practices. Building
confidence in the market stability in normal tintesps reduce the chance of abnormal
market risk (Alexander et al 2005: 25). Howeverthbtypes of liquidity — market and
systemic — are only partly associated with marketregements; ultimately, they rest on
the way financiers perceive and respond to riskb raturns. The success of leveraged
trading generates high profits, adds to market-ngakiapacity and lulls investors into a
false sense of security. Thus, as Minsky (1982,6)19®%arned, stability itself is
destabilising: as financial innovation unfolds, néwteractions between and within,
financial markets are established, affecting madked systemic liquidity. Therefore,
more work needs to be done to gain a better uratetstg of developments that are
unfolding and are challenging previously affirmexhclusions (Lagana et al 2006: 15).

First, as critics observe, while the new norms @metyas a budget constraint for
the risk a particular institution can take, theg dess effective in setting aggregate
macroprudential limits, especially if new capitancbe available or if a number of
financial institutions are outside the supervisombrella. Second, the liquidity crisis of
2007 exposed an unintended destabilising effecthefBasel Il capitalization ratios.
Under the Basel Il accord, $100 of AAA securitisegbets requires a bank to hold 56
cents of equity to back up the debt. However, & tank or fund holds $100 of BBB
assets, it has to hold $4.80 of equity, which i&mmore onerous proposition (Egan
2007). In turn, this greater burden of holding lowegted assets increases pressure on

ratings firms, which depend on issuers of debbfminess.
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Furthermore, the core Basel II recommendations a@pitalisation and
transparency are not a panacea from future systemsies. In the 1990s, financial crises
in emerging economies were triggered by foreigarfial speculation, yet structurally,
they had been precipitated by domestic factors:recey mismatches, loan
concentrations, corruption, liberalisation and gtisation, under-capitalised banking
systems. Basel Il does not address these problgetsmost of them were easily
recognised without sophisticated models of risk agament (Caprio et al 2005: 243).
There is a further hidden risk in mechanically gp@ to weak institutional
environments what may be considered good regulgimagtice in advanced economies
(Caprio et al 2005: 241-242). While shifting credgk might improve the health of the
visible, regulated banking sector, it also pushesemisk into the unregulated world. As
Raghuram Rajan explains, capital requirements dovige some buffer against
insolvency, yet they provide none against illiqtydiThe tendency towards progressive
illiquidity of many investment structures implidsat market discipline might be useful in
preventing risk taking or incompetent managemensigcific institutions, but is less
useful against booms, where market participantstemselves caught up in the frenzy
(Rajan 2005: 34).

The crisis of the summer of 2007 has prompted naservers to reiterate that
the hedge fund industry — one of the most opaggmests of finance today - should be
brought under the same regulatory umbrella as bahkis seems to be a reasonable
reaction to the crisis, especially considering tihhaessence, hedge funds activity may
help banks bypass the official regulation. Inddeetjge funds buy assets from a small
capital base, using to large extent money borrofn@d banks, against their own assets.
The perceived quality of these assets determinesrhoch money banks are willing to
lend. Thus ironically, the assets that the hedgeldlbuy are in many cases assets that
have been securitised by the banks in the firstepfdanderstede 2007 FT).

However, the problems of systemic liquidity presemtchallenge to the idea of a
closer regulation of the hedge fund industry. Asedoabove, hedge funds are able to
stretch credit and temporarily offer liquidity, bunhlike banks, ultimately, they do not
create means of payment. Thus beyond the short teem liquidity-creating function in

the systemic context is nothing but an illusionwHman such an illusion be addressed by
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Basel Il capitalisation norms, is unclear. Furthere Richard Bookstaber notes that
although hedge funds certainly tend to be the neosicentrated repository of both
leverage and innovative instruments, the best @gbrdo regulation, however, is not to
try to regulate the hedge funds directly: they tre disparate in their strategies and
domicile. Instead, he suggests to attack the pmobdérectly, by targeting bank and
investment banks, and aiming to contain the uskevdrage and the complexity of the
markets through restricting the race of new derreainstruments (Bookstaber 2007).
There are more, mostly hidden, difficulties in ridgimg liquidity risks and
systemic consequences of liquidity illusions. Fiegtpresent almost all trading in loans
and credit derivatives takes place in private demler-the-counter, and not on regulated
exchanges. The hedge fund industry alone is beliGweccount for at least one-third of
these operations. This makes it much harder to tmofinancial flows between these
institutions, let alone control them in a crisishMg the raised awareness of liquidity
risks has been central to Basel Il, the new acowauhly targets the banking system. The
other pillars of the global financial system- namk financial institutions, offshore
centres - remain outside the reach of new rulessWAWhite of the BIS has observed,

“... the opacity and complexity of the financial sst today shrouds in secrecy
who finally bears the risks, and increases thdiiked of operational problems.

More broadly, the reliance of banks in many coeston revenues from dealing
with the household sector, already heavily indebtedild in the future prove a

source of financial vulnerability...these exposureghnalso have increased

over time in response to successive episodes ottapneasing and associated
credit expansion” (White 2006b: 5-6).

Second, in the context of continual private credipansion, the recently attained
improvements in corporate balance sheets offde Igblace: traditional balance sheet
analysis may not just fail to warn of the onsetadinancial bubble; it may disguise its
formation. Far from being a tool to identify finaalcbubbles, balance sheet analysis may
in fact be an integral part of their formation, yictbng a method to rationalise their
inflation, and in the down-cycle, their deflatio@doper and Folkerts-Landau 2005: 4).
Hence sceptics may be correct, and the liquidityjwch of the summer of 2007 may be

the first sign of a bigger structural meltdown.
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Therefore, it seems that despite the growing avem®iof the role, and different
types of liquidity in generating systemic threatsl @rises, new regulatory framework is
still unable to offer a comprehensive solution e tdilemmas of liquidity. In this
instance, one of the important post-1990s reflastion the sustainability of systemic
liquidity suggests that diversity of trades andréfiere, a heterogeneity of market
participants, are absolutely crucial to the oveligliidity of the system (Persaud 2002;
Persaud and Nugée 2007). However, the fact thaym@ancial institutions use broadly
similar analytical tools to model price changesdsponse to external shocks heightens
the risk of sharp price swings in the face of cred/drades. As Alexander et al (2006)
explain, the current approach to financial regafatis in fact, aggravating the
homogeneity of financiers’ behaviour.

Financial innovation and the expansion of secondaaykets complicate policy
response to distress and crisis. In the pastttbegth of the financial system has been its
capacity to restructure troubled but viable comesrand countries. Such restructurings
typically occurred through groups of primary credst motivated by a major financial
interest in the outcome. Since such primary creglitow use the credit default swap
market to dispose of their credit exposures, fut@structurings may be much more
difficult (CRMPG 2005). In this instance, Persaudad aNugée (2007) note that the
conventional approach to supervision has beenyamains today, ‘bottom-up’. That is,
supervision is conducted on an institution by tasibn basis, relying on the assumption
that by supervising and protecting individual ingions, the financial system as a whole
is made more robust:

“derivatives have permitted the unbundling of fioeh risks. Therefore
individual financial instruments can be analysedterms of their common
underlying risk factors, and risks can be managedaortfolio basis... the
sophisticated risk-management approaches thatadieg have facilitated are
being employed more widely and systematically ia tanking and financial
services industries” (Greenspan 2005).

However given the conflicting relationship betwegmvate and systemic risks
mentioned above, and considering the complex atesh einpredictable dynamics of the
interaction between individual financiers’ straggand systemic outcomes, focusing on

the individual risks run by institutions may not sefficient to reduce systemic risk. At
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best, “this is an extremely costly way to promoystesmic safety; at worst, it may
actually be counterproductive” (Persaud and Nud@#¥ 2318). Disturbingly, the authors
observe, this idea is not being confronted in timeent policy debate.

This critique raises bigger policy challenges, edst at two levels. First, at a
systemic level, the paradox of liquidity requireduadamentally new approach to the
understanding of the interaction between individeabices of investors and the
aggregate consequences of their actions. In thsrde John Eatwell (2002) has praised
the proposal by the IMF the construction of “mactmential indicators” (MPIs) to
assess the “health and stability of the financystem”. MPIs are designed to include
both aggregated microprudential indicators of thealtm of individual financial
institutions and macroeconomic variables associat@ the state of the financial
system. But Eatwell also notes that even with thimarkable shift, there has been no
attempt to link the microeconomic risk-taking te thsk created by the inter-actions of
firms, in other words, by the Keynesian ‘beautytesti. As he argues, “just adding up
micro data won’t do. The whole is not just greaber behaves very differently from the
sum of the parts” (2002: 9).

Moreover, although financial regulators are insmegly concerned about the
state of the innovation-driven financial market,nyafficials are on record confessing
that they have lost a sense of what liquidity idatyp Due to the very nature of this
process in the global age, this interaction is eaxily modelled or mathematised, and
there is a limit to the explanatory or predictiveyer of any abstract model, as any of the
crises of the past 20 years shows.

Conclusion

This paper has identified the problem of ‘liquidiliysions’ as one of the major factors
precipitating the build-up of systemic risk in \ars tiers of the global financial system.
The paper has identified three inter-connectedidewtaere liquidity illusions often lead
to systemic financial implosions and complicateitpa| response to the financial crisis:
national, institutional and international. Analygithe way these problems have been

addressed within the debate on global financiakegoance, the essay has noted several
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important shifts. Mainly, they are the outcomelef policy processes centred at the Bank
for International Settlements, which signal a lorggeded move towards a more nuanced
and qualitative understanding of liquidity and Wehaviour in various institutional
contexts. Still however, it appears that theretile Iguidance, much less agreement, on
how to tackle the multi-dimensional problem of lidjty illusion in the age of globalised,
and privatised, credit. A complex, but criticaldeaoff between individual and systemic
liquidity is often overlooked by existing modes fofancial regulation. The analysis of
the problem of liquidity illusions and its impliegahs suggests that a more comprehensive
answer to the dilemmas of liquidity today lies e tnature and politics of financial
innovation more generally, a task that can negaifundamental overhaul of existing

financial theory and practice.
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