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Preface

On 11-13 September 1986, fifty academics, bankers and officials met in
Genceva for an international conference on ‘Risk, International Financial
Markets and Public Policy” organized by the International Center for
Monectary and Banking Studies. This volume contains the proceedings of
that conference under the title Threats to International Financial Sta-
hility.

Although the conference was organized by the International Center
for Monctary and Banking Studies. this publication is the product of a
cooperative effort with the Centre for Economic Policy Research. This
cooperation grew naturally out of early contacts between the two
Centres’ directors, and we hope that this will be but the first instance of
an ongoing collaboration. The views expressed by participants are their
own and not necessarily those of the institutions with which they are
affiliated nor of either Centre.

We have incurred many debts of gratitude in the organization of the
conference and in the preparation of this volume. Our greatest debt is to
the participants in the conference: to the authors, who provided provoca-
tive papers and revised them promptly; to the discussants, who let
themselves be provoked and brought their experience to bear on
sometimes difficult intellectual issues: to the other participants, who
made for a most stimulating and lively general discussion; to session
chairmen (P. H. Cassou, R. Dale, B. Dennis, J. I'Huillier, L.-E.
Thunholm, S. Ogata and R. Zecher). who managed to keep that
discussion civilized but never dull; to our panelists for their insights; to
Joan Pearce for taking on the heroic task of summarizing the panel and
general discussion; and to Markus Lusser for his keynote address which
provides this volume's conclusion.

We also would like to thank the Ford Foundation for providing the
essentials, financial support for the conference, and Thomas Bayard of
the Foundation’s staff. whose early interest in the project constituted a
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much appreciated encouragement. We should also like to record our
appreciation to the International Center for Monetary and Banking
Studies which supplied the remaining financial support.

Organizing the conference would have been impossible without the
untiring help of Martine Nguyen-Phuoc, the administrator of the Inter-
national Center for Monetary and Banking Studies. Rapid changes in
financial markets and their global economic and political implications
made timely publication of these conference proceedings especially
important. The speed achieved is due largely to the efforts of Stephen
Yco, Administrative Director for Research and Publications of the
Centre for Economic Policy Research. and of the production editor,
John Black of the University of Exeter.

To all, our thanks. We hope that they. and our readers, will like the
final product.

RICHARD PORTES
ALEXANDER K. SWOBODA



Conference participants

Ubaldo Aguirre  Financial Representative Office, Republic of
Argentina, Geneva

Johnny Akerholm  Bank of Finland

Ernst Baltensperger  University of Bern

Thomas O. Bayard The Ford Foundation, New York

Michael Beenstock  The City University Business School, London

Robert R. Bench  Office of the Comptroller of the Currency,
Washington

Arturo Brilembourg  The World Bank

Stmon H. Broadbent  Foreign and Commonwealth Office, London

Picrre Henri Cassou  Banking Regulatory Committee, Bank of France

Picrre Cosandier  Banque Paribas (Suisse) S.A., Geneva

Sam Y. Cross  Federal Reserve Bank of New York

Richard S. Dale  Heriot-Watt University, Edinburgh

Christian de Boissieu  University of Paris |

Michael Dealtry  Bank for International Settlements

Bengt Dennis  Sveriges Riksbank, Stockholm

Jean Dermine  INSEAD, Fontainebleau

Christine V. Downton  County Investment Management Lid,
London

Barry Eichengreen  Harvard University and CEPR

Ernesto Feldman  Central Bank of the Republic of Argentina

Jean-Pierre Fevre  Commission Bancaire, Paris

Charles Freedman  Bank of Canada

Robert Gemmill  Federal Reserve Board, Washington

Hans Genberg  Graduate Institute of International Studies, Geneva

Richard Herring - Wharton School, University of Pennsylvania

Danicl Kaeser  Federal Department of Finance, Bern

Edward J. Kane  Ohio State University

Nicholas Krul  Financial Adviser, Geneva



xviii  Conference participants

Jacques I'Huillier  Graduate Institute of International Studies and
University of Geneva

Markus Lusser Swiss National Bank, Bern

Donald Mathieson International Monetary Fund

Shijuro Ogata Bank of Japan

Joan Pearce N. M. Rothschild & Sons Ltd, London

Rinaldo Pecchioli OECD

Richard Portes CEPR and Birkbeck College, London

Lionel D. D. Price  Bank of England

David H. Pyle University of California at Berkeley

Werner Rein  Union Bank of Switzerland, Zurich

Georg Rich  Swiss National Bank, Zurich

Harold B. Rose Barclays Bank Plc., London

T. M. Rybczynski  Lazard Brothers & Co. Ltd., London

Anthony Saunders Graduate School of Business, New York
University

Stephen Schaefer London Business School and CEPR

Peter Schmid Deutsche Bundesbank

Aloys Schwietert  Swiss Bank Corporation, Basle

Claudio Segre Company Director, Geneva

Alexander Swoboda [International Center for Monetary and Banking
Studies and Graduate Institute of International Studies, Geneva

Lars-Erik Thunholm formerly Skandinaviska Enskilda Banken,
Stockholm

Niels Thygesen University of Copenhagen

J. Richard Zecher The Chase Manhattan Bank, New York

Daniel Zuberbuehler Swiss Federal Banking Commission, Bern



Contents

1
11
Y

1
11

v

List of figures

List of tables

Preface

List of conference participants

Introduction
RICHARD PORTES and
ALEXANDER K. SWOBODA

The anatomy of financial crises

BARRY EICHENGREEN and
RICHARD PORTES

The international tinancial crisis of the 1930s
Fifty years later

The future

Conclusions

Discussion ROBERT F. GEMMILL

Discussion 1. RYBCZYNSKI

The role of public policy in ensuring financial
stability: a cross-country, comparative perspective
ERNST BALTENSPERGER and

JEAN DERMINE

Introduction

Motives for banking regulation

The need for public policy in ensuring financial
stability

Characteristics of regulatory systems

Deposit insurance

Xil
xiii
XV
XVit

10

13
31
50
51
58

61

67



viii - Contents

Vi

VII
VI

11
Il
v

Vi
VII

]
HI
v

VI

Vil
VIl

7]

|
11

Lender of last resort facilities (and related
ecmergency measures)

Prudential regulation

Conclusions

The design of bank regulation and supervision: some
lessons from the theory of finance
STEPHEN M. SCHAEFER
Introduction

Do the sums matter?

Measuring the risk of bank asset portfolios
Further aspects of risk in supervision

An alternative linear risk measure

The bank capital structure puzzle
Conclusions

Discussion ROBERT R. BENCH

Discussion HAROLD B. ROSE

Competitive financial reregulation: an international
perspective

EDWARD J. KANE

A contestable-markets view of regulation

The regulatory dialectic

Two layers of financial-services competition

Net regulatory burdens as incentives for structural
arbitrage

Technological change and international competition
for regulatees

Reciprocal expansion of foreign operations by US
and foreign banking organizations

The larger picture: financial fusion

Final comment on the need for regulatory
cooperation

Discussion DAVID H. PYLE

Discussion ALOYS SCHWIETERT

Emergency liquidity assistance for international
banks

JACK GUTTENTAG and

RICHARD HERRING

The vulnerability of banks to liquidity shocks
Soctal costs of bank failures

79
83
88

91

91
91
92
94
95
101
102
104
107

111
112
114
116
120

124

129
138

140

145
147

150

151
157



6

111
v

v
Vi

1
11
v

VI

11
v

Contents

The provision of emergency liquidity assistance
Terms of access to emergencey hiquidity assistance
Application to international banks

Concluding comments

Discussion MICHAF1 BEENSTOCK

Discussion CHARUES FREEDMAN

Discussion 1. RICHARD ZECHER

The interbank market, contagion effects and
international financial crises
ANTHONY SAUNDERS
Introduction

The inter-bank market

Risks and contagion

Modeclling contagion effects
Empirical evidence on contagion
Contagion and public policy issues
Discussion ARIURO BRII LEMBOURG
Discussion 110NET D. D. PRICE

Public policy and international financial stability: a
report of the conference discussion and Panel
JOAN PEARCE

General discussion

Containing financial crises: Panel discussion

with SAM CROSS. CHRISIINE DOWNION, FRNESTO
FELDMAN and ATEXANDER K. SWOBODA

Policy and financial innovation: will there be a
switch from deregulation to reregulation?
MARKUS LUSSER

The consequences of innovations and deregulation
tor monetary policy and bank supervision

How fong should we expect the pressure for
innovation to continue”?

Are innovations and liberalization desirable?
Some conclusions for economic policy

Appendix: country studies

The role of public policy in ensuring financial
stability in the United States

ROBERT F. GEMMILI

1X

162
166
173
178
186
189
194

196

196
197
200
206
213
226
232
234

239

239

248



X

Contents

UK public policy on ensuring financial stability
1. D. D. PRICE

The role of public policy in ensuring financial

stability in Germany

PETER SCHMID

Maintaining a sound financial system in Japan
SHIJURO OGATA

The role of public policy in ensuring financial

stability in Finland

JOHNNY AKERHOLM

The Argentine financial sector

UBALDO AGUIRRE and ERNESTO FELDMAN

Index

271



(S IS
to —

> >
PO — t

6.3
6.4
6.5
6.6

6.7

6.8
6.9

List of figures

Asset-market linkages

Composite measures of real effective exchange rates. five
major countries, 1974-X4

The real interest rate of non-oil LDCs, 1971:Q1-1984:Q3
The non-oit LDCs™ terms of trade and the real commodity
price, 1974:0Q1-1985:01

Standard deviations of bond and stock indices, 1927-82
Correlation between bond and stock indices, 1927-82
Scceuritization vs intermediation

BIS banks’ exposure to Polish banks, 1982-5

BIS banks’ exposure to Argentinian banks. 1982-5

BIS banks’ exposure to Brazilian banks, 1982--5

BIS banks’ exposure to Mexican banks, 1982--5

BIS banks’ exposure to banks in four major debtor coun-
tries, 1982-5

The relationship between the expected return and the
interest rate on a loan

Expected return — interest rate loct for groups A and B
Contagion and credit rationing

37
40
45
96
97
198
201
201
202
202

203
209

210
211



1o

P

6

o~

List of tables

S and British lending in the 19205

Annual growth rates of real GDPLindustrial production

and exports 192529 and debt export ratio. 1929
Business eyvcle indicators tor advanced countries.
1929 38 and 1973-83

Business cvele indicators for eleven developing
countries. 192938 and 1973-83

Forcign government bonds held by Vermont mutual
savings banks and trust companies. 30 June 1930
Short-term indebtedness of selected European
countries, 1930-3

Indices of prices of bank shares and industrial shares.
1930--3

Bank cash resources as pereentage of total deposits.
1929 .32

Estimates of exchange rate misalignments. 1984:Q4
Annual growth rates of real GDP and exports, 1975-9
Avcrage real pereentage interest rate on [L.DC
floating-rate debt, 1977-83

Commodity price indices. 1979-83

External shocks, 1979-83

Gross external labilities and short-term component.
107K-83

Ratio of gross external habilities to exports of goods and

services. TY78-84
Exposure of US banks to LDC debtors. 1982 and 1986
Exposure of US and UK banks in Mexico. Brazil.

Argenting and Vencezucela as pereentage of capital. 1982

and 1984

Bank share price carnings ratio as percentage of overall

market P'E tor UK and US. 1970-86

Bank of England risk asset ratio

Average asset category proportions tor UK clearing
hanks. 1984 S

Summary statistics and relative risk weight for bank
assel citegories

T
43

44
93

98

99



Xiv

4.1

4.2

4.3

4.4

4.5

4.6

4.7

6.1
6.2

6.4

6.5

6.6

6.7

6.8
Al

A2
A3
A4
AS
A6
A7

List of Tables

Status in early 1984 of policies of OECD member
countries regarding the establishment of foreign-bank
agencies or branches and subsidiaries

Status in carly 1984 of policies of OECD member
countries governing acquisition by foreign banking
organizations of participations in indigenous banks
Number of US banks with indicated types of foreign or
semi-foreign offices, 1950-85

Presence of foreign banks in domestic United States
banking markets, 1972-85

The ten largest investment-banking networks operated
abroad by US commercial banks, 1986

The geographic distribution of US foreign branch assets,
1973-85

The world’s twenty-five largest commercial banks in
1964 and 1985, ranked by dollar value of deposits
Correlations among spreads, 1974:Q1-1983:Q4
Non-sterling deposits at Eurobanks in London,
February 1984-October 1984

Loan flows from the BIS reporting banks to different
borrowing groups, 1978-84

Correlation matrix among loan flows from BIS reporting
banks to various borrowing groups, 1978:Q1-1982:Q2
Correlation matrix among loan flows from BIS reporting
banks to various borrowing groups, 1982:Q3-1985:Q3
Principal components analysis for loan flows from BIS
reporting banks to various borrowing groups,
1978:Q1-1982:Q2

Principal components analysis for loan flows from BIS
reporting banks to various borrowing groups.
1982:Q3-1985:Q3

International bank lending and bond issues, 19814
Formula for calculating risk asset ratio covering claims
of non-residents in foreign currencies and in Yen
(including Euro-Yen)

Limit on loans to a single borrower

Number of banks and branches, 1978-85

Financial system liabilities, 1983-6

The distribution of deposits, 1978-85

Deposit concentration, 1977-85

Anatomy of the Argentine banking system

126

129

137
214

219

220

220

221

222

222
223

286
287
294
295
296
296
297



Introduction

RICHARD PORTES and
ALEXANDER K. SWOBODA

The debt crisis, the extraordinary pace of financial innovation, policy
conflicts among major industrialized countries, the enormous variability
of exchange rates and interest rates, and the growing interdependence of
national banking systems all represent threats to international financial
stability. Such threats are of course not new. Before Mexico in 1982,
there were Franklin National and Herstatt in 1974-5, and the Credit
Anstalt in 1931. The more recent episodes, which also include Ambro-
siano, Continental Illinois and Johnson Matthey, have not resulted in
either national or international financial crises, and shades of the 1930s
have remained shades.

To understand why and to assess the likelihood of a recurrence of a
deep international financial crisis, we must consider three questions. The
first concerns the extent and nature of the shocks that buffet the system.
Do they originate in asset markets, more specifically foreign exchange
markets, goods markets, or both? Are they the result of outside shocks.
particularly from policy, or do they arise as bubbles endogenous to asset
markets? Second, are international financial markets resilient in the
sense that they tend to dampen shocks or, on the contrary, fragile in the
sense that they tend to amplify and propagate disturbances?

Answering this question requires an understanding of the nature and
role of the institutions that characterize any international financial
regime in its historical manifestation. This immediately raises the third
set of issues, namely questions concerning appropriate policy responses
and the design and regulation of institutions, both private and public.
Should there, for instance, be an international lender of last resort?
Under what circumstances, if any, are controls over capital movements
appropriate?

There are three reasons why it seemed appropriate for the Inter-
national Center for Monetary and Banking Studies to organize the
conference that took place on 11-13 September 1986 in Geneva and for



