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Introduction

The events of 2007/8 pulled back the magician’s curtains and revealed a rather shocking truth
about the global financial system – markets can seize up and become completely illiquid.
Although previous generations may have experienced similar episodes of systemic illiquidity,
in the fall of 2008 the magnitude of the near meltdown came as a traumatic shock to most
working in the financial world as well as those beyond. Even for assets such as short-term
commercial paper and money market instruments, the liquidity which had been taken for
granted completely evaporated. During Q4, 2008 the only asset class for which there was real
liquidity was short-term government securities of very highly rated sovereigns. Banks did not
want to deal with each other and most asset managers refused to purchase assets, where the
risk of not knowing when they might be able to sell them again reflected a profound crisis in
confidence regarding the efficacy of markets and the liquidity of market instruments.

At the limit there is ultimately a fundamental paradox regarding liquidity which is that
when it is most required it is likely to be non-existent. John Maynard Keynes had a keen eye
for noting paradoxes at the root of economic behavior, and made the following observation
regarding what today would be called systemic liquidity. [1]

Of the maxims of orthodox finance none, surely, is more anti-social than the fetish of liquidity,
the doctrine that it is a positive virtue on the part of investment institutions to concentrate their
resources upon the holding of ‘liquid’ securities. It forgets that there is no such thing as liquidity
of investment for the community as a whole.

To slightly paraphrase another of Keynes’s classic observations about markets, one could
sum up the worst case scenario for the demand for liquidity in the following aphorism “When
average opinion comes to believe that average opinion will decide to turn assets into cash, then
liquidity may be confidently expected to go to zero.”

One of the central tasks of this book will be to explain [2] in as comprehensive and precise a
fashion as possible the threat posed by critical financial episodes which can best be described as
periods when there is a disappearance of systemic liquidity. As will become clearer, the notion
of liquidity is one of the more elusive and poorly addressed concepts in the macro-economic
and finance literature. Rather than assuming liquidity of markets as a given [3] a full blown
account of systemic liquidity and the risks of its disappearance should be an indispensable
component of any macro theory of financial economics. It is also imperative that there is
recognition that we need to move beyond a view of the kind of liquidity crisis that may face an
individual firm and realize that the much greater systemic threat is the kind of crisis – as seen
in the second half of 2008 – where many if not most financial firms were, at the same time,
confronting a liquidity crisis. One useful starting out definition for the risks posed by a systemic
liquidity crisis is one proposed by the IMF in some useful analysis of the events of that troubled
period. [4] “Systemic liquidity risk is the risk that multiple institutions may face simultaneous
difficulties in rolling over their short-term debts or in obtaining new short-term funding through
widespread dislocations of money and capital markets.” We shall return to the IMF study on
systemic liquidity risk and other related analysis in later chapters and in particular in regard to
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2 Systemic Liquidity Risk and Bipolar Markets

the vital function of the money markets which is one of enabling maturity transformation. [5] If
this ongoing facility is interrupted or breaks down there is a real risk of systemic meltdown and
it will be suggested that rather than being complacent that the worst has already been seen with
regard to the global financial crisis, there just might be an even bigger crisis on the horizon.

Although much of the focus in the literature on the global financial crisis is on the tumultuous
events which took place in the second half of 2008 and especially in the wake of the collapse
and bankruptcy of Lehman Brothers on September 15, 2008, the foreshocks of the crisis were
being felt in 2007 especially during August of that year. August as a month has had a habit of
producing nasty financial surprises – the LTCM crisis broke in August 1998 and it was a crisis
in August 1971 that saw the US abandon gold convertibility for the US dollar [6] – and during
August of 2007 there were some severe shocks to the financial system, the full implications
of which would not be fully absorbed by the markets until one year later.

During August 2007, as the press release seen below indicates [7] even Goldman Sachs,
which rarely acknowledges its own misfortunes, had to come to the rescue of one of its in-
house hedge funds as a result of abnormal market conditions within the US markets during
that time frame:

NEW YORK, August 13, 2007 – The Goldman Sachs Group, Inc. (NYSE: GS) today made the
following statement: Many funds employing quantitative strategies are currently under pressure as
recent conditions have resulted in significant market dislocation. Across most sectors, there has
been an increase in overlapping trades, a surge in volatility and an increase in correlations.
These factors have combined to challenge many of the trading algorithms used in quantitative
strategies. We believe the current values that the market is assigning to the assets underlying
various funds represent a discount that is not supported by the fundamentals.

The CFO of Goldman also made the comment that “Liquidity conditions were most extraor-
dinary during early August (2007),” and then went on with the simple minded observation:
“We were seeing things that were 25-standard deviation moves, several days in a row.” We
shall return to this quotation again in what follows, but at this point we can just register the fact
that invoking statistical assumptions based on a normal distribution to measure such disorderly
behavior was to use a model that is not fit for purpose. [8]

Across the Atlantic during the same month another debacle was unfolding in what was
yet another early warning of what was to come one year later. Although it was a relatively
small mortgage lender the collapse of Northern Rock in the UK, with news footage of anxious
depositors lined up outside the high street branches, is most definitely not the kind of image that
bankers and policy makers like to see. The bank had to be taken over by the UK government
due to its inability to fund itself in the money market. In a disingenuous comment, that would
come to be echoed quite often since, the head of the British Bankers Association remarked to
the media, while people were lining up outside the branches: [9]

“This isn’t about solvency, this is about a short-term problem that the Northern Rock has in
getting liquidity – that is, getting some cash from the normal interbank lending market,” said
Angela Knight, chief executive of the British Bankers’ Association.

“I think that anybody who is waking up this morning who is either a saver with Northern Rock or
has got a mortgage . . . can be absolutely confident that they have got their money with or they
have borrowed from a very sound financial institution,” she told the BBC.

Only the part in that statement that the depositors would be safe was accurate – the British
government saw to that – but the institution was far from being sound or solvent as it soon
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transpired. Although the spokeswoman for the BBA had her own reasons for downplaying the
magnitude of the Northern Rock episode, it is also worth recalling that in the summer of 2007
there was still a large degree of complacency on the part of central bankers and many policy
makers with respect to the seriousness of the unfolding crisis in the financial system. By way
of illustration the Deputy Governor of the Bank of England is on record in an interview with
the Financial Times expressing the view that many key policy makers failed to recognize the
gravity of the situation at the onset of the crisis: [10]

“I think it’s fair to say that in the early stages of the financial crisis most of us expected this to
be a relatively short-lived seize-up in the financial markets; it would be over by Christmas, if
you like. Whereas it was only gradually, over time, that we appreciated the full severity of what
was occurring.”

The effort to explain the existence of abnormal market conditions which can give rise to
bouts of extreme illiquidity will be a central theme of this book. Some other signposts to
guide the reader as to the way things will proceed are that we will also need to examine such
issues as the increasing sovereign debt risk, the possibility of a disintegration (even partial)
of the Eurozone and the single currency, severe stresses in the European banking system, and
numerous other wild cards that can contribute to a general discomforting sense that uncertainty
and potential systemic risk, which have been very much in evidence since 2007, are not going
to be ameliorated any time soon. Further themes which will be examined are the notions
that price discovery, the primary function of markets, is being increasingly hampered, even
distorted, by central bankers’ efforts with QE, in Europe by LTRO and the Outright Monetary
Transactions (OMT) program announced by the ECB in September 2012, in FX markets by the
very large footprint of the People’s Bank of China (PBOC) with more than $3 trillion of liquid
reserves, and also by the aberrations which can and have arisen following the proliferation of
algorithmic trading practices now omnipresent in many markets.

As the discussion proceeds it should become more apparent what the factors are, at the
micro level of individual trades within a financial market, which are the principal determinants
of liquidity and “price discovery.” In turn the dynamics and interplay of these various factors
can then be used as heuristics for scaling up to a better understanding of the nature of systemic
illiquidity events which are at the centre of the kinds of crisis episodes that have become more
apparent since 2007/8.

Macro-economic theory is notoriously deficient in providing any real understanding of
market liquidity, rather, as with so many other fundamental features of the contemporary
financial economy, we are essentially told to take “liquidity” as a given. So one of the most
crucial characteristics of the manner in which prices are determined, and the quality of trading
activity which takes places in markets, as well as the nature of extreme price behavior which
can arise from “an evaporation of liquidity” [11] remains as an unexplained article of faith.
Surely one has grounds to be seriously troubled by the intellectual foundations for orthodox
macro-economic theory which fails to account for liquidity, fails to explain how credit creation
is a major dynamo for financial capitalism – a dynamo which has a proclivity for creating
bubbles, and an absence of any tools which can anticipate when bubbles have gone too far and
are about to burst.

What is the evidence of increasing abnormality in market prices over the past
few years?

Figure 1.1, which comes from a presentation by the Bank of England’s Andrew Haldane
who will appear again in this book, [12] is useful in illustrating the interdependency of market
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4 Systemic Liquidity Risk and Bipolar Markets

S&P 500 1Y volatility

0% 10% 20% 30% 40% 50%
0%

10%

20%

30%

40%

50%

60%

70%

S&P 500 1Y Correlation

1990 - 2004

2005 - 2010

Figure 1.1 Volatility and correlation of S&P 500 1990–2010
Source: Haldane, A G (2011), “The Race to Zero”.

volatility and correlation, which are two good measures that can throw light on the observed
increase in the propensity towards abnormal episodes in the financial markets in recent years.
The chart plots the volatility of, and correlation between, the individual constituents of the
S&P 500 from 1990 to 2010. In general terms, as shown over the 20-year period the relation-
ship between volatility and correlation is positive which could suggest that higher volatility
increases the degree of co-movement between stocks. But as Haldane points out, have we got
the cause and effect the wrong way round?

That there is some circularity which needs explanation will be one of the tasks undertaken
in what follows. It will also be shown that there is overwhelming evidence of increased
cross correlations, not just within the major US equity indices, but across many asset classes
in the wake of the global financial crisis. Examination of the inter-relationships between
the correlations of asset returns, market volatility, and macro liquidity provides scope for
a fascinating exercise in forensic analysis of markets. To the extent that it is possible to
disentangle the underlying dynamics which account for these inter-connections it will be
argued that this will enable one to be better equipped to navigate the choppy waters which are
a feature of contemporary financial markets.

Figure 1.1 shows how the interconnection between volatility and correlation has changed
over the 20-year period from 1990–2010. Two things are clearly noticeable in the latter period
since 2005. First, both volatility, as indicated on the horizontal axis, and correlation, seen
on the vertical axis, have been higher than during the earlier period. Volatility is more than
10 percentage points higher than in the earlier sample, while correlation is about 8 percentage
points higher. Secondly, as Haldane observes “the slope of the volatility/correlation curve is
steeper. Any rise in volatility now has a more pronounced cross-market effect than in the past.”
It would be worth adding, once again, the comment that it may well be appropriate to think
of the direction of influence as the other way around. In other words, it is just as feasible that
it is the adoption of a more binary approach towards asset allocation – where the degree of
cross-sectional correlations between both risk on assets and another set of risk off assets – is
ultimately the determining factor in heightened volatility and the propensity for markets to
experience bouts of illiquidity.
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Figure 1.2 Excess volatility for S&P 500 1990–2010
Source: Haldane, A G (2011), “The Race to Zero”.

A simple way to demonstrate the trend towards increased cross-sectional correlations is to
subtract the one-year volatility measures from the correlation values as displayed in Figure 1.1.
The result of this can be seen in Figure 1.2 which is also taken from the BOE presentation.
The measure of “excess correlation,” as used by Haldane, is simply the observed correlation
minus the observed volatility. By referring to the right-hand axis, it can be seen that “excess
correlation” in 2010 was at its highest level in the 20-year period under consideration. Further
evidence which will be reviewed in Chapter 2 extends the historical back testing for comparison
back even further and reveals that there is no comparable period of excess correlation in the
post World War 2 period. [13] In summarizing the evidence from the two charts Haldane
suggests that market volatility in the years since 2005 is both higher and propagates further
than in the past. “Intraday evidence on volatilities and correlations appears to tell a broadly
similar tale. Overnight and intraday correlations have risen in tandem.”

Financial markets are clearly reflecting a greater propensity for many asset returns to be
more highly correlated and more volatile, and when pursuing a more in-depth analysis of
market internals it becomes abundantly clear that a new kind of behavior on the part of traders
and investors has emerged in the wake of the global financial crisis (which sometimes will be
referred to simply by the convenient acronym of GFC), and this new binary mode of market
behavior has come to be known as the “risk on/risk off” paradigm. I will argue quite tenaciously
that this new binary pattern of trading is both a symptom of, and dominant contributory factor
to, much increased cross asset correlations and that this results in a broad range of asset prices
rising or falling in lockstep. These asset classes can almost be divided into two quite distinct
camps and instruments within these classes will move with little regard for idiosyncratic
fundamentals, generating further volatility and closer alignments along the frontier of the risk
on/risk off demarcation. On the one hand the risk on assets will include, broadly, equities,
emerging market instruments including their bonds and currencies, commodities, high yielding
corporate bonds, and certain currency pairs especially those involving the Australian dollar.
Within the other camp of risk off assets can be found US Treasuries, German bunds, the
Japanese yen, previously the Swiss Franc (although this has lost some of its former status in
this class since being pegged to the euro) [14] and in more general terms a tendency towards
taking short positions in the other camp of risk on assets.

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



JWBK562-c01 JWBK562-Corcoran Printer: Yet to Come November 8, 2012 17:57 Trim: 244mm × 168mm

6 Systemic Liquidity Risk and Bipolar Markets

One of the many consequences of the global financial crisis has been that many traditionally
active market participants have taken to the sidelines. There is mounting evidence of substantial
declines in real institutional trading volume in US equity markets, [15] and despite the much
increased presence of HFT and other algorithmic trading activity, which has boosted trading
volumes without adding to the quality of liquidity in markets, [16] there have been momentary
bouts of illiquidity, some of which have been severe. One of the most notorious occurred on
May 6, 2010 and has come to be known as the Flash Crash (the term “flash” comes from
the manner in which HFT algorithms can send rapid fire signals into electronic platforms
and which customarily have mischievous motives). [17] The events of May 6, 2010 – which
included the largest intraday points move ever seen in the trading of the Dow Jones Industrials –
will be the focus of an entire chapter of this book and a forensic like examination of the trading
patterns seen that day reveal some remarkable features of modern markets and their capability
of producing extreme and highly abnormal conditions for traders and investors.

What evidence is there that contemporary markets are exhibiting more fat tail
behavior?

In recent years, perhaps as a result of the proselytizing by financial pundits such as Nicholas
Taleb, [18] there has been a widespread, but not ubiquitous, realization that financial asset
prices exhibit an unconventional distribution pattern. By that is meant that the shape of the “bell
curve” (actually it is not bell-like at all), and the lengths and size of the tails of the distribution
for returns of financial instruments do not “fit” within a normal distribution model. There have
been several attempts to find more applicable distributions but it will be argued later that this
is most likely to prove fruitless. The peculiar shape of the distribution of asset returns can be
quite convincingly illustrated by reference to Figure 1.3 which traces the distribution around
the mean returns for the S&P 500 during the period from January 1985 until mid-May of 2012.

The period covered in Figure 1.3 includes almost 7000 separate data points which correspond
to the daily percentage changes in the S&P 500. As can be seen if the shape could be described
as bell-like at all, it is a very narrow bell. Also discernible is the fact that the tails are very
elongated stretching to both ± ten standard deviations on either side of the mean. This kind of
pattern is called leptokurtic, and, in essence, reflects the fact that on a day to day basis there
will be relatively small changes in the S&P 500, and therefore there will be a concentration
of the distribution around the central tendency. More pertinent to the concerns of this book,
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Table 1.1 Table of outlier values for daily changes to S&P 500 1985–mid-2012

TOTAL DATA POINTS 6899
LEFT TAIL OUTLIERS <−3 SD 51
RIGHT TAIL OUTLIERS > 3 SD 77
TOTAL OUTLIERS 128
PERCENTAGE OF OUTLIERS 1.9%

LEFT HAND CENTRAL TENDENCY WITHIN – 2SD 3170
RIGHT HAND CENTRAL TENDENCY WITHIN +2 SD 3410
TOTAL WITHIN ± 2 SIGMAS 6580
CENTRAL TENDENCY PERCENTAGE >−2 SD and < 2 SD 95.4%

the outliers of the distribution are far more severe and frequent than would be expected from
the type of normal distribution which, for example, is a good representation of the distribution
of heights of human beings (at least a specific category such as adult males). With respect to
a normally distributed data series – such as heights – the likelihood of someone exceeding
(or being less than) a height which is more than 3 sigmas from the mean is very small –
approximately 0.15%.

During the 27-year period covered in Table 1.1 there were almost 7000 data points and
4.6% of those that exceeded the threshold of ± 2 sigmas. That this frequency of 4.6% also
concurs with the expectation from statistical theory that ± 2 sigma events should occur with
approximately 5% probability may be seen as validation of the theory that asset returns are
normally distributed, but the problems arise when considering the frequency of the outliers and
their distribution or tendency to cluster. There is a pronounced tendency for abnormal moves
to cluster, and not be distributed haphazardly across the time line, as will be demonstrated
in Chapter 4. This should not be surprising of course as prices are determined by human
beings who have memories, fears, and emotions and, when they are stressed and anxious, their
reactions to events are going to be more extreme and erratic.

Also evident from Table 1.1 is the fact that 1.9% of the daily returns for the S&P 500 lie
outside the six sigma window which is often used as a simple metric for characterizing this fact
about financial returns as having “fat tails.” According to a Gaussian model [19] the probability
of an event falling outside the six sigma window is just shy of 0.3%. So the US benchmark
index distribution has six times more outliers than would be expected by this model. Not
shown on the table is the fact that since July 2007 the number events that lie outside the six
sigma window is 58, which is almost one half of the total outlier events in the full 27-year
period. The prevalence of these outliers, both during the GFC and in its aftermath, clearly
demonstrates that there is a greater likelihood of “tail” events in recent financial history.

The following graphic, Figure 1.4, and the excerpted commentary, which comes from
a Credit Suisse research note cited again in the discussion below, are also helpful in
answering the question which began this section regarding evidence for increased “tail risk”
events. [20]

. . . fat-tail events have occurred more frequently, and have been exacerbated by the 2008 credit
crisis. For example, [Figure 1.4] shows that, for US equities and global fixed income, the number
of three-sigma days per year has increased, reaching a peak of 46 and 15 days in 2008, respectively.
As such, the probability of a fat-tail event occurring under a normal distribution is actually much
higher—at 4.7%—just during the last decade.

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



JWBK562-c01 JWBK562-Corcoran Printer: Yet to Come November 8, 2012 17:57 Trim: 244mm × 168mm

8 Systemic Liquidity Risk and Bipolar Markets

0
1950

4

0 0 0 0 0 0 0 0 0

5

1 1 1 1 1 1 1 1 10 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0
2 2

3

6
4 43 3 3

5
8

1011

19

25

46

1950’s
1.1 days/year

1960’s
0.6 days/year

1970’s
2.0 days/year

US Equity (S&P 500 Index)

1980’s
2.7 days/year

1990’s
2.3 days/year

2000’s
11.9 days/year

111110

5

2 23

1955 1960 1965 1970 1975 1980 1985 1990 1995 2000 2005 2010

5

10

15

20

25

30

3-
si

gm
a 

da
ys 35

40

45

50

Figure 1.4 Extreme events for S&P 500 1950–2011
Source: Credit Suisse: Is the (Fat) Tail Wagging your Portfolio?

For the reader that notices a discrepancy between the incidence of three sigma days in
my own table and that shown in the research note just cited, the simple explanation is that
Figure 1.4 covers a different period back to 1950 but terminating in 2010, and this will
affect the calculations of the mean and standard deviation and therefore the counting of six
sigma events.

In the analysis which will follow it is suggested that, while looking at some of the extreme
price activity which has been seen in markets since 2007, the nomenclature of fat tails and
outlier events which exceed the six sigma boundaries, really doesn’t do justice to the extraordi-
nary severity and magnitude of drawdowns which can be inflicted on an investor. Furthermore
by using the terminology of standard deviations (sigmas) and couching the analysis in terms
of normal distributions, there can be a spurious sense of the reliability and accuracy of the
methodology. Markets are more badly behaved than statistically obsessed risk managers would
like to believe!

There is another potential danger when just focusing on statistical data such as increased
volatility and the presence of fatter tails, of ignoring some facts about the financial environ-
ment which may be considered as part of the “new normal” but which are nonetheless quite
extraordinary. For example, at the time of writing, the yields on both the 10-year US Treasury
note and the 10-year German bund are hovering around 1.5%, short dated Swiss, German, and
Finnish government securities have negative yields, the UK 10-year gilt is below 2%, and the
Bank of England base rate has been at 0.5% for three years – its lowest level in the Bank’s
three-hundred-year history. Moreover the balance sheets of the ECB, the US Federal Reserve,
and the Bank of Japan have expanded by several trillions of their respective currencies in just
the last two years since 2010.

The remarkable paths taken by government bond yields in each of the US, UK, Germany,
and Japan since 1990 are very well illustrated in Figure 1.5. [21]

What is perhaps even more remarkable about the steady decline in yields and their conver-
gence towards levels seen in Japan for several years, [22] that is around 1% for a ten-year
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Figure 1.5 10-year government bond yields

maturity bond, is that these yields have been coming down steadily, especially in the period
since the GFC, despite the fact that gross government debt in each sovereign has been climbing
at an accelerating rate as can be seen in Figure 1.6.

The most notable feature of Figure 1.6 is the disproportionately large share that Japanese
government debt has to its GDP, and if the IMF forecasts prove accurate this will have risen
above 250% by 2017. Just how sustainable that level of public debt is remains to be seen, but
there are a growing number of pessimists (realists) who believe that with adverse demographics
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Figure 1.6 Government Gross Debt as percentage of GDP: data source IMF WEO April 2012
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10 Systemic Liquidity Risk and Bipolar Markets

and increased competition from other Asian exporters the Japanese debt situation resembles a
“fly looking for a windscreen.” By comparison the situation for the other territories looks less
foreboding but to seek comfort from this would be a dangerous complacency. As can be seen
the debt to GDP ratios for both the US and Italy are already above 100% and are expected to
continue rising over the forecast period. Germany is the exception in that while there was a
jump in 2009 and 2010 the projections going forward in the IMF data suggest that the rate will
flatten out in the next several years. However IMF projections have often proved too optimistic
in the past. Another wild card for Germany is the extent to which its public balance sheet
will become burdened by efforts to keep the Eurozone afloat, a subject discussed further in
Chapter 11.

So we are faced with an enigma which defies any straightforward explanation from classical
demand/supply theory. If the supply of sovereign debt by these G10 states is increasing why,
with the exception of Italy, are the yields on their sovereign bonds declining? (The prices of
sovereign issues would have to be going up and/or bonds would have to be issued with lower
coupons for this to happen.) The answer to this is both easy and hard. The easy answer is that
there has been strong risk aversion on the part of many institutional investors since the GFC
and the demand for safe sovereign issues (which can be claimed for four of the five countries
shown in Figure 1.5) has replaced the “cult of equity” which prevailed through much of the
1990s and early years of the new millennium. If one couples risk aversion to equity with the
fact that issues from many lesser rated sovereigns are definitely not on a buy list for most
pension funds and insurance companies, and there is a satisfactory explanation for the paradox
of increased supply but increased demand and therefore price. The harder explanation relates
to a fuller analysis of risk on/risk off dynamics, the nature of a balance sheet recession, and
the phenomenon of vendor financing, and discussions of each of those is still to come. [23]

There are two charts on the adjacent page which will be discussed in more detail later as we
proceed, but both in their way are worthy of attention at this early stage in the discussion. The
20-year chart of the yield on the US 10-year note, Figure 1.7, shows a quite remarkable steady
descent from a yield above 8% in 1991 to well below 2% in the late spring of 2012. The other
long-term chart, Figure 1.8, shows the inexorable rise in the Japanese yen against the US dollar
since 2007. It will turn out that there are some interesting dynamics connected with safe haven
and risk off dynamics that need to be considered with regard to the cross-asset correlation of
such apparently different instruments. These risk off dynamics need to be counterbalanced
by considering the exceptional performance of other risk on assets such as equities where US
equities almost doubled between 2009 and 2011 and Germany’s DAX to mention just another
example, more than doubled from its low of 3588 in March 2009 up to a peak above 7600 in
May of 2011.

1.1 HOW HELPFUL IS THE NOTION OF TAIL RISK?

The notion of tail risk has become de rigueur amongst financial analysts and is itself at risk of
becoming overused. Although this was already touched on in the earlier part of this chapter,
the key idea is to consider it in relation to the related notion of “fat tails” – a phenomenon
which everyone in the financial world should be familiar with, if for no other reason than the
meme planted by Nicholas Taleb in his best-selling book The Black Swan: The Impact of the
Highly Improbable. [24] Based upon the normal distribution, an assumption which is highly
questionable when trying to understand probability and risk in regard to financial markets, an
event which falls outside ±3 sigmas from the mean return could be said to be an outlier or
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Figure 1.7 Yield on 10-year US Treasury note monthly 1990–mid-2012

tail event. It would then follow that such an event – such as a drop in an asset price of more
than three standard deviations – has exposed the holder of such an asset to “tail risk.” But how
relevant is that to an estimation of how probable such an event is?

According to a Gaussian normal distribution the likelihood of a data point that falls outside
the six sigma window should only arise about 15 times in a series of 10 000 observations.
Now this may be true with respect to the chances of meeting an adult male who is more than
three standard deviations above the mean height for adult males – which is about 6ft 6inches
or, for those more familiar with the metric system, approximately 199 cm. [25] However the
data on S&P 500 returns, as illustrated earlier, shows that financial data does not fit a normal
distribution, and that there is a chance of almost 100 observations out of 10 000 exceeding
the six sigma window. So the frequency of outliers is much higher, and critically so too is
the magnitude of the difference from the mean. Just for amusement if we consider the remark
made by the CFO of Goldman Sachs, and noted earlier, regarding 25 standard deviation moves
“that happened several days in a row,” we would have to subtract 25 times 8 centimeters (the
sigma for heights of adult males) from the mean height of 176 cm and that would give us an
individual with a height of about minus 20 cm.

When we talk about tail risk the thesis developed here is that we might be misleading
ourselves into thinking that this is just an extreme form of lesser risk. The implication when
using terms like extreme is that there is a scale of reference, but the question that really needs
to be addressed is – what is the proper scale for comparison of different degrees of risk? In
finance there are many kinds of risk – credit/default risk, inflation risk, counter-party risk
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Figure 1.8 Japanese yen/US dollar monthly 1990–mid-2012

and so on – but in much of the theoretical side of financial economics, risk is taken as being
synonymous with volatility. The tendency of prices or asset values to fluctuate is something
that can be measured, and, from this simple method of calculating the degree of fluctuation
and the application of statistical and probability axioms, many kinds of extrapolations and
forecasts can be made. But just how valid are such extrapolations and forecasts? This is a
crucial question for wealth protection and risk management.

So does it follow that since we can measure degrees of volatility, and therefore risk in the
narrow sense favored by financial economists, and make sense of them in relation to textbook
statistics, that we can simply scale this understanding up to provide a theoretical framework
for comprehending financial crashes or episodes of extreme volatility? I take this to be a hard
question to answer, and also one that is both fascinating and extremely pertinent to a better
understanding of today’s financial markets. Moving away from statistics for a moment, the
question might be framed along slightly different lines as follows – is the difference, from a
psychological and emotional point of view, between anxiety and outright panic just a matter
of degree or is there such a difference in the order of magnitude of each that categorically
different explanations are required?

Not to confuse the reader too much at the beginning of this journey, there are echoes
from the question just posed to a similar one which can be posed in what may seem to be
the totally unrelated field of geophysics. This question can be framed along the following
lines: Are extreme earthquakes, which are mercifully quite rare, simply to be understood as
smaller earthquakes that didn’t stop or failed to attenuate? The reason for asking this question
will become clearer when examining the concept of power laws for which there is evidence
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certainly in the case of earthquakes and also in terms of the magnitude of movements in
financial markets. In simple terms, an event is said to behave in accordance with a power law
if the frequency of the event is inversely proportional to its magnitude. The dimension of the
magnitude or scaling variable could be the amount of energy released (or ground motion) in
the case of an earthquake or, in the case of the financial markets, it could be the magnitude of
price discontinuities. [26] Even if we are able to discern a power law relationship in regard to
financial dynamics (which we can) does this enrich our understanding of these dynamics, and
more pertinently does it provide us with any means of anticipating when financial crashes may
occur? Or are we in the same position as geo-scientists in having no real means of predicting
when and where (exactly) a mega quake is likely to occur?

The reason for posing these questions in an introductory chapter is to alert the reader to
the possibility that for those who have a fetish for quantification of all things in the realm of
finance, they may end up being frustrated by our inability to arrive at the proper scalar for
understanding risk. In turn it may be that the notion of tail risk – which has a pseudo scientific
flavor to the term, suggesting that there is some robust theoretical framework which can be
referenced – is actually not a quantitatively determinable concept. Instead it may turn out that
by thinking about financial crashes, market panics, and extreme risk in a fresh manner we
will be better armed to understand the origins of such phenomena and from an investment
management perspective better able to deal with them.

Although we shall return in Chapter 13 to the manner in which an investor can alleviate the
dramatic drawdowns [27] that arose during the 2008 crisis, and which will arise again during
future bouts of systemic illiquidity, it is very useful to make reference to a key limitation of
some of the tail risk protection strategies that are now being offered by various providers such
as PIMCO and large investment banks. [28] Many of the world’s leading hedge fund managers
attend the GAIM conferences each year, and at the June 2012 meeting in Monaco a number
of managers made the excellent point that some of these tail risk protection products may
not perform as required (and promised by the providers) when markets experience systemic
illiquidity. An article from Reuters entitled “Investors Cast Doubt on ‘End of World’ Hedge
Strategies” [29] reports on doubts expressed at the GAIM conference “whether such funds can
perform as they are expected to, leaving investors dangerously exposed to a deepening global
debt crisis.”

Pension funds and family offices, still smarting from the huge losses they suffered in the 2008–2009
financial crisis and fearing another blow-up is just around the corner, are handing over billions
of dollars to bank and fund providers promising protection – many without really knowing if the
funds will pay out when they need them to.

The fallacy inherent in the design of some of the products on offer is that they assume
market liquidity in the instruments that will purportedly be providing the protection. This is a
dangerous assumption as will become more evident in what follows but it was also brought
out at the conference by one of the delegates who is quoted as follows:

“You guys better figure out how, while hedging tail risk, you’re not letting liquidity risk sneak in
the back door . . . you don’t know how to get out and we’ve just had a liquidity event not so long
ago,” one investor told a panel of managers discussing their funds on Wednesday.

He accused firms who offer the strategies of not knowing how to exit their positions,
particularly if markets seize up and liquidity in the derivatives markets these funds trade
evaporates.
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14 Systemic Liquidity Risk and Bipolar Markets

Normal functioning of markets depends upon adversarial views on the appropriateness
of the current valuation of assets. Depending on one’s economic circumstances, orientation,
and cognitive frames of reference, some will want to be buyers at current prices and others
would prefer to sell to the former. The fractious dimension to market participants is the driver
towards price discovery which is the primary purpose of markets. (The more cynical view is
that markets have become the playground for hedge funds and HFT algorithms, but we shall
not go down that path at this juncture.) The adversarial or fractious quality of market dynamics
will be enhanced by asymmetry of information and knowledge (or ignorance), enabling those
with insight into “real” or “true” information to exploit those with “mistaken” knowledge. It
is also true that, as a result of many within markets wearing several hats as both principals and
agents, the asymmetry of information can in a real sense be one that crosses the borderline
between information that is in the public domain and that which is not.

If a vital prerequisite for the existence and functioning of proper markets is information
asymmetry, in light of the events of 2007/8, a strong argument could be made that markets
will be more dangerous when there is essentially symmetry of ignorance, i.e. where no one
knows what is going on. That is where no one has an information advantage. In such a case
markets lose their liquidity, disagreement over the appropriateness of valuations is suspended,
and a lot of wealth destruction can and will take place.

1.2 DICHOTOMIES AND AMBIGUITIES

Epistemologists, concerned with the theory of knowledge, have sometimes pointed to the
role of metaphor in our language and underlying cognitive framework. We know about many
abstractions by being able to use analogy and metaphors to translate a complex idea into
simpler and more intuitive notions. Such metaphorical devices could be as simple as the
difference between being inside a container of some sort or outside it, being above or below
some reference point and in general terms being able to imagine a simple schema which then
allows us to add on further layers of abstraction – themselves aided by metaphorical heuristics.
Another key strand of thought is that some of our knowledge derives from the mind’s facility
with contemplating opposites or being able to polarize qualities. Good and bad, tall and short,
volatile and calm are just a few of thousands of dichotomies that the mind is capable of laying
out at each end of a spectrum of dichotomies.

Most dichotomies are susceptible to what can be called semantic shading, in other words
they can be thought of as black and white extremes at the end of a spectrum, but with many
shades of gray in between.

Most dichotomies are tolerant of ambiguity . . . they are susceptible to semantic shading
without posing truly uncomfortable choices and cognitive dissonance. The capacity of human
beings to entertain a disparate variety of dichotomies as foundations to a set of beliefs is
testimony to this tolerance. But there are certain kinds of dichotomies which cannot be
nuanced and where cognitive anxieties will demand disambiguation.

1.3 TRUST AND SOLVENCY ARE ALL OR
NOTHING DICHOTOMIES

In the realm of finance and economics two such dichotomies, which are not so readily suscep-
tible to shading, are solvency and trust. This is not to suggest that for many people they cannot
be smudged at times – as attested to by the saying that you can fool some of the people all of
the time. Under normal circumstances we are not faced with having to make a vital decision
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on whether or not it is wise to place trust in another or whether a prospective counter-party
may be solvent.

When circumstances become critical there is no longer a continuum for trust -> distrust
or solvency -> insolvency. After a certain tipping point there is a dramatic discontinuity in
the willingness to consider mitigating factors or compromises in the judgments we make.
We may start out, if transactions are small and inconsequential, in overriding any discomfort
that we may be experiencing about having to make a critical decision as to whether to trust
the solvency or ability of counter-parties to honor their obligations. However once we move
beyond a certain threshold of inconsequentiality, when more critical circumstances (perhaps
life threatening) present themselves to us there is absolutely no propensity to tolerate doubts or
mistrust. To the extent that we have a choice we will refuse to engage with that counter-party.
The discontinuity is not just a jump from a linear to a nonlinear method of weighing up the
risks/benefits, but rather our decision about the uncertainty of the outcomes is best thought
of as totally unacceptable. Beyond a certain threshold the decision making and willingness
to accept a certain degree of “fuzziness” and to fudge the issue becomes an all or nothing
proposition.

As an example, in September 2008 counter-parties that were dealing with Lehman Brothers
completely lost trust in the company, refused to fund it in the money markets, and quite
rapidly the overall market realized that the company was insolvent. Traders and investors
were no longer prepared to tolerate self-serving statements from the company’s CEO and its
management team that its balance sheet was sound and that it could fund itself. There was
a total breakdown in trust of the company’s declarations regarding its financial position. In
such circumstances, there are no degrees of solvency – a company, especially a bank, either is
solvent or it is not – there is no halfway house. It is this unwillingness to tolerate any ambiguity
regarding solvency that explains why companies can be full of employees in opulent offices
one day and then bankrupt the next, with the employees walking out of those same opulent
offices with cardboard boxes containing their hastily packed personal possessions.

The switch from all or nothing in decision making with respect to whom we can trust, or
what kinds of intermediation (also intervals) we can have faith in, is precisely the explanation
for the dramatic and non-quantifiable element of systemic risk. As human agents with survival
instincts (to call these emotions is to understate their visceral quality) there is no longer a
calculus of probabilistic reasoning but rather a gut level response to danger. Failure to account
for this very abrupt switching rather than a gradualist change of mind, it will be suggested,
is one of the principal shortcomings of the theoretical framework which underpins financial
economics. It will be argued that the bias in our theories of economics and finance towards
gradualism and uniformitarianism – which have occupied a powerful position in the history
of ideas including the vital work of Charles Darwin [30] – has inhibited us from confronting
true dichotomies in a robust manner, and thus to fudge a lot of hard questions. Just one further
thought in this regard is the fallacy of believing that all large effects – such as the collapse of
a bank for example – has to have a large cause. But there are several insights from complexity
theory which suggests that this is not the case. [31]

One influential insight which is related to the gradualist fallacy is found in the work of Per
Bak, a physicist and computer scientist, and this was developed in a fascinating book entitled
How Nature Works. [32] It will not be necessary to go into depth on this work but in essence
Bak showed that under controlled experimental conditions very large effects, specifically
massively disruptive avalanches in sand piles, could result from just adding one more grain
of sand to the pile. Over time the sand piles have taken on the condition of self-organized
criticality [33] in which, although they have preserved their state of being in the form of a heap
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or pile, they are also highly unstable; the incremental addition of just one more grain causes a
collapse. Bak found that there is no linear relationship between the cause (the addition of one
tiny grain of sand) and the disproportionately large effects, i.e. a massive avalanche.

With regard to our understanding of extreme events in markets, such as have been seen
since 2007, there is a parallel in that they had by 2007 reached a position of criticality and the
ensuing collapse does not require a single big cause as the explanation. It may also help to
account for why not many macro economists had an answer to the question famously asked
by Queen Elizabeth II on a visit to the London School of Economics soon after the events of
late 2008 – “Why didn’t anybody see this coming?”

Just as the grains incrementally falling on to the sand-piles which haphazardly will produce
avalanches, or small earthquakes that just don’t stop, the rupturing or abrupt discontinuity
which takes place with regard to systemic risk is not susceptible to easy quantification. How
else can one account for the manner in which assets are disgorged with no regard to price or
favorable arbitrage opportunities. To have confidence to conduct arbitrage one needs to have
confidence in spanning a time interval and that will be lacking when the total aversion to
trusting counter-parties prevails.

Imagining circumstances at the individual or microcosmic level which could cause an
individual to suddenly lose trust or faith in another is not too difficult to contrive. Most of us
will have had experiences with others where the desire to rid oneself of any engagement with
that other person is total and uncompromising.

It is also possible to reflect that this is scalable and can be extended to circumstances where
there is a sudden collective suspension of belief in the value of intermediation, i.e. relying on
another person to perform. To the extent that most market participants become unwilling to
rely upon the promises and solvency of others there is a systemic breakdown.

How could the value of one of the world’s largest banks – Citigroup – be marked down
by 95% within a little more than a year? Or to put in a slightly different fashion: What
rationalization could be made for an investor suffering a 95% drawdown in one of the world’s
most highly capitalized companies, to want to continue to own that asset? Even more acutely,
after the fact when surely trust in that institution’s solvency must be at rock bottom, how can
someone be enticed to invest in that same company? Later in the book, the suggestion will be
made that it is necessary to radically amend our framework for understanding and evaluating
financial risk in order to understand why such “abnormal” events have occurred, will occur
again, and what strategies one can adopt to assist in alleviating the wealth destruction that can
arise in their wake.

Bubbles will keep inflating until they don’t – is that the best that can be said? To express
the same question in terms of the analogy with the difficulty in knowing when the avalanches
in Bak’s sand-piles will occur, or when a large earthquake might happen, it may be that we
can have a good sense that the financial system has reached a point of critical instability, but,
much more pointedly, what is the triggering event – the extra grain of sand or the additional
foreshock – which will cause the system or financial markets to crash? The difficulty in
identifying the exact triggers – especially at the time – captures the difficulty which prevents
the “rationalizing” mind from having great specificity about outcomes in the highly uncertain
world of economics and finance. Notwithstanding our inability to understand the precise
interplay of the highly complex dynamics that are present in a sophisticated financial economy,
there is quite a bit more that could be done to avoid crashes. Most pertinently central bankers
should expand their mandates from monitoring inflation at the level of the price of bananas
and haircuts to monitoring asset inflation.
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Although this is a contentious issue it would seem to be self-evident in the aftermath of
the GFC that central bankers should have the macro-prudential task of ensuring that bubbles
do not become as crisis prone as they were in 2006/7. The chairman of the Federal Reserve
Ben Bernanke has famously said that it is not desirable for central banks to become “bubble
poppers,” and his predecessor, Alan Greenspan, has often been accused of allowing the US
real estate market to become overly frothy by keeping interest rates at extremely low levels
for too long after the Nasdaq crash and the events of 9/11. [34]

I think for the Fed to be an “arbiter of security speculation or values” is neither desirable nor
feasible . . . Aggressive bubble-poppers would like to see the Fed raise interest rates vigorously
and proactively to eliminate potential bubbles in asset prices. To be frank, this recommendation
concerns me greatly, and I hope to persuade you that it is antithetical to time-tested principles and
sound practices of central banking.

In macro-economics the problem goes even deeper than that expressed in the comments
above by Bernanke. It is not only that central bankers may not think it feasible to become
“bubble poppers” but more alarmingly they seem not to have an adequate framework for
understanding the dynamics behind the creation of bubbles, much less how to arrest their
development.

As the discussion proceeds it will be useful to look at good and bad theories in macro-
economics which either have, or do not have, any explanatory force as to why bubbles and
booms arise and also why they will inevitably, to mix metaphors, crash and burn. The main-
stream economic orthodoxy as taught within many universities and business schools which is
often referred to as neoclassical economics, really suffers from an inadequate framework for
explaining bubbles because it fails to account for, even acknowledge, the manner in which
the banking system via its ability to create credit, fuels bubbles and provides the lubrication
to the dynamo which helps to motivate investments – the Keynesian “animal spirits” – to
excess and over-exuberance. The superior theories of the modern monetarist school (inspired
in large part by the work of Hyman Minsky) provide a much better explanatory framework
for understanding bubbles in terms of Minsky’s notion of ponzi financing and other insights
about the role of credit and money within a sophisticated economy. [35] Even with this better
framework there is still a deficiency in that we are not adequately prepared to know when
bubbles have been inflated to their maximum extent, and when financial crashes and instability
will emerge.

Attempts at specificity with respect to “tail risk,” when they become preoccupied with trying
to measure it precisely, are spurious as they will fail to reflect the astounding magnitudes of
total asset price collapses that are evident in recent economic history. These collapses range
from outright bankruptcies of companies ranging in recent times from corporate giants such
as Enron, Worldcom, General Motors, Lehman Brothers and many others, to the reorganiza-
tions/rescues of others such as AIG, Citigroup, Merrill Lynch, Fannie Mae, Freddie Mac, Bear
Stearns, Royal Bank of Scotland and too many others to mention.

When a bubble bursts, all confidence in the immediate basis for normal financial intermedi-
ation disappears. Admittedly over time some semblance of trust can be restored but only after
some form of re-structuring. No one is going to lend money to a person who is on the verge
of bankruptcy. After a bankruptcy re-organization, when the slate has been wiped clean, there
will be a different perspective on the riskiness of making such a loan. But what if there is a
cultural taboo about wiping the slate clean for certain kinds of debt?
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1.4 THE ASYMMETRY OF PRIVATE GAIN AND PUBLIC LOSSES

At present central bankers and policy makers do not have to make a choice between preserving
or abandoning the asymmetry of the private gain/public pain dichotomy. Although there has
been growing hostility to continuing bailouts, until there is a radical change in the political
climate (which just might come within struggling European states), there is still acquiescence
in the status quo whereby institutions that are deemed Too Big To Fail have to be rescued
by taxpayers. Even when assisted back to robust health there is often no gratitude from some
institutions for the public assistance that was provided during the GFC.

In fact it has become part of the revisionist rhetoric since 2008 that certain financial
institutions, particularly in the US, were actually forced into accepting TARP assistance and
could have withstood the systemic liquidity crisis without such aid. It is always difficult to
adjudicate on a counter-factual but there is understandably some public distaste with the bold
assertion that these reluctant recipients of taxpayer assistance received no benefit from the
massive government programs that were put in place to counter the tumultuous conditions in
financial markets in the second half of 2008. When bubbles burst and crashes occur there are
very substantial external costs involved in cleaning up the messes. It will be argued later that for
an individual bank to turn a blind eye to these externalities is akin to a chemical company failing
to pay for the environmental damage caused by dumping pollutants into its nearby rivers.

Preservation of the private gain/socialized losses asymmetry ultimately hinges on the notion
of protecting creditors – the stickiness of debt. The entire financial system revolves around the
notion that while all other variables, especially equity, should be encouraged to vary – with or
without the efficacy of price discovery and market clearing forces – there should be constancy
and certainty with respect to most debt financing – including mortgage debt and, to a large
extent, sovereign and corporate IOUs. In a financial system where uncertainty is omnipresent
it is remarkable that there is almost total deference to creditors and bond-holders in preserving
the fixed value of their claims, and an unwillingness to allow it to fluctuate as does the value
of almost all other financial instruments.

The calculation seems to be that whereas the public may well be very critical and opposed
to transferring private liabilities to the public balance sheet, the financial establishment would
be even more hostile to a collapse in the banking system and the interlocking contractual
claims that underlie indentures, loan agreements (mortgages), and swap arrangements. The
reasoning seems to proceed along the following lines. It might be argued that there is no
obvious sense in which bailouts violate statutory cornerstones – raising the debt ceiling has
resulted in Congressional gridlock in the US but there is no constitutional transgression per se
in expanding the balance sheet of the public authorities – however to unpick indentures, swaps,
mortgage agreements etc. would undermine the very fabric which binds a society/economy
together by undermining the rule of law.

Why did the US government pay out 100% on AIG’s contractual promises? The answer is
probably not one for which it would be easy to find a consensus view. The argument has been
made that it was important for the US government to honor the promises and commitments
made by AIG to its counter-parties in order that the integrity of the legal and contractual
framework at the heart of financial transactions is fully maintained.

An alternative, and some might say, more cynical viewpoint is that Henry Paulson, the
Treasury Secretary at the time when a negotiated settlement reducing the payout by the
government that had taken over AIG could have been reached, had a conflict of interest with
respect to his former employer Goldman Sachs who was one of the main beneficiaries of the
100% payout. [36]
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The main thrust of this book is not polemical but sometimes it is good to give an airing
to alternative and radical viewpoints as they help in clarifying what is often seen as beyond
discussion. Following the calamities of 2008 it would seem that the “official” view and the
revisionist rhetoric alluded to just now, should be subjected to very critical scrutiny so that
we might learn worthwhile lessons from mistakes made in the past. When one is increasingly
required to think the unthinkable with regard to the way that the rolling financial crisis has
evolved since 2008, the foundations of financial capitalism should be open to honest debate.

One of the deeply held foundations that has been challenged, but still by a small minority of
economists, relates to the almost sacrosanct manner in which providers of debt financing must
have their financial claims protected at almost any cost. Apart from the manner in which the
AIG payout was conducted as exemplifying this predilection, there is the more general point
that unlike most players in the financial markets who win sometimes and lose sometimes, it
seems to be accepted that debt holders should never be on the losing side.

Another way of expressing this asymmetry between providers of equity financing and those
investors that buy bonds or banks that lend money so that people can buy houses or companies
can buy capital assets, is to consider what can be called the “stickiness” of debt.

Macro-economic theory is quite preoccupied with the stickiness of wages and other rigidities
which inhibit the ability of markets to clear, but the rigid and unbending liabilities of the
borrower (or the assets for the debt holder) are an all pervasive stickiness to the macro
economy and financial system. Some would argue that this stickiness is the single most
important obstacle to a clearing, in the market sense of that term, of the detritus left over from
the GFC.

As an example of the attempt to put the issue of the stickiness of debt into the realm
of economic discourse the following comes from one of the more outspoken and articulate
critics of economic orthodoxy. [37] Steve Waldman raises the following question in regard to
this issue:

Here’s my question. Looking forward to the next thirty years, after we have decisively defeated
wage rigidity by ensuring that the unemployed are numerous and miserable, don’t you think
we should devote just a bit of our attention to tackling that other sticky price? . . . perhaps we
should think about the bargaining power of creditors as well, so that if we get ourselves into a
pickle where the “cost structure” of honoring debts is high, we have technocratic and politically
acceptable means of managing the burden of loan contracts just as we’ve developed mechanisms
to control wages.

To “unstick” the price of debt really means to resolve a mismatch between the asset and liability
side of the swap. If assets values have depreciated, you can do that two ways:

1. you can write down the debt;
2. you can somehow cause the asset values to reflate.

Waldman makes the point that bailouts are often intended to reflate asset values and reju-
venate the “animal spirits.” At least at the time of writing they seem not to have been too
successful in regard to the latter. Moreover, “bailouts tend to unstick some peoples’ debt and
not others: the government picks winners and losers. Bailouts destroy incentives to choose
assets well and maintain or improve their value. This raises the classical question posed by
Walter Bagehot, Keynes and others regarding moral hazard – why should one be financially
prudent, as long as one holds assets that will be bailed out?” Once again the matter of the
external costs of financial crashes raises its head. As Waldman also observes this is particularly
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pointed as “focused bailouts are often targeted towards those ‘in the most pain’ — exactly the
people who were the worst choosers and stewards of assets ex ante.”

Waldman’s questions are well put, and there are echoes of exactly the same desire to
encourage an open dialogue about the stickiness of debt in the writing of Steve Keen, professor
of Economics at the University of Western Sydney, who engaged in a lively war of words in
the blogosphere with Nobel prize winner Paul Krugman in the spring of 2012 and who has
made a personal campaign of calling for a “debt jubilee.” [38]

However the calls for debt write-downs and the “unsticking” of debt values have fallen on
deaf ears amongst policy makers. Rather the tacit assumption by central bankers and policy
makers is that there is a systemically vital need to prolong the Minskyesque ponzi financing of
the debt overhang from the GFC, via continuing enlargement of the public sector balance sheet.
The unspoken and somewhat hidden agenda (it is getting much harder to keep agendas hidden
in the age of ubiquitous blogs and Twitter) behind ongoing bailouts and rescue programs is
that if the can is kicked down the road for long enough then reflation will ultimately kick in
and the animal spirits will be rejuvenated. For now, at least in mid-2012, policy makers have
to hope that we are still in the convalescence phase of a burst debt bubble, and programs such
as QE, LTRO, and ZIRP for as far as the eye can see should ultimately mitigate deflation
and restore asset valuations towards their former elevated values. One of the critical questions
remains: Even when (if) such valuations are restored will these values have been restored on a
nominal or a real basis? In other words might real estate prices return to their previously lofty
values but homeowners are confronted with $10 per gallon for gasoline and £10 for a bar of
chocolate?

The real systemic risk to the ponzi financing programs being undertaken by all G10
economies is what might happen with the apparently endless saga of Eurozone bailouts.
At present the ECB remains transparent about the nature of its financing of Member States,
but such transparency could ultimately become the weak link in the global daisy chain. The
reason to presume that this weak link could eventually snap is that the underlying framework of
the EZ is one of several but not joint responsibility. This characteristic of the legal framework
of the EZ will be the subject of Chapter 11 so will not be elaborated further at this stage.

In a truly federal system such as that in the USA or for an economy which is autonomous (i.e.
it can print its own currency) such as the non EZ European economies and Japan, there will,
during critical episodes, when the economy is highly stressed and in risk of systemic crisis,
be a “circling of the wagons” to obfuscate the fact that the emperor might not have a full set
of clothes. However in the case of a looser structure such as that of the EZ where the separate
members of the currency union want to preserve pro rata obligations towards the liabilities
incurred by other members, the audit trails for a disentanglement of collective liabilities will
have to be preserved. In such circumstances the wagons won’t be able to complete a full
circle and the emperor’s humble wardrobe is in danger of coming into full view. Without joint
responsibility for all EZ liabilities, which Germany seems desperately keen to preserve, the
Bundesbank and Bundestag will also be very keen to ensure that all of the financing operations
conducted on behalf of the EZ Member States remain fully transparent – how else would
it be possible to continue to insist that they are only liable for their pro-rated share? Full
transparency is often to be admired, but as the opening sentence to this chapter suggested there
are reasons why diversionary tactics have been employed to keep unsettling and untidy facts
from public attention.

So the really crucial question becomes who might be willing to carry out a full blown bail-
out of the EZ, one that could see Spain and Italy needing to be rescued? Will it be Germany?
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If not then who else will be the counter-party of last resort? Would not a cascading of debt
dominoes as numerous contractual claims burst asunder wreak systemic breakdown? The
risks of the Eurozone disintegrating are likely to remain long-lived and the system threatening
risks are likely to see a prolongation of the kind of post-GFC investor demeanor which is
well characterized as the bipolar switching between behavior which is either risk on or risk
off. In a nutshell the thesis of this book is that the post-traumatic stress of the GFC, and
the ongoing threats of an even larger systemic liquidity breakdown looming on the horizon,
are the background conditions which have led to a mode of investor behavior which can be
characterized, at one level, as risk on/risk off, and at another level, in a theme which is to be
developed, as bipolar.

At the time of writing the deteriorating situation with regard to Spain’s financial position
prompted a remarkably candid outburst from Spain’s finance minister in which he likened
Europe to the Titanic and Spain to a seriously ill patient undergoing critical surgery. [39]
Although events are moving fast in the Eurozone crisis, and there is a risk in dwelling too
much on the day-to-day news flow, that quotations could easily be outmoded by the time this
book is published and read, the following comments from the Spanish finance minster are well
worth repeating for their poignancy:

“This is like the Titanic,” he told state radio. “If there’s a sinking here, even the first-class
passengers drown.”

“If the banks are loaded down with doubtful assets on their balance sheets, and if the only safe
thing they can do is buy sovereign bonds, then there is virtually no new credit for the private sector.
Then the economy’s seized up and that strangles the banks again, because the people becoming
unemployed don’t pay their debts.”

Financial contagion brings with it nonlinear dynamics which is why, beyond a certain tipping
point, the deterioration in the Spanish economy (and other countries not yet acknowledged
to be distressed), coupled with accelerating increases in Spanish bond yields could quickly
start to resemble those of previously distressed borrowers ranging from Lehman Bros to
Argentina. The above remarks underscore the increasing fragility of the great European project,
and, prompt the statement that – to provide the flavor to another major theme of what lies
ahead, dilemmas which pessimists claim are irresolvable and I believe are going to be quite
threatening – if one wants to save the single currency and the Eurozone one wouldn’t start
from where we are now.
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