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BACKGROUND

Since 1971, polices of financial deregula-
tion and liberalization reinforced a trend to 
institutionalize liquidity as a category and 
instrument of the market and it pricing 
mechanism. This has meant that liquidity is 
no longer primarily a property of assets, 
but rather an indicator of general condi-
tions and strength of a financial market.  
This development produced securitization, 
the ability to transform illiquid assets into 
tradable securities.  This “innovation”, 
rather than creating market completion 
and risk optimization, actually produced 

systemic risk, an externality arising from 
these securities, and an opaque financial 
system where the value or price of the un-
derlying asset became obscured.

Leverage: debt-driven strategies are de-
signed to maintain profits, which decline 
as a market matures. Leverage is em-
ployed when returns decline as demand 
for an asset increases its price.  Essen-
tially, leverage lengthens the debt chain (re-
packages debt), where the weakest link 
(e.g. money market mutual funds) in-
creases illiquidity funding risk in the finan-
cial system as a whole.  The fallacy of effi-
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           Innovation in finance has always been driven by the search for greater liquidity.  Critics of financial 
innovation, such as Hyman Minsky, have argued that new credit instruments only add to the “sense” of 
greater liquidity but which in reality rely on the liquidity of the underlying assets.  

           Once the value of these underlying assets decline, such as in the MBS market in 2007, “market” 
liquidity evaporates.”
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cient market hypothesis is to assume that 
a well-functioning market is always liquid, 
where liquidity can be permanently sus-
tained. The reality is that risk becomes con-
centrated in pooled financial markets, 
which abstract information from the asset 
to an aggregate. This in turn, actually pro-
duces an opaque financial system. Con-
centration is an erosion of diversity.  Diver-
sity in financial markets is a necessary con-
dition for liquidity where heterogeneity is 
the crucial component.  

Securitization: any asset type can be “liq-
uefied” such that the notion of liquidity is 
removed from the asset and attached to 
market liquidity instead.  Liquidity is most 

commonly associated with “willingness to 
trade” at a given price level.  However, the 
securitization underpinning the 2007-2008 
credit crunch, rather than creating plentiful 
liquidity, drove the financial system into a 
structurally illiquid and crisis-prone state.  

In consequence, the evaporation of liquid-
ity is mostly seen as a market failure rather 
than as a systemic tendency in which the 
excess of private financial innovation pro-
duces liquidity-risk funding affects, in par-
ticular, shadow credit intermediation, a 
process highly dependent on liquidity 
wholesale funding. 

Systemic risk: in the aftermath of the 
global financial crisis that began in 2007, 
the systemic risk debate has shifted to dis-
cuss whether interconnectedness or conta-
gion theory is the more accurate explana-
tion for systemic risk. Systemic risk has 
emerged as the most important and chal-
lenging aspect of financial regulation and 

policy and is defined as the “risk of disrup-
tion to financial services that is caused by 
an impairment of all or parts of the finan-
cial system and has the potential to have 
serious negative consequences for the real 
economy.”1
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Background 
Since 1971, polices of financial deregulation and liberalization reinforced a trend to institutionalize liquidity 
as a category and instrument of the market and it pricing mechanism. This has meant that liquidity is no 
longer primarily a property of assets, but rather an indicator of general conditions and strength of a 
financial market.  This development produced securitization, the ability to transform illiquid assets into 
tradable securities.  This “innovation”, rather than creating market completion and risk optimization, 
actually produced an opaque financial system that almost nobody understood, that resulted in market 
contagion. 

Securitization: at the level of financial institutions, any asset type can be “liquefied” such that the notion 
of liquidity is removed from the asset to focus on market liquidity instead.  Liquidity is most commonly 
associated with “willingness to trade” at a given price level.  However, the securitization underpinning the 
2007-2008 credit crunch, rather than creating plentiful liquidity, drove the financial system into a 
structurally illiquid and crisis-prone state.  In consequence, the evaporation of liquidity is mostly seen as a 
market failure rather than as a systemic tendency in which the excess of private financial innovation 
produces liquidity-decreasing affects.  Unpacking the root cause of the credit crunch requires delving into 
the assumptions being made concerning systemic risk.  

Systemic risk: in the aftermath of the global financial crisis that began in 2007, the systemic risk debate 
has shifted to discuss whether interconnectedness or contagion theory is the more accurate explanation 
for creating systemic risk. Systemic risk has emerged as the most important and challenging aspect of 
financial regulation and policy and is defined as the “risk of disruption to financial services that is caused 
by an impairment of all or parts of the financial system and has the potential to have serious negative 
consequences for the real economy.”1 

A recent paper by Hal Scott2 contrasts the systemic risk debate in terms of asset-liability   
interconnectedness versus contagion, and suggests that contagion rather than connectedness was at the 
root of the crisis, and that the Dodd Frank legislation has weakened safeguards to contain contagion.  

Contagion: the financial system is uniquely vulnerable to contagion because it depends on short-term 
borrowing to fund long-term investment.  A funding curtailment, can lead to classic “bank runs”, where 
contagion is the result of an extension of structural dependency on short-term finance throughout 
segments of the non-depository financial system, such as the asset backed commercial paper market 
(ABCP).  The failure of an important bank can also intensify contagion and thereby, shrink liquidity.  In the 
context of the financial crisis, liquidity played a crucial, and ultimately destructive, role, chiefly through the 
process of securitization. 

Figure 1: Summary Of Unintended Consequences From Financial Innovation 

!
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Financial Innovation Unintended Consequences

▪ Liquidity reflects general condition and vitality of private 
financial markets (derived from underlying assets) 

▪ Overly speculative credit expansion (risk appetite) 
▪ Redistributing risk (securitization) 
▪ Manage and optimize risk – the finance theory of 

market completion (efficient market hypothesis). 

▪ Liquidity-creation has shifted away from political 
economy into opaque private financial markets. 

▪ Liquidity spirals resulting in asset value 
destruction   

▪ Risk concentration from herding behavior 
▪ Credit expansion progressively abstracted from 

productivity and the real economy. 
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A recent paper by Hal Scott2 contrasts the 
systemic risk debate in terms of asset-
liability   interconnectedness versus conta-
gion, and suggests that contagion rather 
than connectedness was at the root of the 
crisis, and that the Dodd Frank legislation 
has weakened safeguards to contain conta-
gion. 

Contagion: the financial system is 
uniquely vulnerable to contagion because 
it depends on short-term borrowing to 
fund long-term investment.  A funding cur-
tailment, arising from maturity and liquidity 
mismatch can lead to shadow “bank 
runs”, where contagion is the result, em-
bedded rollover risks inherent in funding 
long-term assets through short-term securi-
tization sold into money markets that trig-
gered the run on the shadow banking sys-
tem.  

When entities leverage their balance 
sheets to the hilt, an asset price drop has 
a disproportionate adverse impact that is 
widespread.   Asset price declines become 
synchronized.  In the context of the finan-
cial crisis, synchronized asset declines 
played a crucial, and ultimately destruc-
tive, role.  Once the spreading illiquidity of 
formerly highly liquid instruments called 
into question the value of the underlying 
collateral, as well as the strength of many 

counterparties, the shadow banking sys-
tem proved extremely fragile. 

DOWNWARD LIQUIDITY SPIRAL

Innovation in finance has always been 
driven by the search for greater liquidity.  
Critics of financial innovation, such as Hy-
man Minsky, have argued that new credit 
instruments only add to the “sense” of 
greater liquidity but which in reality rely on 
the liquidity of the underlying assets.  
Once the value of these underlying assets 
decline, such as in the MBS market in 
2007, “market” liquidity evaporates.

Systemic liquidity crises coincide with the 
worst cases (wrong-way risk) of market dis-
tress, as in the crash of 1987, the 1998 
Russia/LTCM crisis, the Asian Crisis, and 
2007-08 credit (and liquidity) crunch.  
Forced selling, a hallmark of financial cri-
sis, becomes prevalent.  The feedback 
loop in figure 2 shows an exogenous 
shock leads to position liquidations (1 and 
2). Such (pro-cyclical) dynamics can be 
overlaid on the performance of any asset 
type.  Feedbacks effects from pro-
cyclicality make asset returns and risks en-
dogenous, resulting in herd behavior and 
reflexivity between liquidity distress and 
credit quality (3 and 4). Feedback loops 
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amplify market movements and assets 
price declines contribute to rising asset 
market volatility (5) Quantitative easing (6) 
is the policy response de jour where global 
policy makers’ aggressive stimulus and li-
quidity support programs have boosted 
“toxic” asset valuations and sharply nar-
rowed various yield spreads.  

Vicious cycles: the evaporation of liquidity 
in many markets in 2007-08 has justifiably 
attracted much attention.  The vicious cy-
cles involving the simultaneous falling of 
market liquidity and funding liquidity, lower 

market prices, de-leveraging and higher 
volatility all contributing to increased mar-
ket illiquidity. Such dynamics make liquid-
ity inherently pro-cyclical and raise the risk 
that liquidations from overcrowded levered 
positions take place at fire sale prices. The 
systemic aspect of liquidity arises when 
there is a shift to aggregate liquidity and li-
quidity shock commonality across asset 
classes.    

INFORMATION ASYMMETRY

The increasingly complex external forces 
arising from market illiquidity create a com-
pelling need to look beyond internal/

Young Professionals Forum  Washington DC  November 7th 2013 Graham Strong!
Liquidity Spirals 
Innovation in finance has always been driven by the search for greater liquidity.  Critics of financial 
innovation, such as Hyman Minsky, have argued that new credit instruments only add to the “sense” of 
greater liquidity but which in reality, rely on the liquidity of the underlying assets.  Once the value of these 
underlying assets decline, such as in the MBS market in 2007, “market” liquidity evaporates. 

Efficient market hypothesis: the securitization of asset classes in tradable securities, only create a 
market if liquidity can be permanently sustained.  Since the search for liquidity almost always involves the 
lengthening of the debt chain, the result is invariably less, not more liquidity in the financial system as a 
whole.  The fallacy of efficient market hypothesis is to assume that a well-functioning market is always 
liquid.  This is an unfounded conceptual assumption and it is unwise to build a whole system of finance 
theories and regulatory rules based on it. 

Systemic liquidity crisis coincide with the worst cases of market distress, as in the crash of 1987, the 
1998 Russia/LTCM crisis, the Asian Crisis, and 2007-2008 credit (and liquidity) crunch.  Forced selling, 
a hallmark of financial crisis, becomes prevalent.  The feedback loop in figure 2, shows how position 
liquidations (assets price declines) contribute to rising asset (stock market) volatility.  Quantitative 
easing (QE) is the policy response de jour where global policy makers’ aggressive stimulus and liquidity 
support programs have boosted “toxic” asset valuations and sharply narrowed various yield spreads.   

Figure 2:  The dynamics of liquidity spirals has been amplified because access to liquidity has 
become more dependent on market conditions 
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Vicious cycles: the evaporation of liquidity in many markets in 2007-2008 has justifiably attracted much 
attention.  The vicious cycles involving the simultaneous falling of market liquidity and funding liquidity, 
lower market prices, de-leveraging and higher volatility all contributing to increased market illiquidity. Such 
dynamics make liquidity inherently procyclical and raise the risk that liquidations from overcrowded 
levered positions take place at fire sale prices. The systemic aspect of liquidity arises when there is a shift 
to aggregate liquidity and liquidity shock commonality across asset classes.   
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organizational performance metrics and 
industry-specific benchmarks. In addition, 
the more global you become the more you 
need to integrate with your external envi-
ronment.   In particular, the credibility of in-
formation about market prices can influ-
ence asset valuations as much as informa-
tion about economic fundamentals.  Infor-
mation asymmetry in asset values can ef-
fectively cause more fragile markets, such 
as shadow banking, to close down. 

Risk appetite: when information is insuffi-
cient for decision-making (as depicted in 
Figure 3), efficient markets can no longer 
be counted on (always liquid assumption).  
Securitized products were assumed to con-
tain accurate information about their value 
and risk.  An entity must therefore under-
stand how systemic risk influences the ex-
ternal environment and how business cy-
cle expansion or contraction influences the 
prevailing risk appetite.  

At the top of the business cycle, greater 
risk appetite leads to greater liquidity. It is 
the reverse at the bottom of the cycle, 
where illiquidity predominates.  All asset 
types suffer when market illiquidity or vola-
tility escalates.  Risk factors differ in their 
market price of risk, reflecting their covari-
ance with the business cycle.  Wrong way 
risk occurs exposures are correlated with a 

downturn, where an entity maintains risk 
homeostasis, despite changes in external 
environmental conditions3.  Consequently 
tail risk insurance for both credit and liquid-
ity risk will generally be underpriced.

Threat analysis: to maintain the appropri-
ate risk appetite, an entity must do two 
things in tandem.  First, it needs to ac-
count for and obtain all the available data 
that is meaningful to its business, including 
the data from its entire value network.  
Emerging threats must be taken into ac-
count and vulnerabilities made explicit. 
Second, the entity must adjust its risk ap-
petite to reflect the external environment 
and threat landscape it faces.
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Figure 3: Data Used in Decision-Making 

Note: Red arrows show directions of Information Flows
Pink arrows show maturity of use
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INFORMATION MANAGEMENT SYS-
TEMS FOR FINANCIAL INSTITUTIONS

Information management systems consist 
of publicly available data from such organi-
zations as the Census Bureau, the Depart-
ments of Labor, Treasury, and Health, 
OECD databases, BIS, IMF, IFC, MSCI, 
World Financial institution, regulatory and 
commercial databases.  It also includes fi-
nancial institution data and data generated 
from a financial institution’s constituency, 
extended communities in the financial in-
dustry, and other players in the global 
economy.  Information management sys-
tems can help a financial institution normal-
ize all relevant data so that it can be 
tracked, correlated, and viewed through 
useful lenses to enable better decision-
making concerning its threats and opportu-
nities (e.g. growth strategy).  Risk manag-
ers can only make the best decisions 
when considering the strength of causal re-
lationships among macro variables in their 
ecosystems.  Essentially there are three 
scenarios:

1.	 Known causal relationships or root 
cause where causal mapping of the inter-
connected relationships, and quantifying 
the cause–effect relationships, is possible, 
or

2.	 Limited data (weak signal/loud noise) 
where the data needed for macro- model-
ing exposures is generally sparse, or

3.	 Unknown, rarely occurring or complex 
systems where correlations are not recog-
nized while in the making, such as growing 
homogeneity of market behavior in the fi-
nancial crisis.

The major risk posed by the growing homo-
geneity of market behavior is that when dis-
tress hits the market, similar investor posi-
tions are unable to diffuse the shock.  Dur-
ing the later years of the credit boom, warn-
ings were made about the herding in the 
derivatives market. One of the most telling 
(generally unrecognized) signs was the un-
interrupted narrowing of credit spreads be-
tween 2003 and early 20073.  

The problem for many financial institutions 
is that they do not have enough external 
data to be able to formulate any conclu-
sions about potential threats.  The first 
step is to identify vulnerabilities by assess-
ing abnormalities in environmental factors. 
Macro financial indicators need to be 
tracked to help isolate potential threats.  
These indicators should include credit 
spreads, interest rates, exchange rates, 
yield spreads, asset prices, credit expo-
sures for the following purposes:
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1.	 Macro surveillance of financial mar-
kets to provide a forward-looking assess-
ment of the likelihood of extreme shocks 
that could hit the financial system. An indi-
cator, such as credit spreads, provides a 
single measure of risk and can focus on 
vulnerabilities using macro economic or 
other selected indicators as key explana-
tory variables.

2.	 Macro prudential indicators of finan-
cial soundness (FSIs) show financial sector 
vulnerabilities and cover asset quality, man-
agement soundness, earnings and profit-
ability, liquidity and sensitivity to market 
risk.  Mapping causal relationships, and 
inter-linkages among FSIs and their mac-
roeconomic determinants, together with an 
assessment of their sensitivity to various 

shocks, provide the basic building blocks 
of financial stability analysis.  

CONCLUSION

A macro view of exposure is necessary to 
provide systemic risk management if ex-
treme events are to be avoided.  Extreme 
event risk is perhaps the dimension of risk 
most often misunderstood, and therefore 
also overlooked by financial institution 
management. Simply stated, it is the moni-
toring of credit creation and using indica-
tors to visualize less probable outcomes 
and their causal relationships. Information 
management capabilities enable financial 
institution to better focus on what truly con-
stitutes unexpected risk events and to take 
pre-emptive action when encountered.  
Monitoring indicators will help assess finan-
cial market risk and describe the pattern of 
asset returns under the influence of erratic 
self-reinforcing systems (feedback loops).  
In particular, it is important to anticipate 
and recognize the threat to price stability 
when it comes about through the accumu-
lation of debt to a point where its subse-
quent monetization becomes inevitable.  
That is to say, before a given bubble 
reaches a point at which it’s bursting be-
comes a systemic risk to the economy.
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The major risk posed by the growing homogeneity of market behavior is that when distress hits the 
market, similar investor positions are unable to diffuse the shock.  During the later years of the credit 
boom, warnings were made about the herding in the derivatives market. One of the most telling signs was 
the uninterrupted narrowing of credit spreads between 2003 and early 20073.    

The problem for many financial institutions is that they do not have enough external data to be able to 
formulate any conclusions about potential threats.  The first step is to identify vulnerabilities by 
assessing abnormalities in environmental factors. Macro financial indicators need to be tracked to help 
isolate potential threats.  These indicators will show potential sources of shock and should include 
credit spreads, interest rates, exchange rates, yield spreads, asset prices, credit exposures for the 
following purposes: 

1. Macro surveillance of financial markets to provide a forward-looking assessment of the 
likelihood of extreme shocks that could hit the financial system. Indicators such as credit 
spreads, provide a single measure of risk and can focus on vulnerabilities using macro 
economic or other selected indicators as key explanatory variables. 

2. Macro prudential indicators of financial soundness (FSIs) show financial sector vulnerabilities 
and cover asset quality management soundness, earnings and profitability, liquidity and 
sensitivity to market risk.  Mapping causal relationships, an analysis of inter-linkages among 
FSIs and their macroeconomic determinants, together with an assessment of their sensitivity to 
various shocks, provide the basic building blocks of financial stability analysis.   

Conclusion 

A macro view of exposure is instrumental in providing systemic risk management if extreme events are 
to be avoided.  Extreme event risk is perhaps the dimension of risk most often misunderstood, and 
therefore also overlooked by financial institution management. Simply stated, it is the monitoring of 
credit creation and using indicators to visualize less probable outcomes and their causal relationships. 
Information management capabilities enable financial institution to better focus on what truly constitutes 
unexpected risk events and to take pre-emptive action when encountered.  Monitoring indicators will 
help assess financial market risk and describe the pattern of asset returns under the influence of erratic 
self-reinforcing systems (feedback loops).  In particular, it is important to anticipate and recognize the 
threat to price stability when it comes about through the accumulation of debt to a point where its 
subsequent monetization becomes inevitable.  That is to say, before a given bubble reaches a point at 
which it’s bursting becomes a systemic risk to the economy. 

Indicator Examples 

▪ Indicators of financial stability to help a financial institution 
determine if risk management efforts are effective.  

▪ Indicators of reform and involvement in the financial/
securities industry  

▪ Advanced indicators of risk that can be used to create 
scenarios and stress testing models 

▪ Retrospective information on critical success factors – 
i.e., the degree of disruption to the financial community, 
the speed at which assets were returned to the private 
sector. 

▪ Composite indicators of the relative constrictiveness or 
freedom of the legislative and regulatory environment 

▪ Indicators on the intensity of systemic risk and associated 
market liquidity 

▪ Indicators of the quality, quantity, diversity, goals etc. of 
investors which affects a financial market’s liquidity. 

▪ Indicators of the technological environment in which 
financial institutions operate, to enable predictions of 
technology’s impact on the industry and financial 
institution  business
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