When things go pear (or Rock) shaped

The Bank of England has stepped in to provide help to Northern Rock which has been hit as a result of the sub-prime meltdown in the US.  However, the Rock has not been heavily involved in the sub-prime market – so why has it been so hard hit, which has resulted in it losing more than 30% of its share price?
Some banks will be sitting on large losses as a result of the sub-prime problems and will therefore require cash for the short term.  However, banks therefore do not want to lend to other banks, as it will be seen as too risky, which has led to the rise in the interbank lending rates.  Northern Rock, Britain’s fifth biggest mortage lender, is one that has been affected by lack of credit and has had to be bailed out by regulators.  Its business strategy has involved ‘lending in the financial markets, rather than by taking people’s deposits – and this involved liquidity risk’.
However, should the Bank of England really be helping out?  Does it not breed more appetite for rash risks?  Rescuing institutions which has taken too big a risk would involve ‘moral hazard’ and would therefore lead them to think that they will again be bailed out by the Bank of England when things go pear (or Rock) shaped.  I feel that the Bank of England has reacted well in past few weeks; they have not provided too much assistance, which encourage future excessive risk-taking.  The Bank of England’s decision to bail out Northern Rock is, in my opinion, a good decision.  There is a nuance between providing assistance to the whole system and providing help to an individual entity, as it is the case at the moment.
Northern Rock’s problems has left its customers anxiously waiting to see what it going to happen – many have now decided to withdraw their savings.  Yesterday, about £1bn was withdrawn by customers.  Although the Bank of England has been quick to point out that Northern Rock is being pulled out of short term liquidity problem, it is interesting to note how much of an impact this has had on confidence.  These events are blown out of proportion and as a result there are literally queues of people standing outside branches of Northern Rock, wishing to get their money out, and quickly!

