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|. Introduction

There is a tendency for each new generation to believe that the extent and complexity of the
problems that it faces are unprecedented, and that it has to overcome unique challenges to find new
solutions. But, in redlity, many of these difficulties are inherent in the system, and both they and the
proposed answers, mutatis mutandis, often have a common form. So it is with problems of
financia stability and control.

Many worry whether financial markets have become more voldtile. Yet, in the experience of my
own country, the United Kingdom, the volatility of financia markets, (eg the equity market, the
foreign exchange market, the property market or the bond market), has not been particularly
marked in recent years; at least not by comparison with the severe disturbances of 1929-33, 1971-
75 or 1979-82. Indeed the period, of dightly over a decade, from about 1971, when the Bretton
Woods system collapsed, till after 1982, (when the industrialised countries restored their grip over
inflation at the cost of high real interest rates and the associated LDC debt crisis), was one of
amost continuous financia turmoail, after which a considerable degree of order and stability has
been restored.

Nevertheless the subsequent period has been punctuated by occasional extreme price movementsin
financial markets, notably the Stock Exchange crash on October 19th, 1987, the events in the
foreign exchange market forcing ERM members off their narrow bands, eg in September 1992 and
July/August 1993; the property bubble and bust in Japan and elsewhere 1989-1992; and, some
might add, the rise and fall in bond markets in 1993/94, and even the recent disturbances in foreign
exchange markets, particularly affecting the yen/dollar rate. Apart from the speculative attack on
the ERM, it is difficult to relate these price movements convincingly (especialy October 1987) to
fundamentals. Consequently, there has been some inclination to ascribe the cause of such extreme
price movements to destabilizing interna price dynamics, eg to portfolio insurance in 1987; to
hedging of ERM positions in 1992 (I shall discuss this further later); and to a variety of stop-loss
and hedging measures in 1989-92, and in the 1993/94 bond market collapse.
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tying international financial markets together was the (trans-oceanic) telegraph. Once this was in
place, financial crises and disturbances occurring first in one country, eg 1890 Argentina, 1893
Audtralia, 1907 New Y ork, would be transmitted rapidly, often via London, to the rest of the world.
It is, a least, arguable that it was the separation and division of the world's economies between
1914 and, say, the 1960s by barriers to the movements of goods and capital (and people?) that was
special and retrograde. |If so, the returning globalisation of financia markets is part of an on-going,
and desirable, trend.

A further current trend can be seen in the continuing structural changes in markets and in financia
ingitutions. The growth of the markets in derivative financia instruments, both in organized
exchanges and over-the-counter, both absolutely and relatively to the underlying 'spot’ markets is,
perhaps, the most commonly remarked, and feared, feature of present developments. Possibly as
important a structural change, however, has been the effect of increased (international) competition
in breaking down artificia barriers between markets and financia institutions both between, and
within, countries. Such barriers were partly caused by, and undoubtedly much facilitated, financial
regulation and supervision by nationa authorities within a domestic context. Such barriers, and
distinctions, between markets and ingtitutions have become eroded, and fuzzier. As we shall see,
this has provided the authorities with a challenge, notably for regulatory control, which has been
proving difficult to meet. We shall discuss this further in Section IV.

Yet, this kind of problem is aso not new. In the first haf of the nineteenth century money
predominantly took the form of coin, or of bank notes convertible into coin. The control of the
monetary/financial system was for many, including many of the best economists of the day, eg
Ricardo, synonymous with managing the issue of such bank notes, (the Currency School). No
sooner was this done, eg by centralising note issue in the Central Bank, as was done in Peel's 1844
Bank Act, than the nature of both banks, with the growth of the branch-banking joint stock banks,
and of money itsdf, transmuted. We are not currently facing quite as large a structural change to
our concepts and to our institutional system, as occurred then. It is, however, quite possible that
such changes may yet occur. For example, there is no inherent reason why the assets, which we
can transfer in settlement of payments, i.e. money, need be restricted to bank liabilities, nor need
they be in fixed-nomina-value form. In many ways mutual funds would represent a sounder basis
for a monetary system than banks (Goodhart, 1993). It would not surprise me if, by the year 2010,
we looked back at the decades of the 1980s and 1990s as being one of genera stability and
relatively little structural change.

Itisaswell to remind ourselves that many of the problems and disturbances that we face today are
neither new, nor by most objective standards particularly virulent. | have highlighted three such
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concerns, first the extent of volatility in financia markets; second the increasing internationdization
and the global links between such markets; and third the break-down of barriers, resulting in fuzzy
boundaries, between markets and financia intermediaries within and between countries. | have
also suggested that there is no particular reason for greater concern about these developments now
than in earlier decades, perhaps less.

There is, however, one aspect of current developments that may, perhaps, be of increasing worry
now, and which is linked to the growth of the new derivatives market. This is whether some of
these innovations may have reduced the transparency of market positioning, and hence raised risks,
for example by reducing the ability of both regulators and other market agents to interpret market
signds, and to control risk adequately.

At the lowest level this syndrome is represented by a concern whether senior managers have
sufficient understanding of the potential provided by the ability to deal in derivative markets to
assess and to control the assumption of risk within their own ingtitutions (eg Mr. Jett and Kidder
Peabody and even more dramatically Mr. Leeson and Barings). Are interna control systems
appropriate? At a dightly higher level, the existence of derivative markets alows financia
intermediaries both to hedge risk and/or to take speculative positions not only extremely quickly,
but aso through quite complex mechanisms. Moreover, such financial engineering generates an
increasing turnover in financial markets, which has so raised the size and scale of settlement and
payments, for example in the foreign exchange market, that there is increasing concern about the
dangers of potential failure in such (back-office) parts of the system. Thisis especialy acute where
there is no centralised market (eg in the OTC markets), and where netting procedures are not yet
(legally) established. Under such circumstances the assessment of (credit) risk may become
increasingly difficult. Thisinevitably raises questions about the adequacy of the traditional forms of
(bank) regulation, based on certain, rather arbitrary, ratios for capital, and also perhaps liquid
assets, applied against certain specified asset categories - with limited offsets - and checked against
infrequent snapshots, (sometimes on preannounced, sometimes on random, occasions), of balance
sheets.

My own econometric work into high frequency foreign exchange market data (Goodhart, 1989 and
Goodhart and O'Hara, 1995) has led me to believe that relatively little of market movements were
in direct response to specific economic 'news announcements, and that much seemed to be in
response to inter-actions among market agents. A market transaction is itself treated as significant
'news by others perceiving that transaction, unless there is a known reason to regard it as liquidity’
or 'uninformed' trading with no implications, or relevant information, for the market more broadly.



Hayne Leland, one of the founding fathers of portfolio insurance, likes to distinguish between the
effect that a few billion dollars of saes from portfolio insurance may have had on October 19th,
1987, and the virtually zero effect on markets of avastly larger sale of shares a few months later.
He then reveds that this latter was the new issue of NTT shares in Japan, which had been pre-
announced and known well in advance, so that everyone could take their positions in response to it.
Of course, major movements in prices have aways triggered quasi-automatic reactions by stop-
loss sales and margin calls, as aready noted. But there may now be a qualitative change as the
volume of quasi-automatic transactions, eg from option hedging, portfolio rebalancing, portfolio
insurance, may be larger in relative amount or may, as we shall discuss in relation to exchange rate
bands, be bunched together and triggered by a more particular event than in the past.

Markets, especially financial markets, work better when they have sufficient information. One of
the questions raised by the growth of derivative markets is whether these have led to the generation
of certain key bits of information, in particular sales/purchases that are quasi-automatically
programmed to occur under certain specified market conditions, which should, perhaps, be more
widely known to all market participants, but which data are not currently collected, collated and
made publicly available. At least, following the Brockmeijer Report, Centra Banks are now
planning to collect a snapshot of commercial bank activity in derivatives markets, alongside their
current BIS survey of foreign exchange activity.

With these rather genera thoughts as background | shall now turn to an analysis of the effect of
current financial dynamics on the problems for Central Bank policy-making. | shall review these,
starting with domestic monetary policy, where the problems are, to my mind, least pressing; and
concluding with regulation, where the current structural developments outlined in this Introduction
are causing fundamental difficulties for present regulatory methods.

Il. Monetary Policy

The main instrument of monetary policy consists of the Central Bank's ability to control the general
level of short-term interest rates. 1t does so through having effective (monopsonistic) control over
the outstanding volume of legal-tender, base money, (currency and deposits at the Central Bank),
which it can manipulate on a short-term basis through open-market operations.

The main congtraints on the proper operation of such monetary policy have been political. This has
frequently taken the form of political pressuresto keep interest rates lower than would be consistent
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with price stability. In unsettled circumstances such political imperatives have also adopted the
guise of enforced emissions of monetary base to help finance public sector deficits, as is currently
occurring, for example, in many of the Republics of the former USSR. Thereis, of course, nothing
new about this. Indeed, the current fashion for the legidative adoption of Central Bank
independence in many countries, as for example required for the member Centra Banks of the
European System of Central Banks under the Maastricht Treaty, indicates a desire to avoid such
political interference in future.

Should those Centra Banks given a statutory mandate to achieve price stability and effective
autonomy to vary interest rates to that end nevertheless fail in that endeavour, [which we must hope
will not be the outcome], then commentators may conclude that Central Banks may be congenitally
incapable of delivering price stability. In that hypothetical circumstance there could be an upsurge
of support for Free Banking, a system based on each bank keeping its note and deposit liabilities
convertible into an asset of real value, eg a notional basket of goods or an index of equities or
whatever. But that (still unlikely) outcome would have relatively little relationship with the
problems of private-sector financial dynamics discussed in the Introduction.

There have been a few futuristic suggestions that the development of a cash-less society (‘smart'
cards, etc.,) might so reduce, or somehow, alter the demand for cash that the Central Bank's control
over short-term interest rates would be compromised. Such fears are unwarranted. Banks, and
other financia intermediaries, will always want to settle in the unquestioned, 'good' funds of their
Central Banks, rather than extend credit to counterparties. Moreover, dternatives to currency
usually require eectronic identification and hence lose anonymity. Alas, much of the demand for
cash in many countries is already related to illegal and black economy activities, but such activities
may be as stably related to (calculated) nominal GDP as those activities becoming progressively
cashless. It is, | believe, true that if the Centra Bank did not have a monopoly on note issue,
competition among commercia banks to issue their own notes would lead to a resolution of the
problem of paying interest on such notes, (ending seigniorage and several arcane features of
monetary economics at one swoop). Even then, | have argued (Goodhart, 1993) that the Centra
Bank could still control the general level of interest rates, by fixing the rate that it would pay on its
own (note) liabilities. But this again takes us some distance from the main issues of this paper.

Thus | start from the presumption that there is no current serious threat to the Centra Bank's
traditional ability to direct monetary policy viaits command over short-term interest rates, whether
from private financial dynamics or otherwise. Where, instead, such structural changes have caused
problems for monetary control relates to questions of how to decide on which interest rate(s) to
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focus', and how to monitor the effects of such interest rate changes, and through what transmission
routes, on the economy.

The best known example of the resulting (control) problems caused by such structural changes has
been the collapse of the sability of most demand-for-money functions, generaly (though
uncertainly) attributed to financial innovations, such as the payment of (market-related) interest
rates on a widening category of (sight) deposits, the growth of money market mutual funds, etc.,
etc. Thegyrationsin M3 in Germany in 1993/94, and the Bundesbank's decision to lower nominal
interest rates there in line with prospects for declining inflation, and nominal GDP, despite a surge
in M3, provide a recent example. In earlier years, eg 1975-1982, it had been thought that
intermediate monetary targets would, through a predictable link to subsequent movements in
nominal incomes, provide a basis for informing Central Banks when to vary interest rates, so as to
control monetary growth?. So far has fashion changed since then, owing in some large part to the
apparent unpredictability of velocity, that the rates of growth of the monetary aggregates are not
now given much weight by many Central Banks as information variables, among many other
information variables (eg commodity prices, wages growth, etc.). For example, the rate of growth
of bank lending and of broad money collapsed dramatically in several countries in 1990-92,
including the UK and Japan, without producing any concerted campaign for a much greater
counter-vailing reduction in interest rates, than was actually adopted. In the UK, of course, the
conduct of policy was congtrained first by ERM membership, and thereafter by a need for a
strategic policy re-think.

Such structura changes have not only impaired the stability of demand for money functions, but
they aso have tended to dter the transmission mechanism whereby interest rates affect the
economy. For example, constraints on the interest rates set by certain financial intermediaries, and
associated limitations on the permitted activities of, and competition between, certain groups of
intermediaries meant that policy-induced increases in interest rates would often lead to (somewhat)
predictable shifts of funds, (eg away from housing finance specidists, such as UK building

' Many academics, eg McCallum in his papers for the Bank of Japan (1993a and b), would argue that the
Central Bank should determine a growth rate for the monetary base rather than interest rate levels. Thisisa
long-running argument, which | address in several papers esewhere (eg Economic Journa, November
1994). For present purposes, my claim is that, in practice, Central Banks have, and will continue to, set
policy on the basis of interest rate, not monetary base, control, so that the discussion should proceed on this
redigtic, practica basis.

2

This practice used to enfuriate monetarist economists, who argued for the superiority of monetary base
control as the operationa technique. As aready noted, in footnote 1, Central Banks never accepted the
arguments or precepts of monetarists in this respect.
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societies), and an associated rationing of loans to borrowers from those intermediaries. Thus
persons, especially when borrowing on mortgage, and small companies could be rationed out of the
market by tightening monetary policy: the authorities used the imperfections in financial markets to
reinforce their grip.

That grip has been weakened by the undermining of such imperfections through the forces of
competition and structural innovation. When the Central Bank now raises the general level of short
term interest rates, it can no longer be confident of the effect on certain key interest rate
differentias, (as it could in the past because of the imposed stickiness of competing bank/housing
finance deposit rates). There is less, quasi-automatic rationing effect. In order to have the same
overall impact on the economy the (relative) price effect of interest rate changes has to be greater.

One problem, of course, is that the price effect of interest rates depends on the relative expected
change of other prices, i.e. on 'red' interest rates. But it is not the genera level of prices of goods
and services (eg the RPI, CPI or GDP deflator) that matters to borrowers, but the prices of those
goods and assets that are being purchased, and held, with the borrowed funds. Not many
borrowers seek finance, or would be alowed to borrow by banks, in order to finance current
consumption. Instead, most borrowing is to finance the purchase of assets, notably real property,
houses, offices, factories, etc. Borrowers are, therefore, predominantly concerned about such asset
prices, rather than the RPI. The rate of inflation that is relevant for the assessment of 'real’ interest
rates on bank, and housing finance companies, lending is that on such red assets, rather than that
on goodsin general.

Whether, or not, it was consistent with rational expectations, the view took hold in many countries
by the end of the 1980s that property/housing prices would rise consistently faster than the RPI.

Consequently 'real’ interest rates, assessed on an RPI basis, were then overestimated. The reverse
has occurred since that bubble burst, and 'rea' interest rates, eg in Japan, have been
underestimated. This leads on to difficult questions of what is meant by 'price stability'; what index
should the authorities seek to stabilize; how, if at al, should the authorities react to movements in
asset price inflation out of line with goods price inflation? In particular, asset prices are much more
volatile, and perhaps more subject to changing fads, than goods prices. |If the equity market should
bound upwards, would that be a good enough reason by itself to induce a tightening of monetary
policy? A discussion of such issues at the Bank of Japan Conference on 'Financial Stability in a
Changing Environment' in October 1993, (now published, Sawamoto et a 1995) reveaed that few
economists wanted to incorporate asset prices formally into an index, or measure, which the
monetary authorities should aim to stabilize, but, per contra, that amost all of them would advocate
using data on asset price movements as 'information variables' that should be considered as guides
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to the decision on how to adjust short-term interest rates.

The current situation, in those countries without exchange rate commitments, (either closed
economies by benefit of size, eg USA, or protected by exchange controls, and/or with floating
rates), is to vary interest rates in a discretionary fashion, with the aim of achieving medium-term
price stability, on the basis of a melange of information variables, including a variety of direct
measures of inflation itself, capacity and unemployment variables, the exchange rate, monetary
aggregates, etc. The weights attached to the various information variables are entirely subjective.

It isnot an intellectually tidy method of operating, but in a complex and structurally evolving world
the resulting flexibility may be an operationa advantage, particularly if the monetary authorities are
rigidly precommitted to the goals to be achieved, eg a numerically specified inflation target, and
given appropriate (pecuniary) incentives to meet their objective.

Even for a country with floating exchange rates, externa influences are bound to have a maor
effect on the authorities' current decisions about the appropriate level of short term rates, and the
market's expectations of future probable domestic short-term rates. | shall shortly be discussing the
authorities ability to influence, control or peg exchange rates in the next Section Ill. So, longer-
term interest rates, and the yield curve, in countries with floating rates are bound to be influenced
by market assessments of (the domestic impact of) external forces. Beyond that normal effect of
external factors on domestic interest rates, there has been some question in the course of last year
whether international capital flows had led to a worldwide adjustment in bond yields, that would
seem in a number of countries to have driven some shorter-term (3 to 5 year) bond yields beyond
the level that would seem reasonably explicable on the basis of plausible implicit forward shorter-
term interest rates. Once again the readjustment in bond yields appears to have been initiated in the
USA, with its effects radiating out from New York. The extent of the pricelyield change was
somewhat difficult to explain even in the USA, but considerably more so in Europe, wherein many
countries, eg Germany and France, had hardly yet begun to recover.

Perhaps the above is nothing more than afancy way of expressing a persona view that short bonds
in severa European countries had become, by mid-Summer 1994, a good buy, (as also the US$
may have become now on the forex market). There is just a suspicion that we have seen an
internationally co-ordinated over-reaction, perhaps driven in part by financia dynamics. Was the
combined effect of the Bade capital adequacy risk ratios, and the bad debts on property loans in
1989-92, such as to make banks, and other financial intermediaries then overload their portfolios
with government bonds? Woas this driven-on further in 1993 by the actions of (inappropriately
termed) hedge funds? Did an increasing proportion of these players put in place various forms of
portfolio insurance policies to protect themselves against interest rate risk? How far does the
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insurance, risk-hedging, behaviour of the individual fund manager worsen aggregate risk,
(especialy where such individual strategies are not transparently revealed in advance to the market)
by increasing the weight of trend-following, as compared with contrarian, market behaviour?®

While these concerns may, or may not, have some validity within a single country, they still do not
address the question of the apparent international co-ordination of bond pricelyield adjustment. But

one of the features of derivative marketsis that they can alow the differing kinds of risk inherent in
a position to be separated, and either individually hedged or conscioudly assumed. A resident
purchasing a foreign bond would, in the past, have smultaneoudy had to accept a currency,
exchange rate, risk, as well as an interest rate risk. In so far as that currency risk can now be
separately, and relatively cheaply, hedged, does it mean that foreign bonds have become much
closer substitutes for domestic bonds? If so, will the course of bond yields around the world
become much more sensitive to movements in the New York bond market? But, as | indicated
earlier, there are no greater external constraints, assuming free floating exchange rates, on domestic
Central Bank control of short-term money market rates than in former years. Does this, perhaps,
mean that there will be a greater tension in future between international pressures and domestic
factors, (eg the expected time path of future short rates), in the determination of bond yields in
countries outside the USA? If so, the ability of domestic Central Banks to control, or even to
predict, the movement of longer term bond yields, (despite their continuing control over shorter-
term money market rates), may have become somewhat further impaired. Time will tell. But it
would, perhaps, be as well not to become too excited about recent events in world bond markets.
We do not fully understand what happened; it may prove to have been a once-off development that
will not be closely repeated in future; it is doubtful whether the gyrations in these markets, unduly
buoyant in late 1993, unduly depressed in the second quarter of 1994, actualy had a serioudy
adverse effect on the world economy.

In short, so long as they do not commit themselves to trying to peg their exchange rate, Central

Banks remain the masters of their own money-markets. It is just that knowing how best to exert
such mastery becomes even more difficult in a changing structural environment.

I11. Exchange Rate Policy

° When markets move extremely sharply, this is frequently attributed to speculation. In practice, hedging
srategies are just as, or more likely, to exacerbate trends. Bethat asit may, it takes detailed knowledge of an
agent's portfolio position to be able to distinguish between a speculative, and a hedging, transaction.
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We should attempt to clarify why Central Banks might want an exchange rate policy in the first
instance, before discussing whether recent structural and market developments may have
complicated the operation of such a policy. In particular, the two main, canonical, regimes for
exchange rates, free-floating or completely fixed, do not require any such conscious policy. In the
first the two Central Banks set their domestic monetary (interest rate) policies (independently) and
the market fixes the exchange rate. In the second there is one single focus for the determination of
monetary policy (interest rates), and the subservient Central Banks accept and implement this
policy quasi-automatically. The extreme form of thisis when there is a single currency, but severa
member regional/national Central Banks, as in the Federa Reserve System and ultimately in the
European System of Central Banks. A weaker form of the fixed rate system is a Currency Board
format, asin Hong Kong, Estonia or Argentina, where the local Central Bank organizes the issue of
local, national notes, but ensures that the marginal® note issue is backed one-for-one with claims on
the centre country to which it has linked its currency. If there is a balance of payments deficit, and
the Central Bank loses reserves, the note issue must be reduced. If this does not happen quasi-
automatically, as it usualy will, it must be achieved through open-market operations. Either way,
interest rates would be forced upwards. In practice, countries on a Currency Board scheme have to
adjust their interest rates in line with those of the centre country, usualy plus a time-varying risk
premium, depending on perceived political and economic circumstances.

Why, then, are Central Banks not content to adopt one, or other, of these canonical forms, which
involve them in no exchange rate policies as such, but instead do they seek some half-way house
requiring a conscious attempt at exchange rate management? A major problem with free-floating
has been that real exchange rates have proven not only extremely volatile, but also subject to
apparent serious medium-term misalignment; the worst case of this was the appreciation of the
USS$ in the mid-1980s, but recent developments in the yen, mark and dollar are also unsettling.

As the example from the 1980s suggests, there is no evidence, known to me, that recent market
developments, eg the till increasing size of the foreign exchange (forex) market, the growth of
derivative markets, etc., etc., have led to any worsening in the proclivity of the forex market to
behave in away difficult to explain in terms of fundamentals. Indeed, compared to the 1970s and
1980s, the forex market in the 1990s has, perhaps, been more responsive to fundamentals, [and that
includes the recent debacle of the ERM in Europe].

Some aspects of the recent appreciation of the Y en are hard to comprehend. But most speculative
money was, so my casual evidence goes, betting on a $ appreciation early in 1994. Reasons why

4

In such systems there may aso be alimited, unbacked fiduciary issue of local notes.
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the $ instead depreciated have tended to stress real factors, such as the cessation of Japanese long-
term capital flows to the USA, and perhaps their reversal and repatriation more recently, and the
continuing US current account deficit, only perhaps dightly exacerbated by the covering of the bull
positions previoudy built up by speculators in $s. Be that as it may, while the forex market does
remain unpredictable, and capable of delivering rates undesired by the monetary authorities, thereis
no evidence of such perversities worsening over time.

Nevertheless, the monetary authorities may till, from time to time, wish to intervene in the forex
market, to influence its level, rate of change or volatility. But the ratio between the size of the
reserves which the authorities can deploy for this purpose and the extent of the market as a whole
continues to move against the Centra Banks. However, it has been many years since
commentators thought that Central Bank intervention could move markets significantly, or for long,
by sheer weight of funds.

Instead, the argument is made that such intervention could have an effect by 'signaling' the
monetary authorities future intention. This line of argument is, however, a bit double-edged. The
strongest signal that a Central Bank could make would be to vary its interest rate now. To
intervene instead is rather to announce that, whereas forex market developments are viewed with
concern, they are not sufficient to cause an immediate change in interest rates. Whether such a
signa is perceived as one of weakness, or of potentia strength, by markets is, therefore,
ambiguous. So, it is hardly surprising that studies of the effects of intervention, eg by H. Edison
(1990) and by Dominguez and Frankel (1990 and 1993), have mixed, and somewhat uncertain,
conclusions. In any case there has been so much written in recent years on intervention that it does
not seem necessary or useful to discuss this further.

With intervention providing relatively little control over free floating exchange rates, the monetary
authorities may feel a need for some greater stability in exchange rates, vis a vis some neighbouring
country, or set of countries, while not feeling prepared to abandon the option to undertake an
independent monetary policy atogether: that isto move to a pegged, but adjustable, exchange rate.

The desire to peg may arise for severa reasons.- because the country is small, (relatively to its
trading neighbours); has an increasing interpenetration of trade and/or factor mobility with its
neighbours, (i.e. approximates to an optimal currency ared); wishes to use an exchange rate peg as
a precommitment device for achieving contra-inflationary monetary policy; sees such a peg as a
stage aong the way to full monetary union; or, no doubt, for a variety of other reasons. The desire
nevertheless to be able to re-adjust the peg on occasions may remain;- because the local economy
has not converged sufficiently to the centre economy; because it does not form an optimal currency
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area (eg too little factor mobility) with the centre country; because of alack of community with the
centre country on political, trade and fiscal, (inter-regional fiscal transfers), matters; because of the
likelihood of asymmetric local shocks, and, no doubt, for a variety of other reasons. Thus some
countries may fed that neither a free float, nor a currency board/currency union, is best-suited to
their own condition, but a half-way house of a pegged, but adjustable system.

A main disadvantage for a local/regional economy within a currency board/currency union system
is that asymmetric shocks may make the single interest rate, imposed at the centre, inappropriate
for the region. This disadvantage is, however, made considerably worse by the dynamics of a
pegged, but adjustable, system, for reasons that have become known in the UK as the Walters
critique, after Sir Alan Walters, Mrs. Thatcher's adviser in the 1980s. When a country first enters
such a system, or after a peg readjustment, the expectation is usualy that the peg will be made to
hold, if only for political credibility reasons, for, say, ayear at least. Given that expectation, short
term interest rates will be driven down by capital inflows until they are only just above those in the
centre country. But the country initially adopting, or readjusting the peg, is likely for a variety of
reasons to have an inflation rate significantly above that of the centre country. Hence the first effect
of pegging, somewhat paradoxically the more so the greater the credibility of that peg, is to
introduce excessively low local red interest rates, a large capital inflow, and a further inflationary
impulse. The experience of India over the last year or two is arecent example of this syndrome.

One way to try to deal with the inflationary effect of too lax monetary policy in the early
months/years of a pegged system is to counterbalance this with extremely tight fiscal policy. But
this is usually politicaly not feasible. Instead, the norm unfortunately is for the inflationary gap
between the peripheral and central country to remain, or worsen. This causes over time an
appreciation of the real exchange rate, a worsening trade balance, and a weakening competitive
position in the tradeable goods industry, as for example happened recently in Mexico. Eventually
the continuation of the peg is perceived to be no longer credible. Once an expectation arises that
the peg may be re-adjusted in the near future, the interest rate that becomes needed to prevent such
speculation, and outward capital flows, becomes very high indeed. In such speculative crises in
Europe, Sweden in 1992 resorted to overnight rates well in excess of 100% p.a., as did Greece
more recently (and for the time being successfully) in 1994,

There is, indeed, a further problem. If the country, whose pegged rate is suspect, also has high
unemployment, arise in interest rates may be perceived in the market as politicaly untenable, even
if the Central Bank expresses its willingness to impose such high rates. So arise in interest rates,
under such circumstances, may, at any rate initially, reinforce rather than quell speculation. This
syndrome was believed to have been a factor both in the attacks on £ in September 1992, and on
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the French Franc in Summer 1993.

Moreover, this possible perverse effect of raising interest rates, to defend the peg, has probably
been exacerbated by interna financia dynamics, as analyzed in the paper on 'Dynamic Hedging
and the Interest Rate Defence' by Garber and Spencer (1994), and emphasized by the discussant's
comments by Paolo Kind, (Perugia Conference, NBER, July 1994). Essentidly, portfolio
managers will shift funds between national bond markets (as already noted in Section 1) to take
advantage of local interest rate differentials. They will simultaneoudly hedge their currency risk by
taking out a put option, with that option coming into the money once the local exchange rate fdls
below the weak band limit. A rise in interest rates, to protect the currency, will tend to force the
forward rate, assuming that the spot rate is near the lower limit, below that level. This will cause
those intermediaries who have written the put options to undertake hedging sales. If there has been
a large volume of prior capital inflows, on a pure comparative interest-rate play, there could be a
massive volume of puts, requiring hedging sales when, and if, an interest rate hike (to protect the
currency) drives the forward rate below the lower band. So a Central Bank, which has raised its
interest rate, in the expectation that this should strengthen the spot exchange rate, might instead be
faced with an unexpected wave of hedging-driven sales. It was suggested by Paolo Kind at
Perugia that this had, indeed, played arole in driving the Italian Lira out of the ERM in September
1992.

The initia Krugman smooth-pasting model of currency movement within bands was attractive for
its academic elegance, not for its realism. The reason for adopting a band system, rather than a
currency board/currency union regime, must be because of a desire to be able to readjust the parity,
at least in some circumstances. Hence the bands cannot be fully credible. For the reasons already
outlined, the partial and time-varying credibility of such bands may lead to certain severe dynamic
problems. Thereisno great enthusiasm now within the ERM to return to narrow bands. Indeed, it
isnot clear why it is desirable to go beyond an announcement of an intended pegged, central parity.
As Branson stated in the discussion of the Garber/Spencer paper, an announced band may act as a
(fatal) attractor rather than a repeller. The authorities may decide to have unannounced, fuzzy
bands for internal decision-making reasons, but setting publicly-announced narrow bands for
pegged, (but adjustable), exchange rates is now increasingly perceived as undesirable and counter-
productive.

Much of the earlier success of the ERM is put down now to the use of exchange controls.

Eichengreen, Rose and Wyplosz, in one of a series of papers, the latest, July 1994, at the Perugia
Conference, have argued that, if areversion to a narrow-band ERM should be desired, it would be
best to buttress this with a version of exchange controls, to wit controls over non-resident
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borrowing of domestic currencies. This proposal received a quite hostile reception from its
discussants at Perugia, and indeed from most other economists there and elsewhere. It was
attacked both on the grounds that such controls were inherently undesirable, and that they would
not work in any case. It was argued that it would be possible to avoid the particular control
suggested by persuading a resident to intermediate between the bank and the non-resident. Hence
exchange controls would have to be pervasive to have much chance of success. Even then, the
genera view is that the market has become sufficiently adept at avoiding, or evading, exchange
controls to limit their effectiveness, unless hermetic and extensive bureaucratic controls are
introduced; and in this latter case the costs to the country involved may well exceed the benefits.

To summarise this Section, there is no need for specific Central Bank exchange rate policies if a
free-floating or, at the other end of the spectrum, a completely fixed, currency board/currency union
regime is adopted. Intervention is a weak reed. There are reasons why a country might want a
half-way house of a pegged, but adjustable, currency but, particularly if narrow bands are put in
place, that can lead to adverse dynamic processes, which may have been worsened by recently
developed techniques of international portfolio management. An attempt to respond by re-
introducing exchange controls might well be circumvented and fail, and even to the extent that it
‘worked' the 'cure’ might be worse for the patient than the specul ative disease.

IV. Regulation

Almost by definition regulation seeks to force (some of) those regulated to undertake actions that
they would not do voluntarily, (otherwise the regulation would be otiose). Regulation will,
therefore, be percelved as generally burdensome. People try to avoid burdens. The structural
developments of recent years, both the globalisation of financial markets, the growth of derivatives
and the erosion of barriers between financial ingtitutions and markets, have provided many patent
opportunities for regulatory arbitrage and avoidance. Unlike the subjects covered in the previous
two Sections, on monetary and exchange rate policies, where such structural changes have not
greatly atered the inherent problems facing Central Banks, these developments have driven, and
continue to affect, the form and conduct of regulation and supervision.

Until the 1970s, financial regulation was essentially an exercise done domestically by each nation
individualy, and according to its own traditions. In the UK this tradition was one of constrained,
cartelized, self-regulation. Each group of financia intermediaries, (eg building societies, finance
houses, discount houses, merchant banks, etc., etc.), was alocated a particular part of the financia
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assess the true riskiness of their own position.

What is hard to dispute is that mora hazard, and the likelihood of the adoption of high risk
strategies, worsens as the own capital available to a bank, its capital adequacy, declines. When its
own capital shrinks, the potential loss to owners, (and, though to a lesser extent, to managers also)
from bad outcomes is shifted onto other shoulders, (the deposit insurance scheme, the Central
Bank, or taxpayers), whereas the upside remains with them. In principle such a higher risk might
be balanced by a higher cost of funds and/or insurance services, but in practice this does not

happen.

Anyhow the authorities in severa of the magjor (USA and UK) countries observed with growing
concern adecline in the average capital adequacy of their own (main) banks through the 1980s, and
by the latter half of this decade clear evidence of an increasing financia fragility, in the guise of an
increase in the rate of bank (and housing finance, eg S & L) failures to an intensity last seen in the
Great Depression of the early 1930s.

So something needed to be done to maintain, indeed to restore, systemic stability. The obvious
answer seemed to be to apply more satisfactory (ie higher) capital adequacy ratios, CARS’. The
immediate problem with that was that an increasing proportion of many countries mgor banks
business was wholesale, in the international arena. Moreover, were discriminatory burdens to be
placed on the operations of domestic banks, a considerable volume of activity, that was currently
classified as retail and domestic, would rapidly transfer itself offshore, more easily so in the
absence of exchange controls. So, any move by a maor country individualy to impose tightened
CARs on their own domestic banking system would be largely avoided by a transfer of business

5

In prior decades the main instrument of regulatory control had been the impostion of reserve, or
liquidity, ratios, which had for the authorities the added advantage of providing the government with cheap
finance and - in some models - giving the authorities a (stronger) fulcrum for monetary control. Indeed, it
was rarely clear, even to those in charge in Central Banks, whether such ratios were being maintained, and
adjusted, for regulatory, seigniorage or monetary control purposes. Following the growth of deep and
efficient money and inter-bank markets, reserve and liquidity ratios are seen as of limited prudentia value,
though maturity mis-match does engender interest rate risk. Furthermore, the move to RTGS (Red Time
Gross Payments Systems) will increase the need for banks to have immediate intra-day access to good funds.
The use of such ratios as a source of cheap funding (seigniorage) to governments has, meanwhile, falen into
some disrepute, eg in the context of the campaign for Central Bank independence, (n.b. the Maadtricht
Treaty). On the other hand the role of reserve ratios, if any, in the conduct of day-to-day monetary policy
and control remains a bone of contention in Europe, particularly in the run-up to European Monetary Union
(EMU), see Monticdli and Vifds (1993) and Goodhart and Vifids (1994). So, the future use, if any, of
reserve ratios in Europe remains unsettled and uncertain.
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The first problem relates, therefore, to competition between banks head-quartered in separate
countries. The second problem relates to competition between banks and other financia
intermediaries within (and also to a lesser extent, between) countries. As earlier noted, the
previous rigid demarcation lines between the fields of financia operation of the various financia
intermediaries, e.g. in the U.K., have become eroded and fuzzy. This has happened in many
countries. Moreover, the range of permissible activities, and hence the potential extent of
competition, for banks has varied widely between those countries which had sought to limit their
banks to a more narrow commercial-banking operationa remit, such as the U.S.A. with its Glass-
Steagall Act, and those, such as Germany, which have alowed, or even encouraged, universal
banking. This often causes problems for the regulators. If they seek to impose the higher, more-
burdensome CARs to banks across the whole range of bank activities, they may well weaken the
competitive position of banks vis-a-vis their non-bank competitors in the areas of over-lapping
competition. |If they seek to protect and maintain the banks competitive position in these areas, it
will usualy involve a somewhat arbitrary division of banks activities into separate parts, with
separate regulatory arrangements. Thiswill usually provide fertile ground for regulatory arbitrage.

The attempt to deal with competition between banks and non-bank investment firms within Europe
isacase in point. Here the attempted solution has been for the authorities to divide bank' books
into two parts, under the Capital Adequacy Directive (CAD 1993), to wit a "trading book™ subject
to the more permissive capital adequacy rules considered appropriate to securities trading, and the
remainder of bank business. This approach achieves broad competitive equality between banking
and investment institutions, but it also creates a number of other problems. These latter have been
enumerated’ by Richard Dale in his (1994) paper on "The Regulation of Investment Firms in the

two countries. Third, differences in legal regimes and capitad markets between two countries can provide
significant advantages in utilizing various capital instruments and in holding assets of different risk-weights.
Fourth, differencesin the public enforcement of capital requirements have not been remedied by the Accord.
It would be an accident, we believe if the Accord made even a modest contribution to diminishing
competitive inequdity between U.S. and Japanese banks."

7

He sets out the problems, asfollows:-

"Firgtly, the tug-of-war between bank and securities regulators has resulted in compromise capita
requirements for the trading book that, in terms of (@) the definition of capital, (b) the treatment of
underwriting, (c) the large exposure rules and (d) position risk requirements is much closer to the regulatory
mode of securities markets than banking. Since banks must ultimately bear the risks associated with their
own trading books or securities subsidiaries, this could mean some dilution of the solvency protection
afforded to banks. The CAD imposes only minimum capital adequacy requirements and it is, of course,
open to nationd authorities to apply higher requirements where these are felt to be necessary. Nevertheless,
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European Union".

But the main problems of the CARs are caused, not so much by competitive overlaps, (between
banks in different countries, and between banks and non-banks), but by the deficient design of the
CAR itself. Capital is needed as a protection against the risk of loss. There are a variety of
concerns and potential disputes about the definitions, and required totals, of capital enshrined in the
Bade Accord. The division into Tiers 1 and 2, the choice of the 8% levd, etc., etc., are al

competitive concerns will tend to discourage unilatera prudence of this kind.

Secondly, because banks are free to use their deposit base to fund securities operations - whether undertaken
on their own baance sheet or through subsidiaries - the mora hazard problems associated with banking are
carried over into securities markets. Deposit funding of securities business aso gives banks an important
competitive advantage over non-bank investment firms - a major source of unevenness in an otherwise level

playing field.

Thirdly, by conferring on investment firms the same privileged credit standing as that accorded to banks -
automatic 'quaifying' status for their debt issues and concessionary risk weightings for institutions incurring
counterparty risk or large exposures to investment firms - the message may be conveyed to financia markets
that investment firms enjoy the support of official safety net and lender of last resort arrangements that
traditionally have been confined to banks.

Findly, it is a remarkable paradox that in seeking to establish a level playing field between banks and
investment firms, the CAD severdly tilts the playing field when it comes to banking and securities business.
As explained above, the capital requirements applicable to bank loans are much higher than those applicable
to debt securities of equivalent default risk and maturity held on the trading book (a factor of no less than 32
X in the case of short-term 'qualifying’ securities). And while it is true that in countries such as the UK a
differentia capita requirement has previoudy existed in favour of securities business when undertaken by
investment firms, under the CAD regime banks will have a powerful incentive to shift their business from
traditiona banking to securitised lending. This added impetus to securitisation may or may not be adesirable
outcome, but it is surely unsatisfactory that such an important market development should be the unintended
by-product of a new regulatory frame work rather than the result of a conscious policy decision.

All these difficulties are rooted in EU market structures which permit banking and securities business to be
fredy intermingled within financial conglomerates. It was suggested earlier that the case for comprehensive
official regulation of investment firms is much wesker than that for banks. This is, firstly, because the
investment industry itself has both the incentive and the capacity to impose relatively straightforward ‘liquid
capital’ rules that minimise the risk of default (as distinct from closure) and, secondly, because the spillover
effects of the failure of an investment firm are small compared with the social costs of bank failures.

However, once investment firms become connected to banks, the systemic risks associated with banks are
extended to securities markets. Furthermore, if, as under the CAD, bank deposits can be used to fund
securities activities, the mora hazard problem that has plagued bank regulators is aso carried over into
securities markets. It isthese bank/deposit linkages, rather than the characteristics of investment firms per se,
that creste the need for comprehensive officia regulation of securities business.”
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somewhat arbitrary and debatable.

But these concerns pale into relative insignificance compared with the problems inherent in the
Bade (CAD) assessment and treatment of risk. This is done on a very simplistic, and (as
increasingly perceived) unsatisfactory manner. Instead of an attempt to measure the overall risk of
a complete portfolio, using the best available models of finance theory, the Bade approach applied
a 'building block' approach. Under this method, credit risk weightings were applied, en bloc, to
certain categories of assets, e.g. (OECD) government debt, mortgage lending, other commercial
loans, etc. The weightings were to be applied, irrespective of the credit standing of the particular
borrower within that class. Thus, holding Turkish government debt has a zero-weighting, whereas
commercial loans to General Motors have a 100% weight. Apart from separate attempts to
discourage, and prevent, large exposures, there was little effort made to measure, or encourage,
prudent diversification within blocs. Much of the exposure of banks at any time relates to interbank
deals, and in the course of the payments systems. The questions of appropriate offsets, and
allowable netting arrangements, remains complex and largely ad hoc.

The risk weightings were, amost inevitably, arbitrary. This means that there will be an incentive
for banks to take those assets, where the weightings are (unduly) generous, onto their balance
sheet, (e.g. government debt®, mortgage lending), and to encourage the shift of those assets, where
the weightings are unduly severe, (e.g. loans to large private-sector bodies), off the balance sheet.
This latter has, of course, been facilitated by the development of new markets and instruments,
such as swaps of various kinds. Much of the recent shifts in the structure of bank portfolios in
countries such as the USA isin some large (but uncertain) part driven by regulatory arbitrage.

The Basle CARs concentrated initially on only this one kind of risk, credit risk. There are,
however, many other kinds of risk, e.g. interest rate risk, liquidity risk, exchange rate risk, etc., etc.,
not to speak of risk of fraud. The current tendency of the authorities appears to be to stick with the
building block approach, i.e. to assess each kind of risk separately, to measure the extent of each
risk inherent in certain blocs of assets and/or liabilities, and to allow only limited and usually ad hoc
offsets within and between blocs. Moreover, the capita requirements for these differing kinds of
risk are, it appears, to be treated as additive, despite the fact that such different risks are not

®  Under the Maastricht Treaty, the European System of Central Banks is forbidden to finance their own
public sector, government, entities directly. This implies that such bodies, including Centra Governments,
could now be forced into bankruptcy. It isremarkable that European Central Banks could simultaneoudy be
involved in the preparation of the Maastricht Treaty, and a the same time maintain a zero credit risk
weighting on government debt. There were, no doubt, some political sensitivities in coming to the latter
decision.
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necessarily positively correlated.

At the same time as the attempt to extend the Bade building-block approach to cover awider range
of risk is increasing the complexity of the system, and further weakening whatever intellectual
underpinning it once may have had, the development of the derivatives markets has been alowing
banks to adjust their overall positions, vis-avis certain of these risks, either to hedge or to
speculate, very rapidly, often through a rebalancing of their off-balance sheet postion. It has
become much more difficult to assess a bank's overal riskiness from a snap-shot of its baance
shest; the interaction of on and off-balance sheet positions need to be properly reviewed; and the
latter, if not the former, can be swiftly changed once the snap-shot has been taken, so the adequacy
of the snap-shot itself as representative of a bank's 'normal’ riskinessis subject to greater doubt.

Againgt this background there is an increasing chorus of voices arguing for a radica
reconsideration and recasting of The Base CAR approach. Thus the lead article in the July/August
1994 Financial Regulation Report, (Financial Times Business Information), has opined that:-

"The debate over regulating derivatives activities has highlighted the complexity of banks
risk-management techniques and the crudity of the existing (and proposed) Bade
capital adequacy guidelines.

There is now a real issue as to whether regulators can hope to capture the risk
profile of individua ingtitutions through the application of smple, static capital
rules and whether it might be better to leave the task of risk measurement to banks
themselves.

It is against this background that Charles Taylor, Executive Director of the Group
of Thirty, has proposed aradical overhaul of the way in which regulators approach
their task. He arguesin"A New Approach to Capital Adequacy for Banks', Centre
for the Study of Financia Innovations, July 1994, that the present Bade régime is
fundamentally flawed because it measures risk by focusing on the classification of
instruments rather than risk types and by failing to take account of the sophisticated
risk-management models currently employed by major financia ingtitutions. As a
result it discourages rather than promotes good risk management.”

Many of the criticad comments on the present regulatory system have suggested that, rather than
attempt to impose a common, and inevitably simplistic, [since it must be capable of application to
the smallest, least sophisticated banks], system of ratios, the supervisors should instead assess, and
try to build on, banks own risk management schemes, possibly with a fall-back system to be
imposed on (small) banks with inadequate systems of their own. Thus, in the same Financia



-23-
Regulation Report, as above, Patrick Fell of Coopers & Lybrand argued that:-

"Historically most banks and brokers worldwide have had to comply with externaly
determined capital regimes which have little in common with the way in which
management monitors risk. The obvious example is the Bade agreement
framework, which looks only at credit risk, and even in this area applies a much
more simple régime than that which banks should normally put in place.

In the last couple of years supervisors have started to focus on the growing
complexity of instruments (notably derivatives) whose risks are far less susceptible
to assessment through mechanistic techniques than, for example, smple lending
business. Supervisors are beginning to redize that such risks can only be
understood when viewed through the microscope of the firm's own risk
management system. Use of any other less sophisticated approach merely gives a
result which isincorrect (rather than one which is necessarily prudent).

In conclusion he states that:-

"The move towards the use of risk models for supervisory assessments and capital
caculations is inevitable, and in generd is highly to be recommended. Supervision
and management control can then move aong the same path, rather than along
linked, but not necessarily parallel paths. Supervisors will have a greater incentive
to encourage good management practice, while management will fed that
supervisory compliance is not merely a bureaucratic overlay, but rather something
which can assist the company in meeting its own control objectives'

Many of the senior officials involved in bank regulation, especidly in the U.S.A., and reputedly
including Alan Greenspan, are coming to the opinion that, rather than the Regulators trying to
impose a common set of ratios on (al) banks ex cathedra, much more weight has to be placed on
assessing, and seeking to build on and to improve, banks own interna risk-control methods. Thus,
in the Interview with Eugene Ludwig, the U.S. Comptroller of the Currency, in the Financial
Times, July 29th, 1994 (p.12), it was noted that:-
"... his office has been trying to devise separate approaches for small community banks,
and the large banks that operate sophisticated trading operations. The examiners
will remain on-site a the latter, but will examine management controls and
technology, not individual loans.
He supports the idea mooted by the Basle Committee of banking supervisors from
the Group of Ten leading industrial nations, that banks should use their computer
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models to dlocate capita to cover the risks of trading securities and foreign
exchange. "We are recognising the modern world, and taking advantage of a
private sector capability.""

While trying to build on the basis of banks own internal risk control models would seem preferable
to attempting to impose a single, common and simplistic model from outside, nevertheless it is not
sufficient. However good the (internal) control system may be, losses can till be made, and capital
impaired®. In particular banks may fail to monitor and enforce their own internal risk management
systems, however good these may be on paper. This appears to have been the problem in the case
of Barings. The willingness of the Bank of England to see Barings fail, rather than bail it out,
should help to reinforce in commercia bank managers minds the importance of adequately
maintaining their own interna control systems. Beyond that, it is difficult to see what lessons the
Barings disaster may have for the externa system of supervision and regulation. The externa
supervisor cannot possibly oversee dl interna operations; to make the internal audit a formal
document for presentation to the external supervisors would probably so change its very nature that
there would be no advantage gained. A recent paper (March 1995) by Board, Goodhart, Power
and Schoenmaker, prepared for the Select Committee on the Treasury and Civil Service of the
House of Commons, on the regulation of derivatives in the light of the Barings collapse, discusses
these issues at greater length.

So, however good a bank's own internal control system may be, serious losses can still be made.
Once capital is impaired, the danger of loss, perhaps from the conscious assumption of riskier
strategy by management, loss to depositors, deposit insurance or taxpayers, increases.

Thus, in addition to providing an outside overview, ailmost aform of consultancy, on banks' interna
risk control models and methods, the supervisors will want to impose increasing constraints on
bank activities pari-passu with aworsening decline in its capital, with aview to closure, or enforced
take-over, before its capital is exhausted. For this purpose capital can be defined quite widely,

9

Moreover, some (small) banks may not have developed (sufficiently good) interna risk control models
of their own. In such cases the supervisors will probably feel the need for a (relatively smple) fall-back risk
control system which could be imposed on those banks. An adaptation of the present Badle system might fill
such aneed.

Alternatively there could be a (partid) private sector solution. Perhaps partly to prevent some less
satisfactory and binding set of official control mechanisms, JP. Morgans have made publicly and fregly
available their risk-metric system. It may be in the interests of large and successful private sector ingtitutions
to devel op and to market proprietory risk control systems which smaller banks may be encouraged to adopt.
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including subordinated debt, and should be measured, as far as possible, in terms of market or
current (present) values, rather than at historical accounting cost.

Probably the best approach along these lines is the proposal developed by George Benston for
Structured Early Intervention and Resolution (SEIR). In his 1993 paper, (published 1995) on
“Safety Nets and Mora Hazard in Banking', he wrote that:-

"Structured early intervention and resolution calls for explicit rules that govern when and
how the bank supervisory authority first may and then must impose sanction should
abank's capital decline below prespecified percentages of total assets. Benston and
Kaufman proposed this system in 1988*. Since then, it has been endorsed and
improved by a panel of economists sponsored by the Brookings Institution’, and by
the Shadow Financia Regulatory Committee (1989). A modified version is
included in the Federal Deposit Insurance Corporation Improvement Act of 1991
(FDICIA). In particular, FDICIA imposes lower capital/asset ratios and harsher
penalties against bank officers for operating banks in an unsafe manner'™.

SEIR is based on the bdief that banks would voluntarily maintain their non-
burdensome capital or go out of business before their capital was depleted, if faced
with prespecified sanctions. Should capital-short banks not take advantage of these
options, the deposit insurance fund would incur but small losses if they were closed
before their capital declined to the point where losses to the fund would exceed the
banks remaining capital. However, this point rarely should be reached, as
structured early intervention mimics the actions that would be taken by market
participants in the absence of deposit insurance, with one exception. Bank
examinations would continue to be made (although less often for adequately
capitalized banks), which should reduce losses from fraud and gross
mis-management. With SEIR in place and capita measured at current values,
banks can and should be permitted to provide any product or service, because bank
owners would have sufficient capital to absorb amost all of the losses that might
result.

" Brookings I nstitution Task Force (1989).
™ See Benston and K aufman (1993) for a comparison of the proposal and the provisions of FDICIA.

* The Benston-Kaufman Proposal Bank capital should include equity and all debt that is explicitly not guaranteed by
the deposit insurance agency or government and that cannot be redeemed by the bank before the supervisory
agencies can act. Subordinated debentures with presentmaturities of at least one year fit this requirement.
Capital should be measured in terms of the economic market values of a bank's assets and liabilities. However,
the proposed scheme also can be effective when capital is measured according to traditional accounting values.
[See Benston (1989b) for an analysis of the difference between traditional and current value accounting.]
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Four explicit, predetermined ranges or tranches of capital-to-asset ratios are specified. [The material that follows is
taken largely from the Shadow Financia Regulatory Committee (1989).] Assets include off-balance sheet
accounts. Assets are not classified according to risk because of the difficulties in measuring ex ante risk
accurately. The capital/asset ratios shown below are not based on research findings; hence, they are arbitrary. If
traditional accounting values rather than current values are used to measure capital, the required ratios should be
higher to compensate for overstated capital.

(1) Banks are considered to have adequate capital when capital is, say, 10 per cent or more of their total assets,
measured in terms of market or current values. Banks falling into this firsttranche would be subject to minimum
regulation and supervision.

(2) Banks with capital-to-asset ratios of, say 6 to 9.9 per cent areat the first level of supervisory concern. A bank in this
second tranche is subject to increased regulatory supervision and more frequent monitoring of its activities. Itis
required to submit a business plan to raise more capital. At its discretion, the bank supervisory authority could
require the bank to suspend dividend payments and obtain approval before transferring funds within a holding
company system and could restrict the bank's asset growth.

(3) The third tranche is the second level of supervisory concern; it is reached when a bank's capital ratio falls below 6 per
cent and is at least 3 per cent. Banks in this range are subject to intense regulatory supervision and monitoring.
The supervisory authority is required to suspend dividends, interest payments on subordinated debt, and
unapproved outflows of funds to the bank's parent or affiliates. The institution must submit an emergency plan
for its immediate recapitalization to thetranche one level.

(4) When a bank's capital falls below 3 percent of its assets, it is in tranche four -- mandatory recapitalization and
reorganization. The supervisory authority is required to quicklyrecapitalize the bank, merge it, or liquidate it in
an orderly fashion by the sale of individual assets. The present owners and subordinated debt holders (who
might, by then, be the owners ) have two options; they may implement quickly the plan submitted when the
institution moved into tranche three, or they could elect not to inject additional funds into the bank. If the
owners and debt holders chose not torecapitalize the bank, any residual value from its sale or liquidation of its
assets would be returned to them, after allowing for costs incurred.

In conclusion, the complexity and range of different strategies made possible for banks by the
advent of information technology, new instruments and markets (e.g. derivatives), and competitive
pressures on many fronts, have made it amost impossible to construct a single model or
mechanism for risk control that is applicable to al banks. Instead, the authorities should seek to
build on, and support, banks own individual internal risk control models and systems, imposing an
aternative, simplistic model from outside only when they can demondtrate that a bank's own
interna risk control system is unsatisfactory. Even with a good internal risk control system in
place, banks may, from time to time, find their capital impaired. In such cases the authorities
should bring a structured early intervention and resolution mechanism into play, based on a smple
ratio of capital to assets (marked to market value).
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