
46

Copyright © 2016, IGI Global. Copying or distributing in print or electronic forms without written permission of IGI Global is prohibited.

Chapter  3

DOI: 10.4018/978-1-4666-9484-2.ch003

Predicting Global Financial 
Meltdown and Systemic 

Banking Failure:
An Assessment of Early Warning Systems 

(EWSs) and Their Current Relevance

ABSTRACT

The last two decades of international financial history have witnessed an unprecedented increase in the 
number of episodes of financial distress; wherein the incidence of these episodes has not been restricted 
to national boundaries as localised systemic incidents but have instead been spread to other countries 
and across regions in the form of financial contagion. This book chapter proposes a detailed discussion 
and analysis of the scholarly and practitioner literature used to conceptualise and to encapsulate the 
theoretical construct of an Early Warning System (EWS) developed to predict and mitigate the onset 
and persistence of systemic banking failures and financial crises. The models that constitute the focus 
of this overview are pivotal to the prediction of systemic banking meltdowns, either on their own or as 
constituent elements of other methodological approaches that contribute significantly towards the design 
and development of an Early Warning System.

INTRODUCTION

For any economy to be healthy, a strong financial 
system is required to efficiently move funds from 
unproductive to productive economic agents. In 
this respect, banks play an important role; by 
transforming short-term deposits into liabilities 
issued by firms, by monitoring borrowers on behalf 

of depositors, and by facilitating key financial 
transactions within the local, national, and global 
economy. Of all the existing financial institutions, 
the role of banks and hedge funds is thus considered 
immutable in the global financial setup, as their 
very presence and structure not only reduce the 
problems of adverse economic selection, of moral 
hazard, and of asymmetric information, but also 
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cement the success of the overall role played by 
the banking system in the world economy through 
aggressive monitoring.

Recent decades have been overshadowed by 
a series of systemic banking crises that have 
left many parts of the developing world gasping 
for breath. Many of the world’s most promis-
ing economies, in particular those of Mexico 
and the East Asian tigers, have been unable to 
predict the onset of such financial meltdowns, 
and have consequently been hit hard both during 
and in the aftermath of global systemic banking 
and financial services misadventures. With the 
global economy beginning to emerge from the 
most recent financial upset, capital is flowing 
back to emerging market economies (EMEs); al-
lowing countries with limited savings to attract 
financing for productive investment projects, to 
foster the diversification of investment risk, to 
promote intertemporal trade, and to contribute to 
the development of international financial mar-
kets. However, whilst it is widely accepted that 
financial crises have adverse consequences for an 
economy as a whole, relatively little theoretical or 
empirical work has been conducted to investigate 
the mechanisms by which these global financial 
meltdowns might be foretold and subsequently 
mitigated, and the economic and socio-political 
factors that are responsible for problems generated 
at either a macro- or a micro-level of the global 
financial services sector.

OBJECTIVE OF THE STUDY

In the light of available evidence, this book chap-
ter therefore attempts to examine, at their most 
definitional, Early Warning Systems (or EWSs) 
constructed to predict, pre-empt and mitigate 
systemic financial outages; together with the po-
litical, economic, and societal causes and impacts 
of global systemic banking and financial crises. 
More specifically, the research enumerates and 
analyses the role of both macroeconomic and 

microeconomic factors in precipitating such cri-
ses through a critical examination of the existing 
literature, and by attempting to illustrate the scope 
and reach of each factor with examples from key 
pan-global financial catastrophies. The work will 
also attempt to highlight the interplay of different 
economic and financial factors causing systemic 
banking and financial instability, and to root them 
in similar real world examples.

The East Asian Crisis of 1998 and the col-
lapse of the U.S. Subprime Mortgage Markets 
in 2007-08 are of particular interest to the study 
of Early Warning Systems, and are both used 
regularly as prime examples of exceptions to the 
general heuristic rule of international financial 
meltdowns. More specifically, this book chapter 
will take note of and draw on these examples in 
the light that neither appear to follow either the 
model of a first generation crisis resulting from 
runaway fiscal deficits caused by poor exchange 
rate management, the model of a second genera-
tion crisis brought on by what Krugman (1999) 
terms macroeconomic temptation or poor, overin-
dulgent economic policy setting, or their iterative 
third generation crisis counterparts. Instead, both 
crises may be seen as global financial upheavals 
brought on by worldwide financial excess and 
eventual systemic banking and financial collapse.

FINANCIALISATION AND GLOBAL 
FINANCIAL MELTDOWN

The global economy has, over the past two 
decades, experienced profound changes and, in 
recent years, has found itself newly emerged from 
a protracted phase of economic and financial over-
accumulation (Montgomerie, 2008; McNally, 
2009). The dominant feature of this era has been 
the dramatic changes that have transpired in the 
realm of finance, where the pervasive crisis of 
over-consumption has been characterized by 
chronic excesses of productive capacity in the 
manufacturing and financial sectors of national 
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