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ABSTRACT.

The economic unification of Europe is taking a long time. It has become more
challenging with the advent of financial integration and the single currency. Under the pressures
of globalisation and, as a necessary by-product, of increased competition, the risk profile of
financia systems has dramatically changed for the worse. In Europe, soft compromises, which
the principle of subsidiarity entails, have impeded the necessary reform of financial safety nets.
This report will study the forces of competition which reshape financial systems and the
changing pattern of risk. It will aso review the theoretical foundations of prudential policy,
which inspired the institutional design of the financial safety net. Finally, it will point to the
shortcomings of current prudential policy, which result from a tension between the highly
decentralized prudential framework and the ongoing progress in financial integration.

Despite substantial progress, financial integrationisstill incomplete. With regard to debt
markets, the integration project has admittedly moved faster and forced intermediaries to
strengthen their domestic position.-Banks have remained under national supervision whiletheir
risks are increasingly cross-border. As a consequence, endogenous risks, which stem from
market inter-dependencies, have raised the vulnerability of markets to systemic risks.

There has been amixed response to this challenge. The aftermath of the terrorist attack
has shown that when confronted with obvious systemic risksthe European Central Bank isready
to fulfil its lender-of-1ast-resort responsibility. But when confronted with a covertly unfolding
systemic episode which is generated by fast-growing indebtedness, the ECB lacks the
information and the resources to diagnose the problem and intervene in atimely and effective
manner. The cause is an overly decentralized supervisory structure: Market exposures are | eft
undetected because bank supervision is conducted at the national level and a mechanism for
multilateral cooperation is lacking.

There is much scope for improving the financial safety net, without resorting to full
centralisation. The final section of the report sets out proposals combining cooperation among
national supervisorsand minimum centralisation. The ECB should be capable of performing this
task efficiently, because a single currency calls for a lender of last resort with overal
responsibility for liquidity. Thuswe propose the creation of a European observatory of systemic
risk. We also propose the establishment of a European agency for transparency to coordinate



information flows among national supervisors and enhance disclosure requirements. We suggest
that prudential rules could be further harmonised with regard to deposit insurance schemes; that
capital standardsfor banks should be sensitive to the credit cycle; that the creation of European
rating agencies should be encouraged and those agencies should be accredited by acommittee of
bank supervisors. Finally, the report stressesthat the most acute problem liesin the resolution of
bank crisesinsofar as crisis management involves the use of public funds. In failing to bestow
the ECB with responsibility over this major question, fiscal subsidiarity collides directly with
monetary sovereignty.
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INTRODUCTION

In the last twenty years, Western Europe has experienced dramatic financial changes.
These changes have partly been the outcome of the forces of competition which financial
globalisation unleashed. But to a large extent they have been policy-induced. Deregulation
started in the early eightiesin the UK and in the mid-eightiesin the rest of the European Union
with the launch of the Single Financial Market. This project was conceived and proposed to the
national governments by Jacques Delors, then president of the European Commission. It was
further enhanced in the late eighties by the commitment to create the monetary union. The
proposal for the EMU was eventually enshrined in the M aastricht Treaty which was agreed upon
in February 1992. This was a period of institutional innovation which was subsequently
implemented in the following decade.

European reforms are original insofar as they encompass both financial and monetary
integration. Indeed theformer does not necessarily lead to thelatter. It would have been feasible
to foster financial integration under a flexible exchange rate regime or to develop a paralel
European currency. Alternative plans were also laid out. Some were encouraged by national
authorities, including the UK Treasury which was hostile to monetary unification. Furthermore,
theflow of European Directivesregulating competition in financial markets partly preceded and
partly overlapped with the preparation of EMU. With regard to financial safety nets, it is
therefore possible to distinguish between the individual elements of financial and monetary
integration.

Moreover, the last decade was atime of further market integration, particularly with the
success of financial derivatives and the spread of financial globalisation to new emerging
markets. These devel opments caused further financial disruption, asitisdemonstrated by along
chain of crises. The disturbing events prompted central bankers meeting inthe Basel Committee
of Banking Supervision to propose prudential reforms. The EC standards were partly an
adaptation of prudential rules set out by the Basel Committee and partly designed by EC
authorities for the purpose of monitoring the restructuring of financial institutions and,
ultimately, accel erating the process of European financial integration. In the mean time, central
bankers embarked upon amajor effort to strengthen whol esale payment systemsand interconnect
theminto TARGET. The purpose wasto reduce systemic risk and establish theinfrastructurefor
the future single monetary policy.

The structural changes mean that the different layers of the financial safety net are multi-
faceted. These layers might be inconsistent, might overlap in some respects, and might have
loopholes, and entail uncertainties asto which prudential institution isresponsiblefor monitoring
which type of risk.

Our understanding of the European experience will aim to account for the dual nature of
integration (financial and monetary). We are also aware of the contradictory political goalsthat
shape the European project. Strong national interests have always been reluctant to surrender
thelr prerogatives, particularly in cases of well-entrenched national institutions. Thisexplainsthe
excessive use of subsidiarity as an argument for keeping supervision at the national level. Only
the setting of rules and standards in financial matters pertaining to competition policy has been
delegated to the European Commission. This has always been a matter of principle in the
construction of Europe: strong in rule making, weak in collective action. Morerecently, theonly
exception has been monetary policy stricto sensu. The monetary union was the outcome of a
compromise between French and German politician following thefall of the Berlinwall. For the



sake of strong political ties, German leading politicians agreed to abandon the DM despite the
reluctant Bundesbank. But they insisted that the monetary union should be shaped in their own
way. Because the German banking system was segmented and financial markets were
underdevel oped, German tradition required the decentralisation of banking supervision at the
local «state» level and the alocation of responsibility for emergency liquidity assistance to a
special institution, commonly owned by the commercial banks, away from the central bank.

It follows from these characteristics of European politics that micro-prudential
supervision has been |eft to national entitieswith disparate views of how it should be organized
and run. At the macro level of crisis management the master word is ambiguity. Thisisthe key
reason why the lender-of-last-resort function was not explicitly assigned to the European Centra
Bank (ECB) in the Maastricht Treaty.

The picture emerging from such continuous political negotiation is the failure of
prudential institutions to keep up with market developments. On the one hand, national
prudential policieswerefitted to «bank-driven» rather than «market-led» financial systems. On
the other hand, excessive reference to subsidiarity undermines the need for collective action at
the European level when endogenous risk «spillsover» securities markets. Thisreport will point
to deficienciesin both respects. It will also draw from modern theories of systemic risk to outline
areas where subsidiarity is not working properly and it will make proposals to remedy actual
shortcomings in the European safety net. The proposals will distinguish between micro-
prudential policy towards financial firms and macro-management of overall financial stability.
For theformer issue we will not recommend the creation of new European supervisory agencies,
but acloser cooperation and areconciliation of policiesamongst existing national agencies. For
thelatter issue, onthe contrary, wewill strongly argue that lender-of-last-resort and related crisis
management functions should be unambiguously vested on the European Central Bank, under the
ultimate authority of its Governing Council for monetary policy. Finally, large or multiple bank
failures, affecting more than one country, are complex situations because they involve fiscal
costs. The sharing of costs between national governments can easily become the subject of
political bickering.

Thisreport isdivided into three parts. The first describes the structural changes entailed
by the Single Market in financial services, for banks aswell asfor types of markets. It analyses
therisks associated with financial integration and emphasi sestheimportance of endogenousrisk,
which isunderestimated by market participants with inadequate risk control and by supervisory
authorities with inadequate coordination mechanisms. The second depicts the current
ingtitutional framework and highlightsitsweaknesses. Thereafter it suggests how thisframework
can beimproved with minimal institutional changes. A two-tier regulatory model can be devised
to enhance supervision, albeit compatiblewith tighter financial linkages, and to makeit thebasis
of information flowsdirected to the ECB inits capacity asthe European lender of last resort. The
third studies how this two-tier framework can be put to work on the three components of the
financial safety net: risk prevention, liquidity crisis management, and problem debt resolution.
On the first topic, we describe the points where prudential regulation should be extended to
match the current stage of financial integration. On the second, we explain why and how the
lender of last resort should be considered as-an integral part of monetary policy under stressful
conditions. On thethird, we emphasisethat fiscal constraintsare critical hurdlesin solving bank
problems. In addition to being the weak side of macroeconomic management in Europe, thelack
of fiscal coordination is an impediment in dealing with cross-border bank insolvencies

. FINANCIAL UNDERPINNINGS OF PRUDENTIAL REGULATION.



The concept of financial integration is multi-dimensional, wherein prudential policy is
one of many aspects. Changesin market structures and the organisation of financial firms matter
for the changing character of risks. The financial approach of integration is more complicated
because it involves financial structures with different characteristics of risk return among
replaceabl e assets. Broadening the range of tradabl e assets and enhancing their saleability signal
progress in financia integration. But so does a higher density of financia flows both within
financia conglomerates and among independent financial entities all over Europe.

With regard to the legal environment and corporate control, financial integration meetsthe
obstacle of different national perceptions of optimal policies. Progressin integration requires a
shift from closed information systemswhich favour insiders (French hard-core sharehol ding knit
by government-owned banks, German hausbanks and cross-shareholding, Italian government-
controlled financial conglomerates) to open information systems. The EC Directiveshavedriven
this process for the last fifteen years since the inception of the Single Market project. This
sweeping change in perspective requires legal and regulatory structures at the European level,
which are still lacking in a number of respects associated with prudential policy. That policy-
related institutionslag behind market devel opmentsisarecurring themein European integration.

As hinted at in the introduction, Europe has been pursuing market integration via
financial liberalisation at the national level, mutual recognition of national standards and EC
directives. It hasalso successfully completed the major project of establishing asingle currency.
The present section will provide a summary view of the extent of integration in financial
structures. It dealsboth with financial intermediaries and markets. Enhanced competition and the
single currency are significant contributorsto the process. For instance, in bond markets, issuing
in Euro hastriggered the convergence of interest ratesin countriesin which securities share the
same characteristics. Country spreads have become almost negligible compared to firm, sector
and time spreads. In turn, competition has eliminated distortionswhich were dueto the partition
of national markets. The outcome is a single yield curve across the Eurozone for each class of
risks relating to non-speculative grade paper.

To the extent that this process is under way, the present section attempts to address the
relevant questions. The first subsection focuses on competition from the point of view of the
banking sector. The second subsection shows how securities markets are being reshaped by the
dynamics unleashed by the single currency. Not surprisingly, market integration is more
advanced in money and bond markets than in equity markets. The third subsection studies how
the pattern of risk changes through the combination of risk control systems devel oped by banks
(a globa trend), market interdependencies due to financial and monetary integration taken
together, and the payment system as the infrastructure of the single currency. This latter also
reducestherisk of systemic episodesrelating to international markets, because foreign exchange
crises are no longer part of the drama.

|.1 bank competition and consolidation

The structural change brought about by the adoption of the Euro and the common
monetary policy exerts a profound impact upon the financial system in EMU. The changesin
bank structures, however, have yet to alter the basic characteristics of European systems.

a. Persistencein the peculiarities of the European banking system

In the Euro zone the financial system continues to be bank-dominated, at least by
comparison to the American, predominantly market-based, system. The proportion of financial
assets controlled by banks in EMU countries remains high. Bank loans to Euro-area residents
reach about 100 percent of the monetary union GDP, more than twice the equivaent ratio in the



United States, whereas equity and bond market capitalization as a percent of GDP are
substantially smaller than in the United States. (Table 1).

Table 1. A European bank-based financial system (EU-11, June 1999)
(In % of GDP)

Euro area u.s
Bank deposits | 77.8 55.2
Bank loans 100.4 484
Outstanding 88.8 164.6
debt securities
Stock market 71.1 163.3
capitalization

Source: IMF Working Paper (WP/01/28)

Furthermore, unlike in other industrial countries, savings banks and mutual and/or
cooperative banks still carry alot of weight in their local markets, especially at the retail level.
The characteristics of these banks partly explain why theretail European banking market is still
segmented. Indeed, savings banks often provide credit to customersin their neighbourhood. In
many countries, their original purpose wasto finance farmers, artisans or other underprivileged
groups, which were neglected by private commercial banks. Cooperative or mutual banks are
typically owned by their depositorsor creditorsand their services may berestricted to those who
own them, although recent liberalisation has permitted many of these institutions to offer their
services to other customers.

b. Increasing competitive pressures on the banking sector

Despiteall this, theintroduction of the Euro, coupled with liberalisation and deregulation,
has substantially increased banking competition. The institutional design of the Single Market
and the introduction of the single currency have stimulated a competitive environment for
financia intermediaries: better price transparency, much lessforeign exchangerisk, deeper and
more liquid securities markets. Commercia banks have been active using market facilities to
transfer their risksviathe securitisation of their loans and the hedging in derivatives. They have
also embarked upon market trading and other investment banking business, weaving closelinks
with institutional investors.

Increased competition has generated downward pressures on spreads and profitability.
Theresponse of financial firms has been to boost their market sharein order to offset the erosion
in their net interest rate margin with a larger asset base. They have also looked for sources of
profit less sensitive to market pressure (underwriting, asset management, designing structured
financing for large corporations). Both strategies have led to awave of mergersand acquisitions
by the means of public tender and private cross-shareholding.

Marginfallsdueto competitive pressuresincrease the appetite for cross-border ventures.
Rather than devel oping pan-European activities, asizeable portion of European banks have opted
for expansion into neighbouring countries or jurisdictions which share asimilar language. For
example, Scandinavian banks have expanded into the Nordic and Baltic regions, and Spanish
banks into Latin America. Central and Eastern Europe has been an important target for banks



from Germany, Austria, and Italy [ECB annua report 2001]. As a result, the exposure of
European banks to emerging markets (Eastern Europe, Latin Americaend Asia) is high.

c) The differential competitive effects of EMU in retail and wholesale banking markets

Increased competition has had substantially different effects on wholesale and retail
markets. The european market for retail banking services (households and small enterprises)
continues to be segmented and the degree of cross-border penetration is low. This banking
segment remains and will remain very sensitive to «vicinity services»: established branch
networks and relationships with customers, and therefore geographical and cultural
considerations, will continueto impede entry into retail markets. The substantial cost incurred by
retail customers when switching banks poses an additional obstacle. For retail customers and
bankers, the relevant market will continue to be local or regional, despite the ongoing progress
towards financia integration and the capabilities of network technology (e-banking). The
importance of sunk costs associated with retail banking relationships - based on therole of brand
names and reputation - explains the difficulty of contesting this banking segment.

In contrast, wholesale banking markets are already largely international and highly
competitive. Monetary unification has triggered further competitive pressures by eliminating
competitive advantages partly associated with different national currencies. To take an example,
the « anchoring principle », according to which in some EU Member States bond issues may
solely be underwritten by domestic financia institutions, will probably include institutions
originating anywhere in the Euro-zone, or even disappear altogether. Other competitive factors
however will be take time to fade away. In M&A activity, for example, knowledge of the
applicable accounting, legal and fiscal rules continues to be a local competitive advantage.
Certainly, despite some persistent frictions, wholesal e European banking markets are much more
contestable than retail markets.

d. Consolidation and conglomeration

The process of consolidation in Europe has been dominated by domestic mergers. This
has caused a significant increase in concentration at the national level, particularly in smaller
Member States. As aresult, the average share of domestic banking business controlled by the
five major banks (CR5) increased from around 50% to 60% over the period from 1990 to 2001.
But large differences among individual countriesremain and, in that respect, three groups may
be discerned: Highly concentrated banking sectors, to be found in small and open economies
(Finland, the Netherlands, Belgium, Denmark etc) , medium concentration ratios registered in
Austria, Franceltaly etc., and low-concentrated banking systems (in comparisonto E.U. average)
in Germany, Luxembourg and the United Kingdom. Germany isthe E.U. country with the most
dispersed banking system; the figure is around 20% [ECB annual report 2001].

Sinceit has been essentially domestic, bank concentration hasfavoured the emergence of
national champions. In some cases, domestic mergers could be interpreted as a defensive
strategy backed by governments for the purpose of defending against potential competition by
foreign players. In most cases, however, cost savings appear to have been the driving force.
White (1998) observes that the restructuring of the Finnish banking system undertaken after a
serious banking crisis, has reduced employment by 32%. Cross-border mergersarelimitedinthe
European Union, because labour mobility islow even at the managerial level, and political and
P.R. support is systematically biased towards domestic and against cross-border mergers (table
2). More generally, cross border cultural differences or conflicting business cultures were often
regarded as barriers to cross-border mergers. Moreover, the need to overcome national
differences of legal and accounting systems probably increases the integration costs of cross-
border mergers, and thereby restrains them.



Asaresult, foreign bank shares of total bank assets, including branchesand subsidiaries,
arestill modest (i.e. lessthan 10 % in average- 4% in Germany, 7% inltaly 10 %in France). The
exceptions are small countries like Belgium, Ireland or Luxembourg.

Another notable characteristic of European consolidation is financial conglomeration.
Financia conglomerates combinetwo or moretypes of intermediaries (banks, asset-management
companies, securities firms and insurance companies). This tendency for financial
conglomeration has been permitted by the Second Banking Directive, which allows banks in
Europe to create financial conglomerates and to hold equity stakes in non-financial firms. The
directive allows not only universal banking akin to the German model, but also cross-
shareholding between commercial banks, insurance companies and investment banks. In the
European Union, bank-insurance entities have become the dominant type of conglomeration.
And, lately, banks have increasingly merged with securities firmsin order to take advantage of
the unification of capital markets.

Consolidation has also increased in the area of investment banking. Over the past few
yearsmajor E.U. banks have reorientated their activitiestowardsinvestment banking, in order to
be able to meet a surgein demand for financial servicesfostered by the expansion of European
capital markets. Thisevolution has been reflected in EU banks' income structure. In 2000, non-
interest income, for which investment banking is one of the major sources, accounted for 52% of
thetotal net income (compared with lessthan 30% in 1996). A large proportion of cross-border
mergerstook placein theinvestment banking sector, whereindependent investment banks (many
of them British) were purchased by continental commercial banks. These acquisitions were
justified by the wish to achieve rapidly the necessary expertise in securities-based corporate
finance and asset management. This phenomenon largely explains the relative importance of
merger activity between euro countries and non-euro countries, (n.b. the United Kingdom is not
in the euro area).

Table 2. Merger and acquisition activity in the Euro area financial industry (1)

Same country Other Euro Other non-Euro Total
country country
Number | Vaue Number | Vaue Number | Vaue Number | Vaue
) (2 ) ¥
Banks-banks
1998 7 8,445 1 0,147 12 13,787 | 20 22,379
1999 9 41242 |4 9,465 15 7,495 28 58,202
2000 3 4,528 0 0 5 11,654 |8 16,182
©)
Banks-non bank financial

1998 4 28604 |1 0,646 3 0,897 8 31,147




1999 3 20816 |1 0,800 12 4,130 16 25,746

2000 8 4,768 1 1,631 4 0,653 13 7,052
©)
D either acquirer or target company is resident in the Euro area. Only completed or pending deals
2 in millions of US$

3) January to 10 April 2000
Source: BIS 70" Annual Report, June 2000

e. E.banking

Anincreasing use of alternative distribution channelsby banksto save costs and to reach
new customers constitutes afurther structural change. Nowadays, the Nordic countries stand out
interms of online banking relative to the size of their population. Norway and Sweden both have
apenetration rate (users as share of the population) in excess of 25%, and in Finland more than
the third of the population areinvolved in e-banking. So, more than 30 per cent of all European
e-banking customers reside in the Nordic countries and another 22 per cent reside in United
Kingdom [OECD, Financia Affairs Division, Occasional paper n°2 2001]. But these countries
could be precursors of amore general movement in favour of e-banking. Although brancheshave
remained the main distribution channels, in most E.U countries, banks are devel oping a multi-
channel strategy, combining traditional branch network with the Internet. Following the lead of
American and Nordic banks, where both internet usage and internet banking are more devel oped,
virtually all major European banking groups have launched, or announced, large investment
programs or alliances with major telecommunication groups or internet portals from 1999
onwards. So, e-banking opens an opportunity for large banking groups to compete in fields
wherethe highinitial cost of traditional brick and mortar branches and the dominant position of
national leaders have traditionally acted as barriers to entry. Consequently the development of
electronic banking islikely to enlarge cross-border activity and constitute an alternative strategy
for foreign expansion.

I.2 Financial markets ar e poised between fragmentation and integration.

Money, bond and equity markets have been affected differently by the advent of EMU.
From the unification of the inter-bank market to the fragmented competition between equity
markets, a wide range of consequential outcomes has arisen. As far as debt markets are
concerned, abird s eye view points to improved integration, lower transaction costs and more
liquidity.

a. Money markets.

The inter-bank market plays a key role in redistributing liquidity throughout the Euro
area. It grew rapidly after the creation of EMU. The share of intra-euro claims in total cross-
border inter-bank claims rose from 35% in 1997 to 50% in 2000, according to the BIS.
Meanwhile the on-shore Euribor deposit rate replaced the off-shore Euro Libor asthe reference
rate. Thisisatwo-tier market. A group of large banks trade across borders with one another and
serve smaller ingtitutions through national correspondent banking. This structure has preserved
robust transaction patterns which, in diffusing liquidity provided by the ECB, have proven
resilient under stress in the period following the terrorist attack.

By contrast, the collateralised Repo market isalessintegrated segment. Unification has
been impeded by national disparities in regulation and market practices relating to securities



lending. Furthermore, clearing and settlement systemsin securitiestransactions are not directly
connected to TARGET. Idiosyncratic features in these systems make cross-border transfers
complex and costly. Even if technical impediments can be overcome, legal and tax differences,
rooted in formal definitions of property rights and in bankruptcy laws, are more profound

b. Bond markets.

-Progressin the bond markets has been notable, evenif their total sizeinthe Euro zoneis
well below the respective size of the US markets (table 3). The breakdown by type of issuers
shows that bond financing is still weak in Europe compared to the US and even Japan. Non-
financia entitiesrely on borrowing from intermediaries, whilefinancial institutionsraise funds
in the bond markets. Banks actively pursue this policy by securitising their loans and buying
credit derivatives to transfer their credit risk onto institutional investors via special purpose
entities. Thisstructured financing entailstheissue of highly rated securities as collateral against
the asset-backed securities (ABS) and collateralised debt obligations (CDO) bought by the
ultimate investors (mutual funds and insurance companies). This type of indirect securities
financing creates chains of credit risk, which are changing the pattern of risk holding.

Integration in debt markets has brought about singleyield curvesin al countriesfor both
government bonds aswell as corporate debt. Government bonds have been converted into Euros
sincethefirst day of EMU (January 1% 1999). The process hasincluded outstanding debt aswell
asnew issues. By the second half of 1998, interest rates of the same maturity bonds had already
converged, with very low spreads. Thiswas anindication that the market was unconcerned about



shorter range, of up to two years, is under the influence of monetary policy. Instead of using
open market operations with Treasury bills, liquidity is provided to banks via repos and
periodical auctions. In dealing with commercia banks, the ESCB accepts a large range of
eligible private paper of no more than two-year maturity in high-quality corporate securities.
Futures contracts on these securities, which are traded in the most liquid markets, provide the
benchmark and shape the shorter range of the corporate yield curve. From two to ten years, the
benchmark comesfrom thefixed legs of highly-rated swaps. Thereason for benchmark statusis
that swaps have thelowest credit risk, limited to their replacement cost, because no exchange of
principal isinvolved. Hencethe swap market in Euro has gained international benchmark status.

Thisbenchmark isthe basisfor the market pricing of lower-rate and high-yield bondsthat
carry credit risk. The quality of this public risk assessment, as contrasted with the private
evaluation and monitoring of banks, largely depends upon the quality of the rating agencies. As
we shall see in the third part of the paper, thisis a weak link in a comprehensive prudential
framework based on market discipline.



changing pattern of financing in securities marketsis stimul ating adrastic restructuring of banks.
This dual process arises in an adverse environment created by the credit-induced boom-bust
cyclein asset markets. In stressful circumstances, bank strategies might well serve to increase
their risks instead of diminishing them, or transmitting risks to other financial institutions in
complex structures. The combination of market risksand shaky financial structuresamong banks
entails potentially systemic risk. These characteristics will be addressed in turn.

a. Therisksinvolved in bank restructuring.

Consolidation, conglomeration and extension into new businesslines mean that the nature
of risk ischanging inthe Euro area, making it more difficult to eval uate the possible repercussion
of adverse shocksto financial stability.

Facing strong competitive pressures on their traditional income-generating activities,
European banks responded by changing the structure of their balance sheets. On the liabilities
side, traditional deposits have shrunk (to the benefit of money market mutual funds and other
liabilities), while on the assets side they have developed trading activities and securitisation
operations. It followsthat their profitability has become more sensitive to market performance.

The case of the German banking industry is agood example of this sensitivity. Falling
prices on the equity markets and a deterioration in the economic climate have characterised the
years 2001-2002. Both factors have created increasing pressures on the profitability of German
banks. The decline in Stock market prices has shrunk commission fees. Proprietary trading has
turned non-profitable. Therising number of company insolvencies hasimplied amatching need
for risk provisioning. Only the decline in money market rates has allowed traditional banking
activitiesto generate an interest rate margin, which has exerted a stabilising influence on banking
performance, in so far as customers have demonstrated an increased propensity to deposit their
savings with banks. Generally however the return on equity declined significantly.

Table 4 Return on capital of individual categories of German banks

Pre-tax profit for thefinancial year (in brackets: after tax) as a percentage of the average
capital as shown in the balance sheet.

Category of | 1997 1998 1999 2000 2001

banks

All banks 12,75 19,34 11,22 9,32 (6,07) | 6,23 (4,59)
(6,47) (10,20) (6,51)

Large 7,38 (5,44) | 39,51 6,23 6,34 (7,23) | 4,96 (5,69)

commercial (19,24) (5,48

banks

Land banks | 10,90 11,69 10,61 8,14 (4,22) | 4,78 (4,01
(5,89) (6,54) (5,92

Saving 19,37 17,82 15,18 13,39 9,22 (5,08)

Banks (6,66) (6,52) (6,12) (6,02)

Source: Deutsche Bundesbank Monthly Report, September 2002.

The shape of European banking consolidation, primarily involving domestic mergers,
exacerbates the «too big to fail» concern because national governments want to protect their



national champions. In some countries, consolidation has created institutions whose liabilities
represent asignificant fraction of acountry’ s GDP. This «fait accompli» potentially complicates
the resolution of bank problems. It induces national authoritiesto adopt an attitude of tolerance
whenever they are confronted with insolvent banks. Credit Lyonnaisin France and Banesto in
Spain epitomise what should not be done in attempting a bank rescue.

But the future could be different. Some observers expect a second phase featuring cross-
border mergers [White (1998), Group of ten (2001), BIS (2000)] in search of global banking
[BIS Quarterly review march 2002]. If this scenario was to materialise, «too big to fail» policy
issues might be viewed differently. Two thorny scenarios could arise which would be prone to
conflictsof interest. Thefirst oneinvolvesafailureinlocally operating branchesor subsidiaries
of foreign banks, whose consequences are more important for the host country than for the home
country. Then thefailure of asubsidiary located in asmall country, while the bank headquarters
arein alarge country, will be more problematic for the former than the latter. But according to
the current «home country» rule, the workout isthe responsibility of the supervisory authorities,
or the central bank, of the large country, which can underestimate the consequences of afailure
in the small country. The second scenario stems from cross-border consolidation leading to the
emergence of pan-European banksthat arelargein relation to the European financial systemasa
whole. The weakness of the European level of supervision will complicate the coordination of
national authorities and could delay restructuring of an insolvent mega-bank.

-The E.U.’s Second Banking Directive establisheshome country control for the prudential
supervision of solvency and of major risks, and minimum harmonisation between countriesin
capital ratio, protection of investors and concentration of risks. So, as emphasized in our
scenarios, such adistribution of responsibilities could generate conflicts of interests between the
host and home countries.

The rapid growth of financial conglomerates, which cut across banking, securities and
insurance sectorsfrom possibly different countries, rai ses some additional prudential questions.
Cross-sector structures and operations may amplify existing risksin one specific sector, aswell
as create new risks. In relation to these prudential problems, linked with the development of
financia conglomerates, the following problems could arise: inadequate capital coverage, intra-
group contagion, large risk exposure hidden in unregulated special purpose vehicles, lack of
transparency in legal and managerial structure, supervisory arbitrage. The European
Commission, being aware of these «conglomerate» risks, hasrecently presented aproposal for a
directive that would introduce group-wide supervision of financial conglomerates. For thetime
being, however, this proposal does not question the existing institutional and geographic
European prudential framework.

b. The nexus of market and credit risks

Sincethetask of revising the Basel capital adequacy standard has entered the negotiating
phase between the official and thefinancial sectors, thefollowing principles appear to have been
accepted: Financial firms should be sensitive to market values and developments in their risk
management. Regulatory authorities should impose more stringent prudential requirements.
Disclosure and transparency should be substantially improved. Recourseto rating agencieswill
permit supervisors and the investing community to work hand in hand in order to reward «good»
and punish «bad» behaviour.

This theory is based upon a concept of risk which isregarded as a game against nature.
Each financia institution is viewed separately on its own. It has to manage its potential losses
duetorisk factorsdrawn fromitsown historical database. Thisisthe meteorological analogy. As
Danielsson and Shin put it, «the weather is unaffected by the predictions issued by weather



forecasters and the consequent actions that these forecasters generate.»

Inthefinancial sphere, the techniqueto ward off really bad weather isthe Vaue-at-Risk
(VaR) metric. The largest and most active financial institutions have extended its use from
market to credit risk. In tranquil conditions, whereby interactions between market participantsdo
not change much, it isundoubtedly a powerful tool. When safely applied, VaR makesavailablea
common metric to aggregate the impact of unexpected adverse variations via a variety of risk
factors. VaR is a probabilistic measure of the potential loss of a given portfolio that cannot be
overstepped more than a given percentage of the time within a predetermined horizon. It can be
the basis for provisioning against extreme variations of risk factors in the tail of their joint
distribution of probability. Therefore Vaue-at-Risk isauseful complementary measure to risk
management at the firm level, after portfolio management has eliminated idiosyncratic risk via
diversification and expected systematic risk has been adequately priced through risk premia.

Insofar astheidentification of risk factorsexogenousto thefinancial firmispossibleand
the time-independence of stochastic eventsrelevant, Value-at-Risk can bethefulcrum of internal
risk control systems. But thisis certainly not a safe assumption al the time.

In stressed situationsfinancial markets exhibit endogenousrisk, stemming from strategic
uncertainty about market participants' individual actions. Since price variationsareinfluenced by
their mutually reinforcing actions, shiftsin perceptions can magnify market risk. Extreme price
variations are the outcome of positive feedback effects, in cases where market liquidity driesup
because counterparties are forced out of the market by the pressure of one-way selling.

Consequently, in astressful environment thereisacrucial coordination problem that the
market cannot solve. Furthermore, insisting upon the use of internal risk control systems cum
market transparency makes markets unstable ( Morrisand Shin). It isamajor error on the part of
regulators to believe that market failures result solely from imperfect information. When
switching strategies are implemented in a market by reference to a common threshold,
transparency reducesthe diversity of opinionsand thusincreasesthe strength of auniform move.
The use of the same VaR models, which do not make allowance for strategic interactions,
causing similar responses to common shocks will trigger an abrupt rise in price volatility (
Persaud). In turn, this unexpected change leads VaR calculations to underestimate potential
losses due to extreme price variations.

Credit risk is also subject to strategic interaction. A simultaneous deterioration of credit
guality amongst a large number of credit institutions often arises in the financial cycle when
asset prices turn around after a credit-induced asset price boom has bust. An important
complementary strategy employed by banksinvolvestheir assessment of the migrationin credit
quality between rating classes. They areall highly pro-cyclical intheir judgment. The quality of
credit isperceived to be good in the upturn of the business cycle and degraded in the downturn.
This common attitude leads to macroeconomic switches in the regime of credit, engineered by
strategic interdependence: banks competeto increasetheir share of credit when their confidence
is high, whereas they are quick to shed as much risk as possible when their confidence is low.
Thereforein situationswhereby strategic i nterdependencies are frequent, making internal control
systems more sensitive to markets and focusing on transparency may well make financial
systems more unstable.

Endogenousrisk arises also in theinter-bank market and the underlying payment system.
This structure is a network of cross-liabilities which exposes any bank to counterpart risk.
Individual bank problems due to exogenous shocks or excessive risk taking can easily
reverberate to other banks along a chain of liabilities. A first round of defaults, which can be
labelled “fundamental’, insofar as they proceed from exogenous risk, may spill over into






sheets might have problems themselves, especialy if they also have a large share of their
portfolio invested in plummeting assets.

These potential financial disorders are present in Europe. They are concrete threats,
because financial systems in the different countries have undergone the sweeping changesin
financial integration and monetary unification described above. Banks have blended commercial
and investment banking. They have also woven close ties with insurance companies and have
expanded their facilities worldwide. Feedback effects between credit and market risk can work
within financial conglomerates as much as across markets.

Prudential regulation in Europe however is adjusting slowly. It lacks both a commonly
accepted theoretical foundation and acommon means of implementation. The national separation
of regulators has been preserved, and adisparity of institutional choices accentuated rather than
mitigated. Questions of principle arise asto what cautious regulation can achieve.

There seem to be two layers of active prudential policy. The first is micro-prudential
supervision. It covers the application of the general banking standards set out by the Basel
Committee. But thisisnot enough. The single market for financial servicesrequiresmultilateral
coordination amongst national supervisors. The second is macro-management of financial
stability. It is strongly influenced by the single currency. In contrast to the thorny problem of
dual crises (banking and foreign exchange), which are situations where the role of the lender of
last resort isamatter of controversy in principle, the potential for systemicrisk in EMU leadsto
the inescapable conclusion that the lender of last resort should be centralised. With a single
currency the payment system is fully integrated. The operating mechanism of emergency
liquidity interventionsis the same as the provision of liquidity in normal conditions.

Section |1 of this paper will describe the state of the art in relation to prudential policy in
Europe. We will gauge how far present practices are from the two-tier model, which should
provide a structure for a comprehensive financial safety net. This gap is largely due to the
vagaries of European politics, which display their weaknessin macroeconomic policy asmuch as
in defence and foreign policy. But it is also due to the incompleteness of integration. Such
integration is sufficiently advanced to accentuate interdependence of risks between financial
markets. Concentration in banking hasincreased vianational mergers. Retail banking faces stiff
barriers, which have hindered remote banking servicesin personal and real estateloans. Inthese
markets, integration does not proceed directly through the financing of borrowers, but indirectly
through thetransfer of risksin derivative markets. Thisisthelinkagethat reinforcesthe need for
a strong macro-management of market disturbances.

[l THE INSTITUTIONAL DILEMMA IN DESIGNING AN EUROPEAN-WIDE
FINANCIAL SAFETY NET

In Part | we have demonstrated that the current financial landscape in the Euro area
includes three main features. integration of markets which increases the risk of the propagation
of aliquidity crisis; consolidation of institutions both across product markets and, to agrowing
extent, across countries; and the creation of very largefinancial intermediarieswhich may appear
«too big to fail», complicating the resolution of troubled banks. These tendencies raise an
obvious question: isthe current supervisory structure adequate to stabilise an evolving banking
system that has become more concentrated, more integrated and more market-oriented?

This debate about the institutional structure for prudential policy has been going on for
years. In EMU it has a national as well as a regional dimension. This two-tier structure
complicates the debate. A first-best institutional structure is unattainable. Proposals of reform



must be limited to second-best solutions guided by a pragmatic approach and by a perspective
view consistent with current trends in the banking industry and the new risk profile of bank
portfolios.

1.1 Thecurrent institutional framework for European prudential policy
a. The national decentralization of supervision

The European Union’s supervisory and regulatory design is based on the principle of
subsidiarity. Consequently, the tasks of banking and financial supervision have been left to
domestic agencies. The present European prudential system is grounded on the minimal
harmonization of prudentia rules, as required by the Commission Directives on financial
regulation and the mutual recognition of national regulatory standards and practices. Indeed, the
second European Directive establishes the control of the home country for supervisory purposes
regarding solvency and the prevention of major riskson the one hand, aharmonization of capital
standards, risk diversification and investor protection rules on the other hand.

So, bank supervisionin the E.U. is based on two related pillars: the principle of mutual
recognition between national regulators and the principle of control by the home country. The
association of these two principles allows any bank coming under the prudential supervision of
one Member Stateto offer its servicesthroughout the E. U. by meansof asinglelicense. Thefull
supervisory responsibility belongsto the home country with just one notabl e exception -the host
country has the competence for monitoring the liquidity of foreign branches. This geographic
separation relating to the prudential supervision of financial intermediaries involves «the
abandonment of the coincidence between the area of jurisdiction of monetary policy and thearea
of jurisdiction of banking supervision. Theformer embraces the countriesthat have adopted the
Euro whilethe latter remains national .» [ Padoa Schioppa 1999]. Thereisno historical precedent
for such a separation between the two public functions of managing the currency and controlling
the banks, whose adjustments to monetary impulses constitute a fundamental channel in the
transmission of monetary policy.

A single financial market with a plurality of national supervisors requires close
cooperation among them to preserve the safety and soundness of the banking industry. But,
despite theincreased need of such amultilateral cooperation, it remainsvery weak. Cooperation
between banking supervisors takes place essentially on abilateral base through Memoranda of
Understanding (MoU). Thekey aimsof MoUsareto establish aregular exchange of information
between pairs of national supervisory authorities in order to supervise efficiently financial
institutions that conduct cross-border activities or maintain establishmentsin foreign countries

Multilateral cooperation is increasingly required to limit and/or to prevent the risks
caused by the trend toward larger, more diversified and more internationally oriented financial
groups. Unfortunately this mode of co-ordination is underdeveloped. It has been the
responsibility of a Group of Contact, which meets periodically to examine problems of common
interest. This Group of Contact, founded in 1972, brings together the supervisory authorities of
the EC. Its sporadic meetings (three times a year) constitute aform of multilateral cooperation
that deals with questions about the implementation of banking regulations and regulatory
practices. Since the creation of EMU it has been replaced by the Banking Supervisory
Committee of the ECB, where the national regulatorsof E.U. countries (central banks and other
agencies) arerepresented. This Committeeisthe main institutional channel which the ECB can



rely on to obtain information regarding thefinancial system. Its purposeisto promote the smooth
exchange of information between the Euro system and national regulators, and close cooperation
among national supervisors. It advisesthe ECB council onissuesfalling within the competence
of national central banks and affecting the stability of financial institutionsand markets. But, this
Committee does not possess the means to tackle emergency situations, nor is it able to make
decisions on emergency liquidity assistance. This Committee, which iswithout apermanent staff
and meetsjust afew timesayear, isdedicated to studying long-run macro-prudential questions.
Consequently, the ECB lacks adetailed knowledge of market exposures and spill-over effectsin
real timethat should be available to make an informed diagnosis of a systemic event originating
in a particular market.

b. organizational structure of prudential policy at the national level

A review of the decentralized supervisory architecture in Europe raises the question of
the optimal institutional structure at the national level. At the present time, each country has a
bank supervisory agency whichin most cases maintains strong linkswith the central bank. There
are 6 countriesin which the central bank is the main banking supervisor (Greece, Ireland, Italy,
Spain, Netherlands and Portugal ). Banking supervision isrun by independent agencies, although
in cooperation with the central bank, in Germany, Belgium, Denmark, Finland, Luxembourg,
Sweden and the United Kingdom. In France the responsibility is divided between the banking
regulator and the central bank. In Austria, agovernment department isresponsible for thistask.
Supervision of theinsuranceindustry isusually entrusted to a separate institution. Supervision of
securities trading is often allocated to the banking supervisor although there are cases where a
separate agency isresponsible.

Under the European investment services directive, which was implemented in 1996 to
level the playing field in prudential regulation between banks and investment firms, investment
firmsmay be brought within the scope of responsibility of bank supervisors. Although there have
been caseswhere the responsibility of bank supervisors has been extended to securitiesactivities,
financial supervisionin member statesremainslargely segmented. Some E.U. countries such as
the United Kingdom, Finland, Sweden and Denmark have moved to an integrated supervisory
authority with consolidated responsibility over thefull range of financial intermediaries (banks,
insurance companies and investment firms). Thisreform was primarily aresponseto anumber of
financial failures which were arguably caused by weaknesses in the institutional model of
supervision. The increasingly blurred boundaries between financial activities also provide a
plausible justification of thistrend. The United Kingdom offers a prime example. The Bank of
England Act, enacted in October 1997, set up the Financial Services Authority (FSA) with
responsibility for the supervision of securities markets and other financial intermediaries. Inthe
event of crisis, the Bank of England and the FSA work closely and coordinatetheir actions. They
have signed a Memorandum of Understanding with the UK Treasury defining their respective
responsibilities: The signatories agreeto shareinformation, in particular the Bank of Englandis
granted rights of complete and free access to supervisory reports, whereas the Treasury retains
the right to refuse a bailout action.

Several arguments can be proposed for and against both models of supervision (unified
financial supervisor or specialized supervisors) [Abrams R. And Taylor (2000), Goodhart and
alii (1997), Goodhart (2000)].

The case for a single supervisory authority relies on several arguments:

i) It cangenerate economiesof scope (or synergies) by pooling the expertise of different
functional supervisorsand guaranteeing their cooperation. It can a so achieve economiesof scale
through shared resources.



i) It is an advantage to have a structure that mirrors the business of the regulated
financia institutions. A single conglomerate regulator might be able to supervise the full range
of an institution’s business more effectively and might be able to detect potential solvency
problems arising in different, but linked, parts of the business.

iii) A unified regulator will be able to avoid problems of supervisory arbitrage which
occurswhen financia institutions are monitored by different authorities despite offering similar
products and services, thus promoting competitive neutrality.

iv) A unified agency may respond more effectively to market developments or
innovations, becauseit can introduce regulatory standards which are more flexible than those set
out by separate specialized agencies.

v) By reducing the number of authoritiesand homogenising their structure, cooperation
among national supervisors may improve.

The case against a mega-regulator is also quite sensible:

1) The risk profile and the nature of business remain substantially different across
sectors and an excessi ve homogeni sati on across heterogeneous activities could impair the overall
quality of supervision. Asaresult, economies of scopearelikely to be much lesssignificant than
economies of scale.

i) Itwill bedifficult for aunified agency to achieve an appropriate balance between the
different objectives of regulation. Significant inconsistencies may emerge within the single
agency in relation to the different aspects of regulation (systemic, prudential and protection of
the consumer). The lack of clear focus on the objectives and rationale of regulation can
undermine the accountability of the institution.

iii) A very powerful supervisor couldincrease moral hazard if the public assumesthat all
creditorsof any intermediary monitored by asingle supervisor receive equal protection. A mega-
regulator can create the illusion of an important extension of the safety net and therefore can
reduce the incentives for financial institutions to manage their own business prudently.

Be that as it may, it is impossible for the time being to impose a similar institutional
solution on all the member states. Theinstitutional design remainsasovereign prerogative. The
crucial mechanism for supervising financial conglomerates efficiently isaclear agreement that
assigns alead regulator. At the multilateral level, the Joint Forum on Financial Conglomerates
was created in early 1996. This Forum has examined waysto reinforce supervisory coordination,
including the criteria to identify a coordinator of the supervisory process. Organising a
permanent dial ogue between supervisors of banks, investment houses and insurance companies
is a second best way to supervise financial conglomerates. It is not a unification of financial
prudential policy under the auspices of a European institution .

I1.2 Arethe existing arrangements adequate?

a. The Brouwer Reports

With the double separation (geographical and functional) between central banking and
banking supervision and the absence of any explicit reference to «who is responsible for the
European financial system as a whole», concern has been raised about the adequacy of current
arrangements for the prevention and management of potentially systemic crises. In responseto
these doubts, the ECOFIN Council reviewed existing arrangements and concluded that the
current design for prudential supervision islargely adequate. This conclusion was based on two



separate reports on financial stability (i.e. the so-called «Brouwer Reports») carried out by a
working group of the E.U. Economic and Financial Committee chaired by the Dutch Deputy
Governor Henk Brouwer. The first report was published in April 2000 and focused on
arrangements for the prevention of financial crises. The second report was published in April
2001 and was dedicated to the management of financial crises. These reports provide a
favourable assessment of current arrangements both for the prevention and the management of
financia crises. They indicate however that there is still scope for improvement. The main
recommendations are the following:

1) Strengthening cross-sector cooperation at the international level and a greater
use of alead supervisor for large cross-border/cross-sector financial groups. More precisaly, for
the major financial institutions (including conglomerates) which are domiciled in the E.U.,
agreement should be reached on the lead regulator, defining its responsibilities including
information gathering and communication.

i) Improving the exchange of information on the major financial institutions and
market trends amongst different supervisory authorities and between supervisors and central
banks. Supervisory authorities should further develop Memorandaof Understanding to deal more
concretely with issues related to crisis management, including the procedure for exchanging
information when amajor financial institution runsinto trouble

iii) Ensuring that the risk control systems of banks and other financial entitiesare
ableto generaterel evant and accurate information on their financial position at short notice. For
this purpose, mgjor financial intermediaries should perform stress tests and should share
regularly the results with their main supervisors.

iv) Working on the convergence of supervisory practicesto enhancethe efficiency
of supervisorsinvolved in monitoring cross-border financial institutions.

So, while the scope for improvement in the functioning of current organisational
arrangements is recognized by the Brouwer reports, the arrangements themselves are seen as
adequate. Thisconclusionis, however, conditional upon thefact that until now the consolidation
of financial institutions has largely been confined within national borders. In so doing these
reports are, we believe, generally too optimistic and lack a forward-looking view. They
underestimate likely structural changes in European financial markets and the potential for
systemic risk associated with these trends. They overestimate the ability of present arrangements
to deal with the increasing capital market orientation of large, globally connected, financial
ingtitutions, where | osses can arise and propagate quickly and where responses must betimely to
be successful.

b A two-tier regulatory model for Europe.

Theforegoing discussion hasidentified four alternative broad approachesto the structure
of prudential regulation: institutional, by a mega-regulator, functional and by objectives -or
finalities-. Intheinstitutional approach, regulationisdirected at individual financial institutions
irrespective of the mix of their businesses. The megaregulator model is based on the
establishment of asingle supervisory authority, other than the central bank, with responsibilities
over al marketsand intermediaries, regardless of whether they operate in the banking, financial
or insurance sector. The costs and advantages of these two cases were discussed above. The
functional approach focuses on the business undertaken by institutions irrespective of which
ingtitutions are involved. This approach has the advantage of requiring the same rules to be



applied to al intermediaries who perform the same activity of financial intermediation. It
enhancesregulatory neutrality. For instance, lifeinsuranceisregulated asan activity in the same
way regardless of whether banks or insurance companies are conducting the business. Themain
problem with functional supervision is that the position of the institution as a whole may be
difficult to evaluate and control, especially with respect to solvency. The ultimate criterion for
devising astructure of regulatory agenciesisthe effectiveness of regulation in meeting itsbasic
objectives, which can be defined as prudential, systemic and conduct of business finalities.

The organizational structure of prudential policy remainsat the national level; andit can
easily be argued that supervision of individual institutionsis best carried out at the level closest
tothefinancial intermediaries concerned. Member countries have adopted different arrangements
but thetraditional institutional model isstill prominent, evenif recent movesto the establishment
of mega-regulators have occurred in some countries. No European country has chosen the
functional supervision model yet.

Building upon existing arrangements, a two-tier architecture guaranteeing the financial
stability in Europe could be devised. The micro-stability objective could continue to be
implemented at the national level, with a necessary reinforcement of cooperation between
supervisors, both cross-border and cross-sector, applied to complex financia groups. For the
implementation of this prudential objective, we agree with the conclusions of the Brouwer
reports. It istoo early and probably inefficient to create one single mega-European regulator.
Nevertheless, the increased potential for contagion resulting from closer linkages among
European financial institutions and markets, and the impediments to an efficient coordination
process, raise the question of a centralized supervisory agency for systemic concerns. Such a
systemic agency could be an independent institution. In that respect, two characteristics of the
ECB call for the establishment of close links between this agency and the ECB. First, the ECB
has already a mandate to ensure the smooth functioning of the TARGET payments system,
which absorbs all financial shocks and provides timely information about inter-bank transfers.
Second, the ECB, defacto, would haveto play therole of alender of last resort in the event of a
common flight to liquidity. These arguments will be developed in the next section.

In addition to the establishment of an observatory of systemic risk, we propose the
creation of an agency for transparency. Thereason for such an authority at the European level is
the increasing use of market discipline as a driving force towards safety and soundness,
complementary to bank supervision and regulation. The Basel Committee of Banking
Supervision has proposed athree-pillar approach for strengthening financial stability: regulatory
capital standards, bank supervision and market discipline. Effective market discipline dependson
market participants having information about the risks and the financial conditions of banksand
other financial intermediaries. Market discipline cannot work without some transparency.
Transparency in financial intermediation isaprerequisite for stakeholders (equity holders, debt
holders and other counterparties), aswell asfor securities analysts and rating agencies, to assess
an institution’s current financial conditions, prospects for future earnings and risks. That
assessment depends, in turn, on the extent and quality of disclosure, which refersto the public
release of information about the individual financial condition and performance of institutions,
i.e. the current value of assets and the cash flow requirements associated with liabilities. It also
relies on information about risk exposures, risk management processes, control procedures and
business strategies.

Markets are characterised by achronic tendency to under-supply information for effective
financia discipline. The main reason is easy to understand: the costs of producing information
are concentrated while the benefits are diffused and not easily appropriated by the producers.
Thereisaconflict of interest between users and suppliers of funds regarding the production of



relevant information. Increasing competitive pressures exacerbate this-antagonism. The gap
between individual and collective interests typically leads to public intervention. That is why
disclosure practicesin banking are shaped by regulation. Regulatory standards apply to publicly
available financial statements and other financial information, as well as to bank regulatory
reports. Enhancing the process of disclosureiswithin theremit of standard setting agencies. For
that reason, an agency at the European level should be created with responsibility for assessing
and extending transparency, the protection of investors, and disclosure requirements of financial
intermediaries, aswell as the harmonisation of rulesin thisfield. The proposed authority could
set out standards of market discipline for the entire single market, and thereby drastically limit
competitive distortions due to different national disclosure requirements (figure 2).

I1.3 Links between financial supervision and the lender of last resort.

Asregardsliquidity assistanceto financial systems, therole of central bankshasevolved
over time. Inthe X1X° century, central bankswere privately owned and not considered assuch a
leader by the financial community, because they were competitorsin theloan market. Moreover,
the notion of prudential policy was unknown. The need for emergency liquidity under stress
emerged, however, after the devastating financial crisisof 1867 in London. Bagehot' sinfluential
writingsrai sed awareness of the special responsibility of the Bank of England at atime of crisis.
Thefirst trend towards financia globalization, over the next forty years until 1913, occurred at
the same time as the concept of the lender of last resort was accepted in the most financially
advanced countries of Europe, in stark contrast with the US.

In the interwar period, the hands-off policy of the Fed in the midst of widespread bank
distress greatly worsened the great depression, which destroyed the international financial
system. National systemswere overhauled, with the application of strict banking regulationsand
foreign capital controls. They thrived until well after World War |1 and allowed the high growth
regime to be easily financed. Since the potential for financial crisiswas mainly concentrated in
large banks and systemic risk could arise only in theinter-bank market, the principle of «too big
to fail» became generally accepted. Mora hazard was counteracted by interest rate regulation,
credit control and bank supervision. Consequently banking policy was separated from monetary

policy.
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The second trend towards financial globalization started in the early 1980's, and has
continued to affect financial marketsfor nearly two decades. It has undermined banking policy
by blurring the dividing linesin financial intermediation. The «too big to fail>» principle has not
receded. But at critical times, central banks have had to extend their umbrellato wider areas of
finance. Thishasentailed atwin shift in the position of central banks. On the one hand, they have
retreated from direct responsibility in supervisory activities, asdocumented above. On the other
hand, concern about macro-financia stability has surfaced again in the design of monetary
policy.

In caseswhereacentral bank has maintained an overall responsibility regarding financial
stability, while simultaneously being deprived of supervisory responsibility stricto sensu,
complicated relationships have arisen. Thishas|ed to tension between the function of the lender
of last resort( LOLR), which has the money-creating power, and the function of the supervisory
authorities, which have theinformation, and a so the government, which can be affected by crisis
management. A network of communication must be carefully designed.

In EMU an additional layer of complexity arises. There are national central bankswhich
are part of the ESCB, national governments with fiscal authority; no central budget for
restructuring financial firms, large disparities in national supervisory systems. Against this
background, which makes it difficult to handle European-wide systemic risk, the Maastricht
treaty has been reluctant to grant the ECB a LOLR role.

The causes of thisaretwofold, and were already mentioned in theintroduction. Thefirst
reason is doctrinal. In Continental Europe, monetary authorities have a different view from
Anglo-Saxon countries, because financial intermediaries, (rather than markets), play the
dominant role. An uncompromising monetarism was supported for much longer in the former
countries. There was a fear that an unambiguous LOLR responsibility would undermine the
overriding principle of price stability. Therefore ambiguity was claimed to be constructive,
especially to ward off moral hazard. The second reason is political and embodied in the concept
of subsidiarity, according to which banking crises at the national |evel must be dealt with inside
national borders. It also suited the privileges of national central bankswhich were eager toretain
as many independent functions as possible. They were backed by national governments, which
were reluctant to abandon their upper hand in bank restructuring insofar as national interests
were at stake, and there were also fiscal implications.

Therecognition, however, of theneed for aL OL R responsibility at the ECB iscrucial for
maintaining financial stability. This was demonstrated in the aftermath of the systemic event
triggered by the 2001 terrorist attack, which will be discussed in section I11.2. In that respect, a
number of questions arises: on what principles should the LOLR function be performed? Who
should take the initiative? How should the relevant information be transmitted?

a. Principles underlying a comprehensive framework.



National central bankers argue that they should retain their full prerogatives at times of
crisis because, in their view, financial instability can be handled in, and confined to, a single
country. Were their view to be justified, it would greatly reduce the need for gathering
information, and sharing burdens, and would simplify decision-making. However, in an
integrated financial system, the national central bankers' version of the principle of subsidiarity
isonly compatiblewith an unlikely combination of effective supervision of financial ingtitutions
at the national level, and perfect capital markets linking those institutions in EMU. But recent
financia history has shown that markets are prone to endogenous risk when cross-border
counterparties are involved. Liquidity shortages in these European-wide markets cannot be
handled by a national central bank alone.

Fromthisit followsthat anational autonomy in prudential policy iscompatiblewith the
efficiency of the European financial system under normal conditions, but it isnot consistent with
safety in cases of systemic risk. Table 5 contains asummary of necessary changesto prudential
policy to ensure the safety of financial systems which move from separation to integration.

Table5: Typesof prudential policy in Europe

Type 1 Autonomy + Type 2 Autonomy + Type 3 Safety + Efficiency

Safety Efficiency

Ways and Means of Ways and Means of Ways and Means of

prudential regulation : prudential regulation : prudential regulation :

_ Capital controls _ Partial harmonization of | _ Network of nationa

_ National supervision and | prudential standards supervisors coordinated in

LOLR _Minimal _ Heterogeneous models the Banking Supervision

coordination on cross- for the supervision of Committee _ A Pan-

border payment systems banks and other financial European observatory of
institutions _ Bilateral systemicrisk _ The ECB
episodic cooperation asthe lender of last resort

structured in Memoranda
of Understanding

Financia systemsprior to | Financial liberalization Monetary and Financial
the Single Market and integration since the Integration in EMU
launching of the Single
Market to EMU

Despite the abolition of capital controlsand progressin financial liberalization from the
mid-80's onwards, prudential regulation has lagged behind. Type 2 fragile financial systems
originated in the late 80’s. In the early 90's, asset market-induced banking crises erupted in
nearly every European country. The symptoms of inefficient prudential policy, which sacrificed
financial safety at high social cost, were inadequate bank supervision, excessive tolerance, and
hesitation in resolving the insolvency problems of credit institutions. In stimulating the
integration of financial markets and the deeper involvement of banks in financial markets, the
advent of EMU raises even greater financial safety concerns. A movetowardstype 3 prudential
regulation must be on the agenda, in spite of national supervisors and central bankers pleading
for inaction to preserve their national acquis.



b. Conducting lender-of-last-resort operations

Drawing from thefirst section of this paper, financial crisis management should adopt a
European perspective in the following circumstances:

A general deteriorationinfinancial conditions causing amassivelossof liquidity,
as occurred in dollar markets in 1998 after the Russian bankruptcy.

A large bank failure, or multiple failures in the banking sector, which trigger
externdities through payment systems or securities markets and create endemic financial

fragility.

A crash in a securities or derivatives market, which brings a need for liquidity
|nject|ons and causes a deterioration in bank balance sheets via margin calls, capital
requirements and collapses in collateral values.

In these cases the responsibility of the ESCB asthe lender of last resort for EMU should
be acknowledged and never doubted. On the contrary, allocating the LOLR function to national
central banks, on their own responsibility and on an ad hoc basis, is utterly inappropriate in the
light of the closeimplicationsof the LOLR function for monetary policy. Regardless of whoisto
technically perform the liquidity injection, the ESCB should always retain the power of final
decision. Ultimate decision-making responsibility should therefore be vested on the Governing
Council of ECB which should have emergency powers to activate LOLR facilities.

Depending upon the type of financial crisis, the process may beinitiated in a particul ar
country, or financial centre. The unfolding crisismay aso beorat181C0.12w 1n



critical systemic position, can be dealt with by the central bank of its home country or by the
central bank of the country where the problem islocated. In any case, the power to decide rests
with the ECB council. Rescue operations of that kind are not frequent and for that reason the
intervention could rely on standing facilities, amarginal -lending facility suitablefor emergency
lending or a US-style discount window.

Inany case, transnational externaliities, involving systemicrisk inasingle monetary area
can only beinternalised by a systemic regulator at the transnational level, namely the European
System of Central Banks. Marginal facilities are preferred because they use the same channel
which is used to supply very short run financing in the inter-bank settlement system. The
transactions between commercial banks and central banks of the ESCB are collateralised repos
rather than outright purchases of securities. It is closer to the operating procedures of liquidity
provision because monetary policy does not use open market operations. Liquidity issupplied to
the banking system viaalarge range of private paper. In emergency situations, the heads of the
ECB can aways decide to broaden the range of eligible paper and instruct any of the national
central banks to conduct similar repo transactions if needed.

C. A supportive environment for the lender of last resort.

To deal with developing crises, the ESCB must be able to operate an extensive network
of communication among variousinstitutions at the national and European level. Figure 2 depicts
such a comprehensive framework.

Figure 3. Designing a crisis management system
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Part of the framework results from our earlier analysisin this section. Bank and market
supervisors are now often distinct from central banks for reasons indicated in our discussion of
the present doctrinal foundations of supervision. We have also advocated a two-tier system of
supervision. Hence, figure 2 describes the lines of horizontal communication both within a



country and between countries. It also depicts vertical lines of communication. On the side of
supervision, national supervisors are coordinated under the authority of the European Bank
Supervision Committee whose powers should be substantially enlarged. It should be endowed
with permanent staff with responsibility to coordinate the collection, processing and aggregation
of information supplied by national supervisors. Regarding the central banks, the two-tier
organisation is embodied in the structure of the ESCB.

The significant innovation that we propose, in figure 3, isthe creation of an observatory
of systemic risk at the European level. An observatory of systemic risk would be particularly
useful precisely because we know very little of the details of the process of contagion, the weak
linksin financial conglomerates, the preliminary indicators of market liquidity shortagesand the
process of deterioration of market confidence. The ECB Governing Council would greatly
benefit from an agency capable of following, understanding and interpreting European-wide
market developments. It would also enhance the reliability of the diagnosis of an unfolding
systemic event.

With access to information generated in financial centres and transmitted to national
central banks and supervisors, the observatory would be in a position to assess the consolidated
exposure of the main market makerswith operationsin several integrated markets. Normally, the
observatory would work as a warning agency and a research centre on the implications for
systemic risk of the development of financial markets in Europe. In times of crisis, the
observatory would assist the ECB board and council of governorsto arrive at a diagnosis and
work out a mode of intervention to deal with aliquidity crisis at the most appropriate Hnpact
point. It could also help the Council to coordinate rescue operations for major bank failures
involving more than one country and central bank.

[11 POLICY ISSUESIN STRENTHENING PRUDENTIAL MANAGEMENT IN
EUROPE.

Policy issuestraditionally distinguish between crisis prevention and crisis management.
Prevention can further be separated into market discipline and supervision. Market disciplineis
enhanced by the quality and the availability of information to market participants. In thisrespect
therole of rating agenciesiscrucial, but they have considerable weaknesses; and policieswhich
would induce them to improve their performance need emphasis. Supervision involves
fieldwork, especially with the never-ending revisions to capital standards. The introduction of
prompt corrective action in the USA, as part of the reform of the Federal Deposit Insurance
system, has been well-designed, and could beneficially be copied el sewhere. Crisismanagement
can also be separated into the provision of lender-of-last-resort facilities and the resolution of
bank problems. With regard to the former, the changing function of the lender of last resortina
market-led financial system should be emphasised. Thelatter involvesthe expenditure of public
fundsand, therefore, we ought to stressthe lack of afederal budget and the artificial restraints of
the stability pact.

[11.1Risk prevention: capital provision, rating agencies, insurancedeposit schemes.

In this subsection we focus on the elements of micro-prudential policy which are most
susceptible to change, either because reform is under way (capital provision) or because a
significant improvement is much needed (rating agencies and deposit insurance).

a. European Deposit Insurance



The 1994 European directive on deposit insurance mandated the creation of a formal
system of deposit insurance meeting certain minimum criteriabefore 1995. The obligation of EU
member statesto introduce aclearly defined deposit insurance scheme, (entailing the mandatory
participation of banks and the requirement for aminimum level of guarantee of Euro 20 000_ per
individual) is a major achievement. In response to the Directive, three countries (Greece,
Portugal and Sweden), which did not have any system before, introduced deposit insurance and
four countries (Belgium, Ireland, L uxembourg and the Netherland), which had acoverage lower
than 20 000 euros, raised it. None of the EU Schemes guarantees inter-bank deposits. In effect,
corporate deposits, which normally much exceed the limit of 20000, are also outside the scope of
mandatory protection (table 6).

These harmonised standards, however, do not suffice to ensure the soundness of the
European deposit insurance system. The Directive does not impose requirements relating to ex-
ante funding, public or private administration, a risk-based premium system, etc. And yet, the
introduction of the single European currency and a common prudential policy at the EU level
require the establishment of a well-designed deposit insurance system.



The principles of home country regulation and mutual recognition- subject to minimum
standards - are the backbone of EU banking regulation, including deposit insurance. Further
progress can however be made. For instance, the EU deposit insurance directive does not
determine whether the deposit insurance should be organised by a public or aprivateinstitution.
The amount of the deposit insurance premium is also not prescribed. The lack of harmonisation
in those cases may stimulate international regulatory competition, whereby the amount of
mandatory deposit insurance premium becomes the subject of competition among EU countries.
In the implementation of the first and second banking directives, EU banks enjoy the right of
establishment and freedom to provide financial services throughout Europe. A permanent
physical establishment in the recipient country may take the form of either a branch or a
subsidiary. According to the Deposit Insurance Directive, overseas branches are within the scope
of application of «home country» deposit insurance schemes, whereas overseas subsidiaries must
join the scheme of the host country. In other words, overseas branches operate under adifferent
deposit insurance scheme than their domestic competitors. This rule may trigger regulatory
competition in the field of deposit insurance in Europe. Deposits in overseas branches are
recorded asexternal liabilities of the home country of the bank, although from the perspective of
the depositor they constitute domestic deposits. In addition to theregulatory distortion, whichis
caused by this accounting peculiarity, the «home country» is put in position of competitive
advantage vis-a-vis the «host» jurisdiction.

In the absence of fiscal federalism, afederal deposit insurance systemisnot conceivable.
It is nevertheless possible to impose a public system of deposit insurance as opposed to the
current situation whereby member states may choose between a privately-run insurance system,
managed by banks, and a state-managed system. Similarly, it is conceivable and desirable to
impose an ex-ante financing scheme aswell asarisk-based premium system. Ex-post financing
systems, whereby financial institutions contribute funds after a bank failure, are generaly
favoured by banks but they do not provide appropriate incentives regarding the basis for
cal culating the premium amounts. Among the possible techniquesfor adjusting premiatorisks, a
plausible option would be to link the criteria of capitalisation and rating. Thisis the approach
applied in the U.S by the F.D.I.C. These proposed three adjustments of the Deposit Insurance
Directive would be essential, if the responsibilities of deposit insurance funds vis-a-vis rescue
operations were to be extended. This approach isjustified by the burden imposed on insurance
fundsin cases of bank failure.

Table 6: Deposit Insurance System featuresin EU countries

Countries | First Coverag | Foreign | Interban | Status
establishe | elimit currenc | k Funding
d (in y deposits
Euros) deposits | covered
cover ed
Austria 1979 20 000 No No Private Unfunde
d
Belgium 1974 20 000 No No Mixed Funded
(private/public)




Denmark 1988 40 000 Yes No Private Funded
Finland 1999 25 000 Yes No Private Funded
France 1980 (i) 70000 No No Private Funded
Germany 1966 20 000 Yes No Private/equivale | Funded
nt
Greece 1995 20 000 No No Public/private Funded
Ireland 1989 20 No No Public Funded
000(ii)
[taly 1987 103000 ] Yes No Private (LjJnfunde
L uxembour | 1989 20 000 Private
g
Netherland | 1979 20 000 Yes No Private (LjJnfunde
Portugal 1995 25 000 Yes No Public/private Funded
Spain 1977 20 000 No No Mixed Funded
Sweden 1996 25000 Yes No Public Funded
U-K 1982 22 000 No No Public !\_/_I_i)xed
11

reformed in 1999.

The public scheme providesacoverageupto 20000, but the private scheme(on avoluntary basis) provides
a coverage up to 0.3%of the available capital of the bank for each depositor.

Thereisan initia contribution and ex-post funding when needed.

Sour ces :- Reint Gropp and Jukka Vesala, 2001, Deposit Insurance and moral hazard: does the
counterfactual matter ?, March , European Central Bank, Working Paper N°47- Agnes Belaisch, Laura Kodres,
Joaguim Levy and Angel Ubide, 2001, Euro-Area Banking at the Crossroads, IMF Working Paper, March,
WP/01/28.- Charles Cornut, 2000, L e Fonds de garantie des dépbts, Revue d’ Economie Financiére, N°60.

b. Capital Provision.

The proposal of the Basel Committee of Banking Supervision (1999-2001), and the
equivalent one of the European Commission (1999-2001), are divided into three « pillars». Pillar
| dealswith changesto the current framework regarding the cal cul ation of minimum regulatory
capital requirements. The new method purportsto achieve abetter alignment of capital with the
actual risk profile of banking activities. The new framework maintains the current definition of
capital, as well as the minimum requirement of an 8% ratio of capital to risk-weighted assets.
The reform focuses on improvements in the measurement of risks, i.e. the calculation of the
denominator of the capital ratio. The measurement of market risk is not addressed. The main
aspects of the project relate to the treatment of credit risk and theincorporation of ameasurement
for operationa risk. The current computation method for risk-weighted assets is highly
conventional and mechanistic. Individua risk weightings depend on broad categories of



borrowers - i.e. sovereigns (with a distinction between OECD members and non-members),
banks or corporate entities -. The risk-sensitivity of the reformed framework will be enhanced.
For the measurement of credit risk two options have been proposed: the standardised approach
(S.A.) andtheinternal ratings-based approach (IRBA). For the former, risk weightings areto be
refined by referenceto arating provided by an external credit assessment institution, i.e. arating
agency. For instance, for corporate lending, the existing accord provides only onerisk weighting
category of 100%, but the standard approach will providefour categories (20%, 50%, 100% and
150%). In relation to the latter, under the new proposals banks will be alowed to assess the
credit risk profile of their portfolios by using their own interna ratings of borrower
creditworthiness, subject to supervisory approval. This approach is further divided into two
options: the foundation approach and the advanced approach, which relies even more on the
ingtitutions’ own estimates of the risk profile of their credit portfolios.

Pillar Il purportsto upgrade the process of supervisory review. Supervisorsare required
to understand precisely how banks handleinternal processes of risk management and allocation
of capital. Supervisorswill be responsible for assessing whether the bank’ sinternal process of
capital measurement reflectsitsindividual risk profile. If, in the supervisor’ s view, the internal
processfailsto accurately reflect the actual risks, supervisorsare given the power to set ahigher
standard than the minimum capital requirement. So one consequence of therevisionto the 1988
accord - the so-called Cookeratio - will be adrastic change in the nature of bank control. The
practical advantage of the Cookeratioisitssimple, amost rudimentary, nature: The supervisor's
task is to verify the adequacy of the level of regulatory capital vis-a-vis the designated risk-
welghted assets. Under the new ratio, supervisorswill beless concerned with the verification of
compliance with capital standards and more concerned with the assessment of the quality of
internal bank models and control processes. They will ideally become expertsin internal bank
control. Due to the high degree of financial integration in Europe, supervisors should adopt
common methods of validation to avoid therisk of competitive distortions due to heterogeneous
criteriafor assessing internal models.

Pillar 111 purports to improve market discipline by means of enhanced disclosure on the
part of credit institutions. It is hoped that improved standards of disclosure will enhance the
soundness of the overall framework. There may be, however, potentially adverse effects, which
should not be underestimated. At the macro-economic level, more sensitive capital requirements
could produce pro-cyclical effects which would exacerbate business fluctuations. In practice,
after an adverse shock to demand, banks would have to adjust their cyclical loan losses and the
resulting declinein their capital by rationing available credit. Effects of that typewould occur in
part because banks’ internal models of risk assessment are not suitablefor handling endogenous
risks which are produced from individual banks own reaction to deteriorating asset quality. At
the microeconomic level, banks could use an IRBA subject to supervisory approval on a
voluntary basis. Potentially, thisentailsarisk of sub-optimal selection of the employed internal
method of rating, which may lead to a deterioration of aggregate capital levelsin the banking
system. Thus the internal rating-based approached may be used solely by those institutions,
which would benefit therefromin terms of reduced capital requirements, whereasthe remainder
will opt for the standardised approach.

C. rating agencies

Asaresult of thiscapital standard reform, the demand for external credit ratingswill rise,
particularly if the use of the IRBA remains limited. Those developments will substantially
enhance the influence of rating agencies in prudential issues. Already, a growing number of
regulators systematically base their estimates of bank solvency on external ratings. The
dissemination of information for prudential purposes demonstrates the de facto contribution of



rating agencies to market efficiency. Rating agencies are known to reduce informational
asymmetries between lenders and borrowers, aswell asthe costs of obtaining information. This
role matches one of the pillars of the new international prudential framework, namely the
improvement of practices of corporate disclosure. Market discipline may be achieved only if
critical information is accessibleto all market players. The benefits of enhanced disclosure al'so
rely on the existence of well-informed observers of financial markets. Were regulators to
approve of the opinion of rating agencies, investors would probably regard the agency’s
assessment as a benchmark akin to a public good.

Under the new prudential framework, the role of rating agencies could be even more
important. The assessment of internal methods of control will extend beyond the quality of the
models employed into other questions, including the involvement of senior management, the
separation between operating and auditing functions, and the existence of checksand balances at
all levels of the organisation. Supervisors will also ascertain whether operational risks which
may be attributed to organisational deficiencies have been addressed. A number of bank crises,
particularly in derivatives markets, originated in sub-optimal organisational arrangementswhich
failed to provide a dua level of control for the execution and the settlement of transactions.
Deficiencies of that kind create opportunitiesfor fraud and hiding losses. Thefailure of Barings
Bank is atextbook case.

Whether rating agencies are able to assess the quality of the organisational aspects of
internal control is questionable at present. On many occasions, rating agencies have failed to
perform their functions adequately because they have used market prices as indicators of
soundness rather than carrying out a more profound analysis. In those cases, the view of rating
agencies is a mere reflection of market perceptions and for that reason #-is of questionable
quality for prudential purposes. The oligopolistic structure of the ratings market and the fact that
their fees are paid by the very subjects of assessment raise obvious questions of conflicting
interests and collusive practices.

It follows that the enhanced role of rating agencies in the performance of prudential
control should be complemented by substantial reform in their status and operations, due to the
virtually «public good» nature of their services. To prevent conflicts of interest relating to the
reliance of rating agencies on audited financial institutions, the former should be afforded the
status of quasi-public institutions with ultimate accountability to prudential authorities. Their
activity should be financed by atax paid by all credit institutions. The proposed reform would
break the problematic mutual reliance between the examiner and the examinee. As corollary,
recourse to rating agencies should be made compulsory, regardless of the size and the range of
business of credit institutions.

The proposed reform should be implemented at the European level. For a number of
reasons, the emergence of European rating agencies has to be encouraged by a European
accreditation system under the authority of European supervisors. These are several arguments
for having a specifically European agency, or agencies. The further integration of European
financial marketswill require the ratings agenciesto maintain permanent contacts with European
private agents. It is essential for the ratings agencies to enhance their understanding of the
microstructure of markets and to acquire amore profound expertise on the variety of European
accounting methods. Last but not |east, the accreditation of European agenciesis also hecessary
from the point of view of multi-ratings, which are currently dominated by the duopoly formed by
the two leading North American agencies.



[11.2. Criss management: the multi-faceted lender of last resort.

Asdemonstrated in the first section, systemic risk may be due to the operations of large
value payment and settlement systems, to substantial losseswithin aglobal financial group and
toliquidity shortagesin afinancial market. Any of those episodesis capable of spreading across
bordersand national jurisdictions. It israrely understood inthe academic literature that financial
globalisation has altered the LOLR role of central banks. The debate is still conducted in the
usual Bagehotian way of responding to liquidity problemsof individual banks; hencethe endless
controversy of illiquidity versus insolvency, social cost of not rescuing versus moral hazard.
Such circumstances occurred in the savings and loans crisis of the 1980s. But in contemporary
finance, there has been no example of contagion triggered by bank runs either in Europe or the
US. There has been however a significant shock in the inter-bank payment system after
September 11, 2001. And lately there hasbeen asignificant deterioration of liquidity infinancial
markets. In short, lending as alast resort is becoming a matter of monetary policy rather than a
matter of banking policy. On the other hand, banking crises are essentially the outcome of
solvency problems and will be treated as such in the last part of the paper.

If the LOLR function constitutes an aspect of monetary policy under stress in unstable
financial markets, the separation between micro supervision and the provision of macro stability
islegitimate. But so is the network of communication advocated in figure 1, to the extent that
banks are market makers in financial markets.

a. Maintaining the payment system as a public good.

The unique position of central banks in payment systems is uncontroversial, but its
implications are often forgotten. As far as central banks provide the ultimate means of
settlement, they have a significant impact on commercia banks. To the extent that afailurein
settlement entails systemic risk through the chain of inter-bank debts, the lender-of-last-resort
function inthisrespect isorganically linked to the hierarchical structure of the payment system.
In the event of unfolding settlement failure, central banks are the sole institutions which are
capable of instantly extending indefinite sources of liquidity in order to preserve payment
finality.

The breakdown of vital communication links after theterrorist attack on New Y ork City
illustrated the point. Furthermoreit reveal ed adramatic instance of cooperation between the Fed
and the ECB. The immediately arranged intervention was unprecedented in size. The Fed
intervened both in the Fed Funds market and at the discount window. It supplied liquidity to
banks, which while under obligation to pay were unable to do so because the funds they were
due to receive had not arrived. The sums that had to be disbursed in central bank money were
much greater than the daily amounts which central banksroutinely inject into the system. Had it
not been for the massive overflow of central bank liquidity, the overnight inter-bank market rate
would have exploded. Instead, it sSlumped virtually to zero, which is a clear indication that the
intervention was virtually unlimited.

The LOLR rescue continued throughout the week following the catastrophe. The Fed
injected between $36 and $81 billions into the banking system each and every day between 12
and 19 September, compared to an average of $5 billions on a normal day. European banks,
which were not receiving the payment flows that they were due, |acked the currency that would
allow them to make their own payments. The banks need for currency convinced the ECB to
make itsfirst exceptional injection of liquidity on the morning of September 12. Several others
throughout the week followed this. All inall, the ECB added 130 billionsto the banking system
viaemergency tenders. In the meantime, acting viathe national central banks, the ECB agreed on



a 30-day $50 billion swap with the Fed to supply European banks with dollars.

Thiswas one aspect of the crisis management. Another aspect involved monetary policy.
Because the September 11 catastrophe took place against abackdrop of financial fragility, there
were fearsthat the market would collapse. The Fed had already shown that it was determined to
contain the weakness of Stock markets and not allow credit quality to deteriorate across the
board. The decisive action took place on September 17, the day Wall Street reopened. Beforethe
opening Alan Greenspan announced a0.50 cut in the Fed Fundsrate. Shortly after (at 5:30 p.m.
local time) the ECB cut its refinancing rate by the same percentage. This episode confirms how
efficient last resort lending can be in containing global liquidity crises.

b. Restoring confidence in financial markets.

The aftermath of the Russian moratorium, aggravated by the LTCM episode, depicts
another type of systemic risk. The Russian crisis revealed that globa financial markets are
vulnerableto theloss of benchmarksfrom which financial assetsare priced. Thecrisisregarding
private securities spread remarkably fast from one market to another. The starting point wasthe
end of August to mid-September1998 when the enormous losses of LTCM became public. At
that point, the collapse of confidence dramatically raised liquidity preference, so much so that the
core of the banking system was threatened. The crisis was demonstrated by the TED spread
which tripled in two weeks. Asset holders rushed to sell al kinds of negotiable private claims,
and fled to the Treasury bill market. At the end of September it had become virtually impossible
for private borrowersto find new credit. Such adisorderly state of affairsin US capital markets
was obviously a systemic event and justified the intervention of the lender of last resort.

The Fed was highly successful in restoring confidence. This successful intervention
demonstrated that theimpact of L OL R on markets under acute stress can be highly discretionary
in intent, unforeseen by market participants and irreversible in its effects. By contrast, this
episode outlines the weaknesses of the existing design in the management of macro-financial
stability in Europe.

First, in September the Fed detected at an early stage the covertly developing financial
crisis. It could do thisbecausethe FRBNY isequipped with the resourceswhich provideit with
an equivalent of an observatory of systemic risk. The Bank has along track record of dealing
with market disturbances. It maintains direct connections with key market participants, alarge
department of bank supervision, and a financial market research centre. In the light of fast
growing market disorder, of which LTCM was both a victim and a catalyst, this explains how
and why the Fed could make an early diagnosisthat anon-regul ated hedge fund like LTCM was
at the epicentre of asystemic event. Were that episode to occur in Europe, neither the ECB, nor
any national central bank could have detected the potentia systemic impact of an unregulated
financia entity before the failure was made public. In the case that European agencies were
eventually convinced of the gravity of an usual situation of that type, alengthy and controversia
debate would have taken place before any real action would be taken.

The Fed was confronted with a dual problem. The first was the direct impact of the
LTCM failureonitslarge bank creditors since the fund was heavily leveraged. The second was
the general flight to liquidity. Dealing with thefirst required an off-market reduction of LTCM’s
debt. Solving the second was a puzzling question of monetary policy. The Fed had to beflexible
enough to deviatefromitspolicy, taking into account that the macroeconomic indicators pointed
to atight labour market and arather high output gap. Later experience in Europe demonstrated
that such flexibility isnot unthinkable, but aways delayed by political compromises. In the post-
LTCM period, the Bundesbank waited until December 1998 to cut interest rates. This was the
last Bundesbank decision before responsibility for monetary policy wasvested in the newly born



ECB.

To manage the LTCM rescue the Fed acted asacoordinator. The FRBNY coordinated a
consortium of commercia banks under its own auspices. The consortium agreed to inject $3.5b
on the condition that there would be an orderly reduction of LTCM’s exposure, in the
expectation that a more conventional structure of credit risk spreads would then return..

To restore confidence, the Fed made three cutsin the Fed Funds rate, on September 29,
October 15, and November 17 (25 basis points each). The first move was largely expected and
did not change the pessimistic mood of the markets. If anything, the crisis deteriorated in early
October, when it reached the foreign exchange market, with the Y en undergoing the largest
appreciation ever in one day on October 8. By contrast, the mid-October cut was completely
unexpected, not being made at a regular session of the FOMC. It had a dramatic impact on
financia markets and instantly turned the TED spread sharply downwards. The third cut
confirmed market convictions that the Fed was determined to supply whatever liquidity was
needed to allow a normal functioning of financial intermediation. In response, the Stock
Exchange rebounded spectacularly, recouping in only one week the full losses which were
accumulated since the summer.

The remaining question is why and how the lender of last resort can be decisive in
reversing widespread market uncertainty, which latter can parayse the making of financial
contracts. Why did the October 15 action turn the markets around and not the September 297 In
an acuteliquidity crisiswhat mattersabove al istheimmediate liquidating value of securitiesin
secondary markets. When all market participants are in doubt about what this value may be,
liquidity evaporates because market participants tend to test liquidity levels. This creates a
shortage of parties willing to stabilise asset markets at any expected price. A market liquidity
crisis means that participants cannot find out a floor price, which could generate buy ordersin
the prospect that the price will go up. The lender of last resort is the only agent that can peg a
floor price, either by buying directly the oversupplied securities or by backing potential market
makers (big investment and commercial banks) through plenty of «cheap» liquidity inthe money
markets.

So a liquidity crisis is a peculiar market condition when all market participants are
extremely dependent on the central bank. The lender of last resort hasthe capacity of correcting
the climate of uncertainty in such market attitudes. To be effective, the LOLR function should
be a rare act of sovereignty of an extraordinary nature. If the market is convinced that a
benchmark has been reinstated, confusion is removed and the business of differential asset
pricing can work again. Contrary to September 29, the October 15 cut was extraordinary sinceit
was unexpected, and quite contrary to the normal operating procedures of the Fed.

c. Averting credit crises during the downturn of the financial cycle.

The financial cycle can feature episodes of distress, which are driven by asset price
declines and entail significant losses in real output for the whole economy. Because the real
impact of financial instability isthe result of endogenousrisk, as emphasised in the first part of
the paper, amacro-prudential approach would improve the performance of monetary policy. This
assumption is justified in cases whereby systemic risk arises out of common exposures to
macroeconomic risk factors, such as the dynamic interaction of credit and asset prices. In the
upturn of the market, appreciation of the mark-to-market value of wealth conceals the
imbalances which build up due to rising indebtedness. The endogenous under-assessment of risk
makes the financial system over-stretched. The downturn is often triggered by an unexpected
catalytic event, which may be the failure of some innovative firm, the failure to finance a key
merger or doubts about the liquidity of some high-yield market. The effects are particularly



dynamic: Asset prices plummet; credit risk spreads become problematic; and over-indebtedness
must be corrected. The endogenous depressive spiral of debt deflation restrains the painful
process of balance sheet consolidation at theindividual level. Inthe meantimeacredit crisiscan
transform the financial cycle into afull-fledged financial crisis.

In so far as risk is endogenous and highly pro-cyclical, there is no point in invoking
market discipline. With respect to overall financial stability, financial markets are part of the
problem, not of the solution. In times of euphoria shared by all market participants, a public
authority which is dedicated to macroeconomic management, and possesses an ability to
influence financial markets, and means to assess the balance of risks, isthe only institution that
could take care of the global externality. The central bank is the likely candidate. It would
hopefully rely on an observatory of systemic risk and run in-depth studies on measuring the
probability of global financial distress as a function of cyclical variables, examining the
interaction between the momentum of credit and indices of asset price overvaluation. To assess
the extent of possible losses, the central bank could elaborate macro-stress scenarios in
cooperation with thelargest financial institutions. Thismethodology would help to overcomethe
deficiencies of sophisticated credit risk models used internally by banks, which do not make
account of endogenous interaction between risk factors expressed in reduced form by cyclical
macro-variables.

With an improved framework for measuring systemic risk linked to the financial cycle,
the central bank can incorporate macro-financia stability in the conduct of monetary policy.
First, if aspeculative build-up isdetected at an early stagein the upturn of thefinancial cycle, the
central bank may decide a pre-emptivetightening of monetary policy for the purpose of avoiding
an eventual future credit crisis. If the diagnosisistoo late so that the cost of tightening would be
too high, an estimation of the probability of distress and the extent of likely losses would be a
particularly valuabletool for the central bank. It providesthe backdrop against which monetary
policy may berelaxed asearly as necessary, and an estimation of the effects of thisaction during
the course of the downturn. Not surprisingly, the 2000-2002 fall of Stock prices was
accompanied by avery responsive policy by the Fed and conspicuous inertia on the part of the
ECB.

[11.3 crisisresolution: handling bank failures.

Many reasons can explain the epidemic waves of banking crises, which appeared in
almost every country which committed itself to financial liberalisation during the last thirty
years. Europe did not remain immune in the period between the crisis of secondary banking in
the UK in the 1970’ s and the current crisis of German banks, once viewed as the guardians of
virtue. There are many causes of bank problems. Most problems are caused by the failure of
management to respond to a more risky and more competitive environment under the pressure
exerted by shareholders’ concerns for steadily higher returns on equity. Managers pursued
aggressive growth at low marginsto absorb overcapacities. first, they entered new businessesvia
costly mergers and acquisitions which subsequently caused considerable organisational
problems; in parallel, they became vulnerable to off-balance sheet and mark-to-market items
which are very sensitiveto the volatility of financial markets. A second source of problemslies
in the shortcomings of risk control systems, the inertia of top management and the confusion of
powers between strategic decisions and audit, which lead to undetected errors and losses
concealed behind the veil of special purpose vehicles.

Knowing that the best thing to do in the long run is prevention under a comprehensive



prudential policy outlined in section 3.1, which emphasized the quality of internal risk control
systems, what remains to be said is that emergency crisis management is an art which can
substantially limit the social cost or magnify it, depending on whether the prudential authorities
act with a sense of the public good or for the protection of vested interests.

a. What should be done and what should not be done in the resolution of banking crises.

The Basel Committee of Banking Supervision defines a weak bank as «one whose
liquidity or solvency isor will beimpaired unless there isamajor improvement in its financial
resources, risk profile, strategic business direction, risk management capabilities and/or quality
of management.» [Basel Committee on Banking Supervision 2002]

Three main types of response may be envisaged for the resolution of a banking crisis:

- Forbearance, which entail sthe temporal relaxation of regulatory constraintsimposed on
banks, so as to give them time to restore their financial position.

- Balance sheet restructuring, which covers arange of methods with the common goal of
consolidating failing structureswithout affecting the survival of theingtitution. Thisstrategy may
involve a number of measures, including inter alia the replacement of senior management, the
appointment of temporary administratorsto run the business as agoing concern under the control
of the supervisory authority, the repurchase of doubtful debts by a public resolution fund,
temporary nationalisation, recapitalisation, waiver of claims by counterparts, and mergers
arranged or initiated by a public authority.

- Liquidation, which isthe most radical method of resolving abankruptcy, involving the
dismantling of the failed institution and the sale of the bank’ s assets.

In comparing the experience of Scandinavian countries with that of France, Spain and
primarily Japan, one may possibly draw some lessonsregarding the effectiveness of the different
strategies for the resolution of abanking crisis. The main lesson is that the chosen method and
the speed of reaction are crucial. They directly influence the effectiveness of the resolution of
banking problems. More precisely, forbearance should only be envisaged in the case of cyclical
difficulties generating macroeconomic hardships, which temporarily impinge upon theincome of
bank customers. Forbearance, however, isunsuitable in the event of deeper structural problems,
when it has proven to be excessively costly. The longer an institution, being on the verge of
insolvency, operates without taking drastic actions, the greater the potential 1osses that will be
ultimately transmitted to the deposit insurance fund and the taxpayer. Sadly, bank supervisors
may be tempted to adopt this policy in the hope that the management will eventualy take the
business back on the right course, particularly, if the bank is believed «too big to fail».

There were several episodes of this unwise policy in Europe in the 1990’ s. Banesto and
the Credit Lyonnais constitute two textbook cases of forbearance based on the «too-big-to fail»
syndrome. In the case of Banesto, this «syndrome» may explain why the government failed to
intervene until after December 1993, eighteen months after the bank had experienced its first
difficultiesin complying with its capital requirement. Then the Spanish insurance deposit fund
stepped in and participated in the rescue of Banesto, allowing the shareholdersto recoup part of
their investment. The case of Credit Lyonnaisis somewhat similar. Thisbank, publicly owned,
was perceived as anational champion which would support French industry. In the late 1980's,
the management undertook pursued aggressive acquisitionsboth in real estate and new ventures
in the US with the tacit approval of the French Treasury. When the real estate bubble burst,
leaving the US banking industry in crisis, Credit Lyonnais piled up huge losses and became
technically insolvent, from an accumulation of bad loans. The situation was aggravated in the
early nineties by a series of supervisory errors which were probably due to adesireto protect a



national champion. For instance, irrecoverable loans were taken over by the «Consortium of
Réalisation» which was under the control of the Credit Lyonnais itself until the European
competition policy commissioner complained. Finaly, the European Commission exerted
pressure on the French Government to privatise the bank, after it had sold many of its most
profitable assets to cover its losses; this severely limited its prospects for future growth, and
made it atakeover target. Considerations of national pride slowed down the privatisation for
years, with the government precluding foreign entities from acquiring a blocking minority, let
alone amajority interest.

In contrast to the unfortunate management on the part of the French and Spanish
governments, the resolution of the Swedish crisiswas neat and fast, albeit costly. The Swedish
banking system nearly collapsed under the pressure of a violent break-down of the real estate
bubble, and the volatility of interest rates in the EMS after the German unification in 1990.
Swedish banks had shown all the characteristics of mismanagement. The government, however,
nationalised most of the failing institutions, wrote off the bad debts and issued public securities
in order to recapitalise the banks. In the meantime, to maintain confidence, the bankswererun
by public servantsand all the depositswere guaranteed, regardless of whether they wereinsured
or not. After the clean-up operation and the restoration of their capital base, Scandinavian
governments could launch a program of privatisation, with sale of bank assets partly through
private agreements, partly through public auctions, recouping some of the fiscal cost.

The contrasting experiencesin the treatment of banking crisesin Europe and el sewhere
may lead to conclusions relating to success stories in the resolution of crisis. Conclusions, of
course, may be more easily suggested than actually implemented, because technical matters
interact with political considerations. Three recommendations, however, stand out:

- The public guarantee of deposits should be explicit, widely understood and
extensive, sothat it isnever doubted. Public confidence enhancesthe freedom of governmentsto
take painful and quick decisions in restructuring bank assets, eventually liquidating some of
them, without causing any panic.

- Restructuring should berunwith aclear industrial vision: mergersand alliances
should be adapted to the economies of scale and scopein the larger European market. Internal
control systems should be overhauled to improve the intrinsic return of the new entity. This
vision iswhat legitimises the use of public money and guides the ensuing privatisation.

- Penalising those responsiblefor thefailureisdecisive. The shareholdersshould
lose their capital, the managers should be fired and the directors dismissed. If fraud is detected,
suspects should be prosecuted.

b. The lack of a European framework to deal with weak banks.

The banking crises of the early 1990's demonstrated that final losses can be
colossal (table7). The subsequent restructuring invariably involvestransferring thelarger portion
of those losses to the central budget. Not only do banking crises result in public expenditure
which must be absorbed by higher taxation (or spending cuts), but they are also costly in terms of
lost economic output.

Table 7. Estimated length of crisis, grossoutput loss and recovery time. The
Scandinavian examples.

Recoverv timein | Gross output loss as




Countries Recovery time years percent of GDP

Finland 1991 - 1996 7 231
Norway 1987 — 1993 8 19,6
Sweden 1991 — 1992 3 6,50

Source : Honohan P. And Klingebiel D., World Bank (2000)

Of course the net fiscal costs involved are far less important than the losses of gross
output. For instance, in Finland the final losses were around 10% of the 1993 GDP and for
Sweden around 2% of the 1997 GDP.

Loss-sharing agreements at the national level can only be imposed on the divergent
interests of the partiesin accordance with the bankruptcy laws of that country. Inthelight of the
insufficient progress to date towards a European level of crisis management, the obstacles to
transposing the foregoing proceduresto the European level aredifficult to overcome. Thereisno
European budget capable of absorbing losses from a pan-European bank failure, and no
European law which would enable the European Court of Justice to allocate the losses among
several countries. An agreement negotiated among national Treasuries would be the only
conceivable procedure. The question of absorbing the final fiscal lossesis not identical to the
guestion of LOLR intervention. Even if a European lender of last resort is created, the question
of resolving cross-border bank failures remains.

Theimportance of this question has been underestimated because of the scarcity of cross-
border activities and mergers. A forward-looking view however would point to the risk of
potential conflict between host and home countriesin a pan-European banking crisis. Because
supervision isdecentralised, national regulatorsare primarily, if not exclusively, concerned with
the consequences of afailure on their own financial markets, irrespective of the adverse effects
elsewhere. For instance, in the case of the failure of the Bank of Credit and Commerce
International (BCCI), many of the clients were not residents in Luxembourg, i.e. the country
where the bank was licensed. Thus, the costs of failure were incurred by foreign clients or their
insurers. Spill-over effects of that kind could be reinforced by the current insurance deposit
directivewhich givesthe opportunity to aforeign branch to join the deposit insurance scheme of
the host country, in spite of the supervision remaining the responsibility of the home country.

Similar deficiencies can be observed in the case of private sector involvement in the
management of banking crises. There is no political authority at the European level which can
organise a consortium of banks for the purpose of supporting banksin distress. Aslong as the
ESCB is not formally involved in preserving financial stability, a monetary authority, which
could assume thistask, is also lacking.



CONCLUSIONS.

This report has pursued three objectives: to point out priorities in macro-prudential
management to strengthen financial safety nets; to meet the supervisory challenge raised by the
merger of intermediation and market finance in the derivatives markets; to improve the
ingtitutional structure of prudential agenciesin amonetary union inthelight of the limits posed
by the underlying principle of subsidiarity in all respects, except for monetary policy stricto
Sensu.

The proposed reform is pragmatic and accords with the redlities of the market and the
wider ingtitutional framework. EMU was born at the end of adecade of financial turmoil, which
began with a real estate crisis and closed with a Stock market crisis. Our recommendations
relating to crisis management allow for the overriding importance of cumulative credit gapsin
the development of financial fragility. They also emphasi se the disruptiveimpact of endogenous
risk, which risk control systems of individual banks fail to detect. Such risk is triggered by
uncertainty over the availability of market liquidity in cases where stress conditions have been
caused by an over-supply of credit. Thisanalysisjustifiesthe strong assertion that the ECB asa
crisismanager should be aware of credit excesses, regardless of their possibly limited impact on
the conventional measurement of inflation. Similarly, the ECB should unambiguously operate as
alender of last resort with responsibility for market liquidity throughout the European financial
system.

This proposed enlarged role for the central bank cannot be efficiently implemented
without substantial improvement of its ability to detect systemic risk. The development of early
warning indicators of financial fragility in the system at large, and the running of macro-stress
teststo detect unfolding conditions of endogenousrisk in specific markets, call for the creation
of a European observatory of systemic risk which would work in close cooperation with the
ECB. The observatory should have permanent linkswith national supervisors, organized market
authorities and key market makers in over-the-counter markets. These links are essential in
coordinating information flows which would facilitate permanent surveillance of volatile
markets. The observatory could aso review general market conditions and diagnose the
probability of upcoming systemic events.

Micro-prudential systems of regulation and supervision haveto beimproved against the
backdrop of subsidiarity and wide disparitiesin national theories of prudential policy and design.
We do not advocate at this stage a huge step forward in establishing a mega-regulator, which
would assume the full powers of national supervisors. Further progressin financial integration
may however give rise to challenging questions.

Recent developments have highlighted an interesting paradox: Supervisors argue that
transparency constitutes a sine quanon condition of market discipline, whereasthe actual source
of risk becomesincreasingly difficult to identify in the complex structures of risk transfer in the
derivatives markets. The growth in credit derivatives, which link banks and non banking
institutions, the growing number of financial optionsand the growth in securitisation create off-
balance sheet risk exposures which are inadequately reported, if at all. As a consequence,
dynamic hedging strategies by market makersin OTC marketstrigger spill-over effectson bond
and equity markets, particularly in turbulent financial conditions. Pricefluctuationsof that nature
areerroneoudly identified by other investors as changesin fundamental values. Hencerather than
being addressed, the exposure is magnified. Inadequate information istherefore aprimary source
of liquidity shortages which trigger market volatility. Moreover, the counterpart credit risk
relating to financial swaps is inextricably connected with market risk, which renders
guantificationinValue-at Risk modelsincreasingly difficult. In short, under those devel opments



the scope for endogenous risk generated by market interdependencies under stress has been
greatly enhanced. In the light of market integration across the Euro area, the national separation
of supervisors and differences in their terms of reference aggravate the lack of relevant
information.

For those reasons we advocate the establishment of a European agency for transparency.
The proposed agency would improve disclosure requirements, harmonise their implementation
by national supervisors and actively encourage cooperation among supervisors, market
authorities, and private associations of market makers. Asfar asthe design of national prudential
supervision is concerned, it ismost likely that the increasing linkages between banks and non-
banks will ultimately be adriving force towards the British model of asinglefinancial services
authority. Thetrend hasyet to appear in some countriesand reformin that respect will taketime.
In the meantime, harmonisation islong overduein the aspects of prudential regulation which are
most important for systemic safety. We have emphasi sed the need for common rulesrelating to
public deposit insurance schemes, provisions to vary capital requirements in accord with the
financia cycle, the accountability of rating agencies and the creation of new European agencies.

The institutional framework for the resolution of cross-border bank insolvenciesisthe
weakest link of the current prudential framework. The principle of fiscal subsidiarity collides
with the single currency. Bank failures invariably require recapitalisation of failed banks using
public funds. At present, only national Treasuries may decide the injection of public fundsin
bank restructuring, because funds cannot be raised at the Community level and cooperation
between national Ministries of Financeislacking. The ECB isnot involved at any stagein this
process. Further, the process operates effectively only if the cross-border aspect of the crisisis
small compared with the purely domestic effects. It isone of the reasonswhy governments of the
larger countries have discouraged cross-border mergers. Coherent national banking systems
allow national Treasuriescum national supervisorsto deal with too-big-to fail banks. Thisisnot
the case in the event of large international banks with significant rolesin smaller countries. In
that case, the source of necessary recapitalisation is unclear. On that basis, the ECB has argued
that the role of the European Banking Supervisory Committee should be enhanced. This
argument can be upheld on the groundsthat the trend towards cross-border mergerswill intensify
in pace, with deeper financial integration and the growth in universal banking. In addition, global
risk transfer mechanisms between banks and non-banks will no doubt contribute to a further
blurring of the boundaries separating bank intermediation and market finance.

Virulent financial cyclesin integrated markets may enhance the vulnerability of EMU.
National governments have been constrained by theill-conceived Stability Pact. Inthe downturn
of the financial cycle, the process of debt deflation impairs fiscal revenues leading to social
hardship and financial distress. The central bank can and should preserve the liquidity of the
financial system. But only asovereign borrower of last resort isableto stabilise the deflationary
forces which are caused by dynamic debt restructuring.
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GLOSSARY

Bank supervision : Overseeing who operates banks and how they are operated
BIS: Bank of International Settlements

Bond : A bond isadebt security that promisesto make payments periodically for a
specified period of time.

Collateral : Property that is pledged to the lender to guarantee payment in the
event that the borrower should be unable to make debt payment.

Credit risk :therisk arising from the possibility that the borrower will default.
ECB: European Central Bank

EMU: European Monetary Union

ESCB : European System of Central Banks

FDIC : Federal Deposit Insurance Corporation

Financial conglomerates: A firm that owns and manages a number of different
types of financial intermediaries

Financial derivatives. financial instrumentsthat managersof financial institutions
useto reducerisk. Forward contractsand financial futuresarefinancial derivatives.
Forward contract : An agreement by two parties to engage in a financia
transaction at afuture (forward) point in time.

FSA : Financial Services Authority. It isa unified british regulator for banking,
Insurance anf financial markets. It was set up (1997) by the Bank of England Act.
Hedge: to protect oneself against risk

IMF : International Monetary Fund

IRBA : Internal Rating Based Approach

IT : Information technologies

LTCM : Long Term Capital Management

Marked tomarket : repriced and settled in the margin account at the end of every
trading day to reflect any change in the value of the futures contract

Money market : afinancial market in which only short term debt instruments
(maturity of less than one year) are traded

Money market mutual funds : funds that accumulate investment from a large
group of people and then invest in short term securities such astreasury billsand
commercial papers.

NASDAQ : National Association of Securities Dealers Automated Quotation
System is a computerized network that links dealers around the US country
together and provides price quotes on over-the-counter securities.

NCBs: Nationa Central Banks

Over-The-Counter (OTC) market : A secondary market in which dealers at
different locations who have an inventory of securities stand ready to buy and sell



securities to anyone who comes to them and is willing to accept their prices.
Return On Equity (ROE) : Net profit after taxes per Euro of equity capital.
Secondary market : A financial market in which securities that have previously
been issued can be resold.

Securitization: The process of transforming illiquid financial assets into
marketable capital market instruments

TARGET: acollateralized real time gross settlement payment systemfor theeuro
area. TARGET constitutesthetechnical infrastructureto support alarge European
money market an so to carry out the single monetary policy.

Underwriting: Guaranteeing prices on securitiesto corporations and then selling
the securities to the public

Wholesale market : market where extremely large transactions occur, as for
money market funds or foreign currency

Yield curve: A plot of theinterest ratesfor particular typesof bondswith different
terms to maturity

Changeto Figure 1:

Reallocation of portfolios

Reduction in leverage [remove accent over €]
Propagation between markets [remove s on propagations]
Increase in Credit risk

Increase in Market risk

Change to Footnote 5:

Di Giorgio and Di Noia propose the same kind of authority for transparency, but within a
different proposed global institutional architecture for prudential policy.

Change to Footnote 10:

The FDIC experience shows that the insurance deposit fund can itself become insolvent, and
may, therefore, need afiscal bailout.
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