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INTRODUCTION

No quality newspaper has recently been complete without a story about the bank-
ing crisis and how sovereign govermments are finding it increasingly difficult to
fund their deficits and refinance their roll-over debt. The current financial crisis
is global and interconnected because adjustments are transmitted and amplified by
accounting systems that equalize the value of assets and liabilities either up or down.
According to a recent Bank for International Settdlements report Rescue Packages and
Bank Lending, recent financial problems are related to the instability of the banking

business model.

The global financial crisis is widely regarded as the worst financial crisis since
the Great Depression. While financial distress afflicted the entire financial
systerm, many crisis-related problems crystallised in the banking system, start-
ing with the interbank market freeze in August 2007, Between early 2007
and March 2009, the stock market valuation of the banking sector declined
by 79% from peak to trough, losing over 20% relative to the broader equity
index (comparing the MSCI World Index and Bank sub index). CDS' premia
shot up across the board, indicating that the market was pricing in a greater
likelihood of bank defaults.

(Bank for International Settlements, 2011b: 2)

Liquidity in a credit-based system reconciles uming differences between long-
lived assets (loans) and short-term liabilities (deposits). A distinction can be made
between liquidity generated by central banks (othicial) and that which is generated
by private corporate financial and non-financial sectors. Private liquidity now far
exceeds ‘official” hquidity and where asset values (capitalizations) inflate there is
a possibility of a ‘liquidity disconnect’. That is, capitalizations accelerate ahead of
income and surplus driven by factors other than the trajectory of earnings/surplus.



2 Introduction

However, when asset valuations reduce the serviceability of capital accumulated
under threat, this can compromise the solvency of business models amplifying asset
price adjustments, especially where a substantial proportion of “realizable collateral’
is imaginary and based upon intangible goodwill and optimistic assumptions about
counterparty viability.

A Bank of England Financial Stability Report (December 2011) observes that “A
thight to safety could cause sharp asset price movements . . . Shifts in capital flows as
investors seek “safe havens™ could cause large and disruptive movements in many
asset prices’ (Bank of England, 2011: 18). The banking crisis of 2007-2009 reveals
how credit losses (loan defaults) were quickly followed by goodwill write-downs
that rapidly undermined banking sector capital adequacy, triggering the need for
official intervennons to sustain balance sheets. capital adequacy and solvency.

As the crisis proceeded, total credit losses eventually outpaced recapitaliza-
tions. Combined credit losses of $1,508 billion ($801 billion in North Amer-
ica) exceeded total recapitalizations of $1,318 billion (8515 billion in North
America).

{Bank for International Settlements, 201 1h: 4)

Banks also increasingly came under capital pressure. The IMF estumates
that banks” worldwide credit-related write-downs were around §1.6 tilhion
between nud-2007 and end-2009.The national banking systems that have
tended to cut back lending relatively sharply were the ones that have received
the largest capirtal injections trom their governments — a proxy for the pres-
sure on their capital positions.

(Bank of England, 2010: 7)

Thus in a credit-based system there is an ongoing tension between cash surplus
capacity (liquidity) and ongoing capitalizations (as wealth accumulation for house-
holds) where complex global network relations, mterconnectedness and financial
imbalances have become the norm. When struggling banks were forced to write
down goodwill assets in their balance sheets this also triggered a write-down in
shareholder equity, threatening the capital adequacy capacity of banks to maintain
lending and sustain GDP growth trajectories.” The reaction of regulatory authori-
ties has been to try and strengthen global banking business balance sheets (with
additonal reserves and equity mjections) to reduce ‘official” exposure to the bank-
ing sector, but this may further curtail lending capacity.

New Basle IIT capital adequacy will reduce lending capacity going forward
by as much as 4-5 per cent.
(IMF, 2011: 3)

In normal times and particularly in boom periods, the supply of global
liquidity will be largely determined by international banks (either directly or



