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792 6a 

Abst ract 

This pape r seeks to assess the causes , nature and consequences of ins tab i l i ty in 

contempor a r y  f inanc i a l  mar kets by me ans of an examina t ion o f  the features o f  four 

per iods o f  f inancial d isorder in  the euroma r kets in  the l ight o f  the var ious 

theo ret ical approaches to f i nancial cr isis tha t have been proposed in the 

l iterature . Were the pe r iods of f inanc ial instab i l i ty "un ique events "  or can common 

featu res be d isce r ned? How wel l  do the pred ict ions of the theoret ical parad igms f i t  

the actual da ta? I t  i s  suggested tha t the i r  " f ree market" sta tus ma ke the 

eu romarkets pa r t icu l a r l y  su i table for such an analys is .  

Compa r a t ive ana lysis shows that the var ious per iods o f  f inanc ial instab i l i ty had 

many featu res i n  commo n .  On the other hand , overwhelming suppo r t  is not g iven to 

any one theo r y  of cr is is ,  but ins tead elements of each have had a par t to pl ay, for 

example debt accumu l a t ion , mo netary tighten ing , uncerta inty and increased cred i t  

r a t io n i ng . These r esults imply tha t a selec t ive syn thes is o f  the theor ies may be 

cal led for in  order to g ive an overall v iew o f  f inancial d isorder under cu rrent 

ma r ket , techn i cal and regul atory cond i t ions . I t  is suggested tha t the resu l ts have 

a clear relevance bo t h  for pa r t i c ipan ts in the ma r kets and fo r regula tory 

author i t ies . Such a syn thes is a lso of fers po inters for vig i l ance as reg ards 

poten t i a l  future cr ises . 



1 Introduct ion 

2 

Recen t f inanc ial problems such as the debt cr isis and the equ i ty ma r ket crash have 

refocussed a t tent ion on the causes , na ture and consequences of pe r iods of f i nancial 

d i sorder . Wha t  i s  the approp r i a te pol icy response , and how can such po ten t i al 

c r i ses be avo i de d? Th is pape r attempts to cast l ight on these issues by ana lysing 

fou r pe r iods o f  f inancial i ns tab i l i ty in the eu roma r kets in rel a t ion to the economic 

theor y  o f  f inanci a l  c r is i s  ( much o f  wh ich has been developed as pa r t  o f  the ana lysis 

o f  the Gre a t  Depress ion) . I n  the cou rse of the s tudy , the pape r a lso offers a 

l i te r a tu r e  su rvey o f  the theo ry of cr isis and a compar a t ive analys is of recent 

per iods of d isor der , ( i n  cont r ast to most extant analyses o f  f inanc i a l  cr ises which 

assess only one theor y  a nd/or even t). 

The eu roma r ke ts a re felt to be a par t icu larly su i table veh icle for analys is ,  because 

inter me d i a r ies , bo r rowers and lenders have not h is tor ically been subject to 

res t r i c t ive r eg u l a t ions on ent r y ,  cap i ta l isa t ion or lend ing pr actices . I n  o the r 

words , a f ree and non-segmen ted mar ket ex ists and f i nanc ial ma r ket be hav iou r can be 

observed l a rgely u nt r ammelled by reg u l a t ions and d i rec t ions of domest ic 

a u thor i t ies . Na t ion a l  ma r kets are themselves becoming more l i ke the eu roma r kets as 

increased compe t i t ion , i nnovat ion and dereg u l a t ion proceed , implying a wider 

relevance to be haviour pa t te r ns observed in the eu romar kets . 

The pape r  is organ ised as fol low : in  Sec t ion 2 moneta r ist , f inanc i a l - f r ag i l ity , 

r a t ional-expecta t ions , unce r ta inty and cred i t- r a t ion ing pa rad igms of f i nanc ial 

cr isis are o u t l i ned and compa red . In  Sect ion 3 the events of the pr inc ipal pe r iods 

of d iso rder in the i n terna t ional cap i tal ma r kets of the last 20 years ( Hersta t t , the 

De b t  Cr is is , the FRN cr is is and the Crash) are ou tlined as they af fec ted the 

pr inc ipal eu roma r kets
f 

( i nterbank , synd icated cred i ts and eu robonds ) . 

Sec t io n  4 sets these cr ises in  the con text of the long-run be hav iou r of pr i ces and 

quan t i t ies in the euroma r kets with a graph ical illustra t ion of the 1 9 7 3- 8 8  pe r iod . 

The be hav iou r o f  key economic ind icators as well as ma r ket pr ices and quan t i t ies 

sur round i ng these events is examined in mo re deta i l  in Sect ion 5 .  These sec t ions 

pe rm i t  a qua l i t a t ive evalua t ion in Section 6 of the theor ies of cr is is . The resu l ts 

also cast l ig h t  on the behav iou r of f inanc ial mar kets under s tress and g ive 

ind i ca t ions o f  appropr iate pol icy responses . Sect ion 7 d r aws toge ther these 

t Ce r ta in o ther cr ises largely con f ined to domest i c  ma r kets ( Penn Cen tral , us 
thr i f ts ;  the UK secondary bank ing cr isis) a re thus omi t ted f rom the ma i n  

analys is .  However , a br ief summa ry o f  fea tu res of selected domest i c  cr ises is 
g iven in Appe nd ix 2 .  



conc l u s ions , suggest i ng wh i ch aspects of the v a r ious th eor ies a r e  r el evant under 

cu r r ent cond i t ions and sugges t i ng impl icat ions for pol i cy a s  wel l a s  indica t i ng 

potent i a l  fu t u r e  a r ea s  of s tr ess i n  the l i ght of th eory and pa st occur r ences . 

3 

Befor e commenc i ng , i t  i s  a ppropr iate to c la r i fy terms . "Di sorder " or " i nstabi l i ty "  

a r e  u s ed to d esc r ibe a d i sturbance i n  financ i al mar k ets wh i ch ent a i l s  u nant i c i pa ted 

ch anges i n  pr i ces and quant i t ies i n  cred i t  or a sset mar k et s , wh i ch may d i sr upt the 

capac i ty of the fi nanc i al system to al l ocate cap i t al and l ea d  to a potent i al for 

system i c  r i sk .  Fi nanc i a l  d i sorder shou l d  be d i st i ngu i shed from t u r n i ng po i nt s  i n  

the t r ad e  cyc l e  ( though they may somet imes coi nc ide): equal l y  the theo r i es o f  the 

t rade cycl e  and t r a nsmi ss ion mechani sms [ see Mi l es and Wilcox ( 1 9 8 9 ) ]  have many 

pa r a l l el s  w i th th eo r ies of financ ial d i sor d er , but shou l d  nonethel ess be s een a s  

d i s t i nct .
� 

I t  shou l d  b e  noted that u s e  i n  the t i t l e
f 

o f  t h e  t erms 

d i sor der or i nstab i l i ty r a th er than cr i s i s  to cover events in the eu romar k ets of the 

pa s t  two decades i s  del iber ate,  a nd a tt empts to contrast these events , wh i ch though 

s er i ou s  d i d  no t l ead in th emsel ves to macroeconomic depr ess ions , w ides pr ead 

fi nanc i al col l a pse and dysfunct ion of the payments mechan i sm ,  w i th prewa r cr i ses 

that d id en t a i l  such r esu l t s .  In th i s  the paper fol lows Schwa r t z  ( 1 986 ) who 

d escr i bed r ecent ev ent s  as "pseudo financ ial cr i ses " , al though it d i sa g r ees w i th her 

conc l u s ion that such ps eudo cr i ses a r e  ma tter s of l i tt l e  impor t .  

F i nal l y ,  i t  shou l d  be noted that the approa ch of the pape r  i s  l a r g ely qual i ta t iv e ,  

i n  t h a t  a deg r ee of causat ion i s  infer r ed w i thou t  r i gor ou s  stat i st i cal tests , al bei t 

w i th theo r et i cal suppor t :  i n  add i t ion , the analys i s  doe s not probe the extent to 

wh ich a combinat ion of c i rcumstances has occu r r ed w i thou t  pr ec i pi tat i ng a cr i s i s .  

I n  s u ppor t o f  th i s  approa ch , i t  i s  suggested that a mor e r i gorou s empi r i cal approach 

u s i n g  economet r i cs i s  d i ffi cul t to employ g iven the infr equency of c r i ses . Howev er 

the l im i ta t ions of the a nalys i s  need to be bor ne i n  m i nd .  

� Never thel ess one appr oach to the t r ade cyc l e  based on c r ed i t  r a t io n i ng i s  
impor tant i n  the cont ex t  of th i s  pape r  [ s ee Sect ion 2 ( e)]. 

f I n  the t ext we u s e  t erms mor e l oo s ely for the s a k e  of brev i ty . 
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2 Theorie s o f  financia l crisis 

In this section the principal approache s to financial crise s are ou tlined and 

compar e d .  Two "tradi tional"  views which a t tempt to e xplain exclusive ly the to tality 

of financial crise s ,  name ly the mone tarist and financia l fragility approache s ,  are 

fol lowed by three more recent paradigms which see k to cla rify the me chanisms 

involve d  i n  crise s ,  viz r a tional e xpe c ta tions ,  unce r tain ty and credit r ationing . 

(a) The mo ne ta rist approach 

Mone tarists iden tify financial crise s with banking panics ,  which may cause mone tary 

contra c tion o r  may wor se n  e f fects of  prior mone tary contraction on e conomic 

activity. Fo r e xample Friedman and Schwa r t z  (1963) noted tha t of six ma j o r  

contractions in the U S  ove r 1 8 67-1960 ,  fou r we re a s sociated with ma jor banking o r  

mone tary di sturbance s .  Banking panics we re he ld to arise ou t of  public loss o f  

confidence in ban k s' abili tie s to conve r t  deposits into cur rency. This loss wa s 

o f ten cause d  by failure o f  an impo r tant institution , which in tu rn may have been 

triggered by failure of the au thoritie s to pu r sue a s te ady and predictable mone ta ry 

po licy . * Give n f r ac tional rese rve s ,  a ttempts by the public to inc rease the 

fraction o f  i t s  mone y holding s can only be me t by a mu l tiple con t r action of depo sits 

u nless the re is a suspe nsion of conve r tibility of  deposits into cu r rency or 

inte r ve n tion of the au thoritie s (eg ope n-ma r ke t  ope ration s ) . A panic may lead to 

wide spre ad ban k  failure s ,  unle ss the central bank acts to expand the mone y supply, 

a s  sound bank s  are fo rce d  into inso lvency by falls in the value of  their a sse ts 

cau sed by a scramble for liquidity . Failures in turn affect economic activi ty via 

reductions in the mone y stock as the deposi t/currency and deposit/rese rve ratios 

f al l .  Of cou r se tne introduction of deposit insu rance doe s much to alleviate the 

dange r s  of such a syndrome , a s  it remove s the pu blic ' s  fear fo r its ability to 

conve r t  depo sits into cu r rency . Inte r national transmission f rom the mone tarist 

poin t of vie w occu r s  via the price-specie- f low me chanism for fixed exchange r a te s .  

In  their view count rie s with flexible r a te s  could avoid contagion .
f 

* Hami l ton (198 7) suggested failure of the Fed to hold the nomina l mone y supply 
constant was the ma jor cause of the Gre a t  Depression . Schwa r t z  (1987) 
discu s se d  the problems tha t inf l a tion cau sed by mone ta r y  laxi ty can cau se to 

financia l institu tions . On the mone tary tr ansmis sion me chanism in crise s  see 
a l so the discu ssion of Gr eenwald & Stig litz (1986) (1987) in Se ction 2 ( e ) . 

For a discu ssion o f  theorie s  of inte rnational transmis sion see Bo rdo (198 5) . 
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Cagan (19 6 5 )  ag a i n  sugge s ted that pan ics we re caused by failures of ma jor 

i n s t i t u t ions and decline s in publ ic con f ide nce in banks , wh ich led to contractions 

in  the 100ne y supply . He no ted the " inve r ted pyramid of cre d i t" rest ing on New Yor k  

pr ior to 1914 , the absence of  emergency rese rve s  provide d  by a cen t ral bank (and 

i nadequacy o f  pr iva te cle a r ing hou se s as lende r s  of  las t resort)  and sharp ou tflows 

o f  money forc ing banks r apidly to con tract cre d i t. He noted that cr ise s  d id not 

te nd to cause economic downturns as they tended to followed peaks in act iv i ty ,  

though the a t tendant mone tary contract ion could agg rava te the down tu r n . I n  

add i t ion , some pan ics occu r re d  wi thou t seve re down tu r ns , some seve re down turns 

wi tho u t  pan ic s ,  proving tha t pan ics we re not nece ssary or  suf f ic ient for a seve re 

con tr act ion. 

The po l icy pr e scr ipt ions of the mone ta r i sts are for a s table and pred ictable pa th 

for the money supply , bu t a read ine s s  for author i t ie s  to expand the money supply in 

the case of cr i s i s .  Depo s i t  insu rance may also se r ve a useful  pu rpose . 

( b) Debt and f inancial frag i l i ty 

The
, 

mone tary approach s t re sse s  only mone tary facto r s ,  te nds no t to focus on 

bo r rowe r s '  balance-sheets and views real e f fects of  cr ise s  as ma inly be ing the 

accele r a t ion of down turns cau sed by othe r force s .  An alte rnative approach reg ards 

f inancial cr i se s  as  an e s sent ial component of the turn ing po int of  the bu s iness 

cycle - a re sponse to previou s "exce sse s" of bor row ing which can ope r ate through a 

va r ie ty of  f i nanc i a l  ma r ke t s .  

F i she r  ( 1 932 ) attr ibu te d the down turn i n  the bus ine ss cycle to ove r indebtedne ss and 

de fla t ion . The upswing is caused by an exoge nou s event le ad ing to improve d 

oppor tun i t ie s  fo r prof itable inve s tme nt (wha t K indlebe rge r ( 1 9 7 8 )  called a 

"d isplaceme n t" ) . Th i s  leads to incre ased f ixed inve stment as well as speculation in 

asse t ma r ke ts fo r capi tal g a in . The proce ss is debt-f inance d ,  ma inly by bank loans , 

wh ich incre ase s depo s i t s , the money supply and the pr ice level. Ve loc ity also 

increase s ,  f u r the r fue l l ing the expans ion. Ris ing pr ice s reduce the real value of 

outstand ing de bt , o f f se t t ing the incre ase in nominal debt and encou r ag ing f u r the r 

bo r rowing. Th i s  leads to a s ta te of  "ove r indebtedne ss" , ie a deg ree of inde btedne ss 

wh ich mu l t ipl ie s  unduly the chance s of  be ing insolvent (or a l te rnat ively a s tate of  

inde btedne ss impl ying a neg a t ive present value of bor rowe rs in a wide var iety of 

state s  o f  natu r e ) . Whe n age n t s  have insu f f ic ient l iqu id asse ts to mee t  l iabil i t ie s , 

a c r i s i s  can be t r igge red . De bto r s  una ble to pay debts and re f i nance pos i t ions can 

be forced by cre d i tor s to l iqu idate asse ts ( "d is tress sell ing" ) .  I f  this i s  

w ide spre ad , and in  the abse nce of  lende r-of-last-reso r t  inte rve n t ion by the mone tary 
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a u tho r i t ie s ,  i t  t r igge r s  f u r the r cr i se s  and a deep de pr e s s ion
f

; d i s t ress 

sell ing by the whole commu n i ty le ads to fall ing pr ice s ,  bank depo s i ts decl in ing as 

loans are wi thdr awn. Defla t ion increase s  the real value of  outstand ing debt . 

Cred i to r s  see the nom inal value of  collate ral decl in ing with pr ice s so the y call 

loan s ;  the r e al debt burde n  of de btors incre ase s  and they continue to l iqu ida te . *  

Each i nd iv idual hope s to be be t te r  o f f  by liqu ida t i ng bu t the commu n i ty is wor se off 

due to de fla t io n .  If  nom inal r a te s  are " s t icky" real r a te s  increase. Bank runs ma y 

be t r igge r e d  as  fea r s  for the ir solvency increase , e specially as fall ing price s 

reduce companie s' ne t wo r t h  and prof its and le ad to bank ruptcy. Ou tpu t and 

e mployme n t  f all u n t il bank r uptcy has el iminated ove r inde btedne ss or  re fla t iona ry 

mone ta r y  pol icy i s  adopted. The proce ss then repeats i t self . 

M insky (198 2) e laborated Fi she r ' s  approach and int roduced the conce pt of  " f ragil i ty" 

to a t tempt to clar i f y  the problem of ove r i nde btedne ss dur ing an upswing . Fr agility 

depe nds on ; f i r s t ,  the mix of hedge , specula tive and Pon z i  finance ; second, the 

l iqu id i ty o f  po r t fol io s ;  third , the exte n t  ongoing inve s tment is debt f inanced . 

He dge f i nanc i ng occu r s  whe n a unit ' s  cash flow commi tments to de bt se r vicing are 

such that cash rece ipts exceed cash payments ove r  a long pe riod ; specula tive 

f inanc ing e n ta ils cash flow payments ove r  a sho r t  pe r iod tha t exceed cash flow 

rece ipt s ;  Ponz i f inance occu r s  when a u n i t  has inte re s t  po r t ions o f  its  cash 

paymen t  comm i tments exceeding ne t income cash rece ipt s .  A Ponzi u n i t  has to 

increase i t s  de bt to mee t  outstand ing commitme n ts. For specula t ive and Ponzi units 

a r i se in the i n te re s t  rate can entail nega tive ne t wo r th and insolve ncy . 

How doe s  the mechan i sm operate? In the upswing , the demand for ne w inve s tme nt le ads 

to an exce s s  demand for finance , wnich increase s  inte re s t rate s ,  though th i s  i s  

par tly o f f se t  b y  mone tary financ ial innova t ions (giving a n  elas tic money supply and 

velocity) wh ich incre ase the supply of finance for fu r the r inve s tme n t . Hig he r 

i n te re s t r a te s  create f rag il i ty via an increase in de bt f inance , a s h i f t  f rom long 

to s hor t- te rm de bt , a s h i f t  f rom nedge to speculat ive or Pon z i  f inance and a 

reduct ion i n  ma rg ins o f  safe ty for f inancial institu t ions . Fu r the r r i se s in  

i n te re s t  r a te s* * can cau se a ref inanc ing crisis  w i th f irms unable to roll ove r  their 

* 

** 

See also Be r nanke (198 3) , who sugge sts that the ma in transmiss ion mechan ism o f  
bank f a ilu r e s  was d i sr uption of  the abil i ty of  the f inanc ial secto r to alloca te 

fund s .  
O f  cou r se rece n t  expe r ience has shown tha t de fla t ion i s  not a nece s sa r y  
precondit ion fo r a protracted de bt cr i s i s , e specially if  con t r acts a r e  se t i n  
real te rms (eg  floating rate debt ) .  
The cau se o f  such incre ase s  (no t  spelt out by Minsky)  could plau sibly be 
i nc re a sed i n fla t ion late in the cycle and the re sponse of the mone tary 
author i t ie s  the re to .  
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d ebt , l eading to Fisher ' s  "dis t r ess s el ling " cyc l e  unless th e centr al bank 

interv enes . For Minsk y ,  int erna tional t r ansmiss ion wa s l ik ely to occ u r  via d efaul ts 

on inter national l oa n s .  

Kind l eber ger ( 1 9 78 ) , ( 1 9 8 8 ) s t r ess ed t h e  importance o f  " euphor ia "  in the u ptur n ,  which 

l ea d s  bank s to mak e insufficient pr ovision for risk and also to a high d eg r ee of 

specula tiv e  a ct iv ity among investor s . * Ass et prices s tar t off in close touch with 

r ea l ity but become prog r essively mor e  excess iv e .
r 

He also noted fu r th er 

inter na tional t r ansmiss io n  mech anisms . As well a s  money , capital and t r ade flows ( a s  

for monet a r is t s ) , h e  s t r essed psychological factor s ,  linkage o f  s tock mar k ets , 

commodity a r bitr age and int er est a r bitr age which by l inking bank ing syst em s  can offset 

the pr ice-specie-flow me ch anism . Unl ik e  monetarists , a flexible exchange r a t e  was 

s een as a conduit for int er national t r ansmission of c r ises r a ther tha n  a bar r ier . 

Besid es the focus on l ender -of- l a s t- r esor t int ervention , the policy impl ications of 

the financia l - fr agil ity approa ch include l imitation of tax advantag es to d ebt r el a tive 

to equity . 

A s  noted ,  the monet a r ist and fin ancial fragil ity approaches a r e  l ong-established 

a l t er na tiv e  appr oaches to int er pretation of economic history , ( al though in pr incipl e 

the mech anisms coul d be r econciled , eg if monetary t igh tening t r igger s a cr isis in a 

fin ancia l l y  fr agile economy).  The th r ee approaches discussed below a r e  mor e  r ecen t  

d ev elopments which ela bor a t e  and expand a spects o f  the t r aditional th eories withou t  

necessa rily a t t empting to supplant them .  

( c )  Ra tional expect a tions 

Some a tt empt s h ave been made to model cr ises in a r a t ional -expectations mann er . 

According to such model s ,  manias ( a s  s t r essed in financial fragil ity appr oaches) a r e  

v iewed a s  r a t ional s pecula tiv e  bubb l es ,  r uns ( th e  k ey monetar ist conduit ) being a 

speculativ e  a t tack on a price fixing sch eme and a panic is a run whose t iming is 

impe r fectly for eseen . Howev er , a s  discu ssed below , those emph a s ising the impor tance 

of uncer ta inty in cris es woul d  t end to dismiss such model s .  

A s  discuss ed by Flood a nd Ga r ber ( 1 9 8 2 ) , when expectations a r e  r a tional in the s ense 

of Mu th ( 1 9 6 1 ) , agen t s ' anticipa tions of price movement s  a r e  ma thematical 

* 

7 

Cu t l er , Poter ba and Summer s ( 1 9 8 9 )  cha r acter ised this type of behaviour a s  
" positiv e  feedback t r ading " ie t r ader s  whose pu rchases r espond to r is ing pr ices 
r a ther th an fa l l ing or l ow prices . 
Loan s  ba sed on a ss et v a l ues in per iod s of speculative excess may of cou r s e  be 
high ly r isky . 
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expectat ion s , cond i t ional on an informat ion se t tha t may include s tructu r a l  

k nowledge o f  the e conomic mode l unde r lying the proce ss conce r ne d . Howe ve r ,  if  the 

expecte d r a te of ma r ke t  pr ice change s influe nce s the cu r re n t  ma r ke t  pr ice , a s  i s  

nor mal i n  a s se t  ma r ke t s ,  the re i s  no un ique e xpre s s ion for age n ts ' expectat ions ; 

al thoug h  t he r e  i s  o n l y  one mar k e t  equ i l ibr ium cond i t ion , solu t ions a r e  requ i re d  for 

two e ndog e nous va r iable s - ma rket pr ice and the e xpected r a te of  ma r ke t  pr ice 

change . Unde r such cond i t ions a bubble can a r i se .  As age nts u s ing r a t ional 

e xpecta t io n s  do no t make s y s tema t ic prediction e r ror s ,  a po s i t ive re l a t ion be tween 

pr ice and i ts e xpected r ate of change impl ie s a s imilar r e l a t ion be twee n  pr ice and 

i ts actual r a te o f  c hange. In the se cond i t ions expecta t ions can d r ive pr ice s 

inde pe nden t l y  o f  fundamentals - a pr ice bubble ( though of  co u r se a bubble cannot be 

de f ined i ndependen t l y  o f  the de f i n i t ion of  the f undame n tal pr ice behaviou r ) . 

Def in i t ions o f  a r a t ional bu bble [Blanchard and Watson ( 19 8 2 ) ] typ ica lly inco r po r a te 

an a s sumed proba b i l i ty tha t  the bubble will  rema i n  or crash.  Wh i le the bu bble 

la s t s ,  t he ave r ag e  re tu r n  mu s t  exceed the r i sk f ree r a te to compe nsate for the r i sk 

of  a c r a s h .  Th i s  w i l l  be t r ue a for t ior i for r i sk ave r se age nts - indeed as the 

probabi l i ty o f  t he crash may increase ove r  t ime , the pr ice w i l l  have to increase 

expone n t ia l l y  to compensate bo th fo r the increased probabi l i ty of  a fall  bu t for the 

la rge r i s k  i n  hold ing an asse t .  ( Th i s  theory may be con t r a s te d  w i th K i ndle be rge r ' s  

loose r de f in i t io n  o f  "e uphor ia" whe re asse t pr ice s prog r e s s ive l y  lo se touch w i th the 

fundamentals in a n  " i r r a t iona l "  manne r . ) 

Runs a r e  a l so e xpl icable in te rms of  r a t ional expectations [ F lood and Ga r be r  ( 1 98 2 ) ] 

- a r u n  be ing a n  e ve n t  that te rminate s  a pr ice f ixing scheme . An age n t  (eg a ban k )  

may be ready to buy o r  se l l  a n  asse t at a g ive n f i xed pr ice ( ie f ixe s the pr ice o f  

de po s i t s  i n  terms o f  gove r nme n t  cu r re ncy) . The viabil i ty of  the scheme de pe nds on 

the agen t  ho ld ing a s toc k o f  the asse t .  I f  othe r age n ts see the pr ice f ix i ng as 

tempo r a r y ,  and that pr ice s will r i se eventually ( they will take a cap i tal lo ss on 

the i r  depo s i ts)  they w i l l  draw down the stoc k (of rese r ve s) back ing the pr ice f i x ing 

scheme . Alte rnat ive ly pu t ,  the y draw down the s tock whe n the ne t wo r th of  the 

ins t i tu t ion i s  e xhaus ted . I f  the s tock is deple ted rapidly , th i s  is a run ( lead ing 

to closu r e )  a l though all depos i to r s  ( having pe r fect fore s ig h t )  are pa id o f f  wi thout 

los s. The theor y  can be e x te nded by int roduc ing calculate d  r i s k s  to a l low losse s to 

depo s i to r s  ( panics) , bu t only to the exte n t  tha t a sudden e ve n t  led d i rectly and 

propor t iona te ly to r e al losse s exceed ing the ne t wor th of  the inst i tu t ion . (Compa re 

the d i scuss ion o f  u nce r ta inty in  Sect ion 2 ( d )  . )  A s imilar analys i s  can be applied 

to national for e ign-e xchange r e se r ve s  in a cur rency cr i s i s .  
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( d )  Unce r ta i nty 

Economic u nce r ta i n ty as  opposed to r i sk wa s sugge sted by Knight (1921) to be ce ntral 

to economic act i v i ty .  Me l tze r (19 8 2 )  po in te d  ou t i ts impor tance in unde r s tand ing 

f inancial cr i se s .  Unce r ta inty pe r ta ins to f u tu re events no t su scept ible to be ing 

r educed to objec t i ve probab i l i t ie s  and also prov ide s oppor tun i t ie s  for prof its in 

compe t i t ive ma r ke ts . The se aspects are d i scussed in turn be low . Me l tze r note s tha t 

e ve n t s  no t su sceptible to probabi l i ty analys i s  are excluded f rom 

r a t ional-e xpecta t ions mode l s  of dec i s ion mak ing and opt imal d i ve r s i f icat ion of 

r i s k s . Ra t ional expectat ion mode ls have no t in  his v iew prov ided a bas i s  for 

r e l i able pr e d ic t ions conce r n ing behaviou r of macroeconomic f inancial pr ice s such as 

e xchange r a te s ,  no r has it prov ide d convinc ing explanat ions of f inanc ial cr i se s .  

U nce r ta inty r e f lects the chang ing economic environme n t  i n  wh ich the random e lement 

is no t we l l  repre se n te d  by stationa ry probabi l i ty d istr ibu t ions.  Hence the future 

i s  no t knowable e i the r prec isely or probab il ist ically ( infe r r ing f rom pas t  data ) . 

Unce r ta in ty appl ie s a l so to events  whose impl icat ions r e s i s t  pu rely objective 

analys i s  such as war s ,  major changes in pol icy reg ime ,  financial cr ises and the i r  

econom ic conseque nce s .  The se a l te r  the economic envi ronment i n  a way that cannot be 

a n t ic ipa ted , d ive r s i f ie d  or  hedged aga ins t .  

The re i s  no precise economic theo ry a s  to how dec i s ions are made unde r unce r ta inty .  

I t  may be ignored ( i f  events a re fe lt to have a su f f iciently low probabil ity and 

informa t ion is cos t ly to obta in) . Al te r native l y ,  subject ive probab i l i ties may be 

appl ied , toge the r w i th a r i sk premium to cove r unspec if ied adve r se even ts . In  each 

case people te nd to wa tch othe r s  and do no t de viate widely f rom the no rm in te rms of 

facto r s  take n i n to account and we ights g i ve n to the m .  Whe n the crowd i s  wrong , 

the re i s  the ma k i ng of  a f inanc ial cr i s i s ,  bu t the re is no object ive ba s i s  to prove 

be fore the eve n t  that the crowd will be wrong . [ He rd ing may be r a t iona l i se d  to some 

exte n t  in  f inance i f  all  ( la rge ) ban ks expect to be rescued in a systemic cr i s i s , 

whe reas one bank go ing alone in  a d i f fe rent d i rect ion would be al lowed to go 

bank rupt ( Pr ice 198 5 )  . ]  

I n  te rms o f  oppo r tu n i ty for prof i t ,  unce r ta in ty rooted i n  change was sugg e s ted by 

Knight to be i t s  ma i n  sou rce in  compe t i t ive ma r ke t s .  I f  all probabi l i t ie s  we re 

known and r i s k s  d ive r s i f ie d ,  prof its wou ld be bid away . Prof i ts are earnt  by 

innova t i ng and see k ing oppo r tu n i t ie s  whe re the re is uneven informa t ion and 

u nce r ta i nty.  The se proce sse s [ wh ich Shafer (1 9 8 6 )  no ted are s imilar to "c re at ive 

de s t r uct ion of innova t ion" of Schumpe te r ( 1 9 4 2 ) ] increas ingly cha racte r i se f inanc ial 



10 

mar ke ts. Whe the r the proce s s  leads to cr i s i s  depe nds on the form o f  the •de s t ruction" 

- i f  innova to r s  take ma r ke t  share f rom ine f f ic ie nt f i rms and f i rms are ade qu a te l y  

capi tal i se d  i t  may no t ,  bu t i t  w i l l  i f  de te r iorat ing balance shee t qua l i ty follows the 

i nnovat ion proce s s  o r  i f  f inancial inte rmediar ies f a i l  to unde r s tand the prope r t ie s of  

f inanc i a l  innovat ion s . f Unce r ta inty is  l i kely to be increased by th i s  innova t ion 

proce ss , and he nce it may be g reate s t  in unregulate d  ma r ke ts l i ke the eu roma r ke ts 

whe r e  i nnova t ion is u n t r amme l le d  by restr ict ions on product de s ig n .  Whe n unce r ta inty 

is r e du ce d  in one a re a  and pro f i t s  are compe ted away,  innovat ion ma y  recu r , expo s ing 

the mar ke t  to new unce r taintie s. (See a l so the d iscuss ion o f  innova t ion and r i s k  in  

BIS (1986).) 

An i ncrea se d  l e ve l  o f  u nce r ta in ty may lead to a loss of  conf ide nce in f i nanc i a l  

ins t i tu tions ( i t  i s  notable tha t conf ide nce plays no role i n  a mode l w i th s ta t ionary 

probabi l it ie s) .  Con f idence increase s  as innova to r s  rece ive pro f i ts and the i r  

prac t ice s a re emu l a ted . Adve r se su rpr i se s ,  g i ven unce r ta in ty and impe r fect 

i n fo rmat ion , may t r igger s h i f t s  in  conf idence and hence runs wh ich af fect ma r ke ts more 

than appea r s  wa r r anted by the i r  intr ins ic s ign i f icance * because the y  le ad to a 

r e th i n k i ng o f  dec i s ion proce sses as we ll as to dec i s ions themse lve s .  Th i s  he lps 

expla i n  the wide va r ie ty of prox imate cau se s of  f inanc ial cr i se s .  

Po l icy recommendat ions based o n  the le ssons of the unce r ta inty approach ( S ha fe r 

( 1 9 8 6 ) ) include reduc t ion of  unce r ta in ty by avo idance of  uns table mac roeconomic po licy 

( and a l so micro - for example sudden change s in the le ve l of a s s i s tance to pa r t icu l a r  

secto r s  such a s  agr icu ltu r e ) . To check r i sky behaviou r of  f i nanc ial in s t i tu t ions , 

tha t can lead to cr i s i s  i f  unce r ta inty wo rsens , i t  is argued that supe r v i so r s  and 

mar ke ts may nee d  g re a te r  inf luence ove r inte rmed iar ie s .  As we ll a s  ac t ing through 

t r ad i t ional cap i tal adequacy and a sse t-qual i ty examina tion , supe r v i so r s  shou ld have 

g r e a te r  powe r to reo rgan i se f inanc ial f i rms wh ich are acting in  an unsafe manne r ,  

though such a pol icy i s  o f  cou r se d i f f icu l t  to impleme n t  at  a su i tably e a r ly stage . 

The powe r o f  ma r ke t s  to check ( v ia h igh costs of  cre d i t )  any r i sky behaviou r o f  

f inanc ial i n s t i tu t ions can be increased by mo r e  d i sclosure and l im i ta t ion of  depo s i tor 

pro te c t ion only to re ta i l  ma r ke t s .  

(e ) Cre d i t  r a t ion ing - and a par t ial syn the s i s  

Al though i n  many ways based in the f inanc i al-f rag il i ty approach , a s  we l l  a s  

inco rpo r a t ing the le sson s o f  unce r ta in ty theo r y ,  some rece n t  wo r k  [ Gu t te n tag & He r r ing 

* 

R is k  premia on new f inanc ial instruments may in any case be harde r to se t 
accu r a te ly becau se the re i s  no expe r ie nce of  the i r  be hav iour in rece s s io n s .  
Fo r e xample , r uns on banks wh ich , u n l i ke i n  the Flood and Garbe r  parad igm, le ad 
to los se s ou t of propo r t ion to prox imate eve n t s .  
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( 1 9 8 4 a ) ] on r a t io n i ng of c r ed i t , together w i th relaxat ion of c r ed i t  standards dur i ng 

pe r iods o f  c a l m ,  c a s t s  f u r ther l igh t on f i nanc i al cr i se s  d i st i nct from the mech an i sms 

ou t l i ne d  a bove . Meanwh i l e  Greenwald and S t i gl i t z  ( 1 9 8 6 )  ( 1 9 8 7 )  h ave developed a 

mone tary t r a nsmi ss ion mech an i sm i ncor por a t i ng c r ed i t  r a t ion i ng that complements th i s  

wor k . Esse nt i al back g r ound for these approache s a re the economic theor ies o f  pr i ce 

and quan t i ty r a t io n i ng o f  c r ed i t  a s  developed i n  the s tandard capital a s s e t  pr i c i ng 

mode l  and i n  the wor k o f  S t i g l i tz and We i ss ( 1 9 8 1 ) re spect ively� a b r i e f  ou tl i ne o f  

the se i s  g iv e n  i n  nav i s  ( 1 9 8 7 ) . * The bas i c  po i nt i s  that i n  pr i ce r a t io n i ng par a d i gms 

lende r s  faced w i th h e i gh te ned r i sk o f  de faul t w i l l  charge h i gh e r  i nterest r a te s .  

Howev e r , i f  th e r e  a r e  i n format ion a symme tr ie s ( ie the bor rower k nows mor e abou t h i s  

f inanc i a l  pos i t ion th an the l ender and the l ende r  cannot d i st i ngu i sh be tween 

bor r owe r s )  i t  may be mor e  pr o f i table for lender s to quant i ty-rat ion cred i t  r a ther than 

i nc r ea s i ng i nterest rate s ,  because the latter  would ( i )  lead bor rowe r s  to u nder take 

r i sk i e r  proj ect s a nd ( i i )  d r ive l ow r i sk bor rower s from the mar k e t . 

Gu tte ntag and He r r i ng ( 1 9 8 4 a )  o f fer a mode l  i n  wh i ch financ i al c r i se s  a r e  

character i sed by a n  abrupt i ncrease i n  the extent o f  c r ed i t  r a t ion i ng . The 

sugge s t ion i s  that the r e  are two cla sse s of bor rowe r , ch aracter i sed by pr i ce a nd 

quant i ty r a t ion i ng . As i s  emph as i sed i n  the u nde r l y i ng theor i e s ,  r a t io n i ng depends 

both on l ender s '  subject ive expect a t ions of de faul t ,  and on the state of the 

bor r ower ' s  bal ance shee t ,  wh i ch de termine th e l ik e l ih ood of defaul t and the returns to 

l e nde r s  should de faul t occur . Spec i f i c a l ly , the Gu ttentag-He r r i ng analys i s  focusses 

on the bor rower's capi tal adequacy (whe r e  "capital" is measured a t  book and not mar ke t  

v a l ue - t h e  la tter may b e  i n f la ted by specu lat ive act iv i ty i n  asset mar k e t s ) . A h i gh 

l evel o f  c api tal adequacy impl ies a "pr ime bor r ower" who can obt a i n  cred i t  close to 

the r i sk - free rate . An i ntermedi ate l evel enta i l s  pr ice-rat ion i ng - the bor rower 

face s a mar k -up on th e r i sk-free rate in l i ne w i th de faul t r i sk .  Be low a cer t a i n  

level o f  cap i t al , howev e r , mor al h a z a rd cons iderat ions mean tha t  the l ender f i nds i t  

r a t ional to quant i ty-r a t ion c r e d i t ,  a s  i n  the St igl i tz a nd We i ss par a d i gm .  A key 

i ns i gh t  i s  tha t i ncreases in the bor rowe r ' s  capi tal pos i t ion l imi t the scope for such 

con f l i c t s  of i nterest . When the bor r ower ' s  capi tal equal s  the cont ractual amou nt 

d ue , the bor rower ca nnot ra i se h i s  expected return by sh i f t i ng to r i sk ier pro j ec t s . 

Wh e n  capi tal i s  zero , the i ncent ive to u nd e r t ake r i sky projects i s  s t rong . 

* See al so Breal ey & Mye r s  ( 1 9 8 1 ) , Rob i nson & Wr i gh t sman ( 1 9 8 0 ) , Mal k i e l  ( 1 9 8 5 )  for 
d e scr i pt ions of pr ice r a t ion i ng of cred i t �  Al tman ( 1 9 6 8 ) , Ja f fee ( 1 97 5 ) , Hi ckman 
( 1 9 5 8 )  for a ss oc i a ted empi r i cal ev idence : S t i gl i tz a nd We i ss ( 1 9 8 1 )  ( 1 98 6 ) , Ha r t  
( 1 9 8 6 )  for a n  analys i s  o f  equ i l i b r i um quant i ty rat ion i ng and Fr ied and How i tt 
( 1 9 8 0 ) , Ja ffee a nd Mod i gl i a n i  ( 1 97 9 ) , Cuk i e rman ( 1 97 8 ) , Ja ffee and Ru ssell ( 1 9 7 6 )  
for a l te r na t ive v i ews o f  cred i t  r a t ion i ng .  
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The r e  i s  l i k e l y  t o  b e  a mi n imum capi tal r equ i rement be low wh i ch the bor rowe r is 

quant i ty-r a t ioned in a S t i g l i tz-Wei ss manner - the r e  bei ng an opt imal r a t e  of i n t e r e s t  

above wh i ch l oss e s  to t h e  l ender exceed gains due to h i gher i nt e r e st i ncome . At this 

i nte r e s t  r a t e  t he bor rower cannot trade-o f f  a lowe r capi tal ra t io aga i ns t  a h i gher 

inte r e s t  r a te .  �he m i n imum capi t al r a t io al so depe nd s  on the d i st r ibut ion o f  

i nvestme n t  re tur n s  a n d  t h e  subject ive probab i l i ty o f  a f i nanc i al c r i s i s  (enta i l i ng 

wide spr e a d  l oss e s ) .  The s ect ion now g oe s  on t o  d i scuss the d e termi nants o f  expected 

returns for the l ender (who may be a bank , a s  i n  the case descr i bed h e r e , or  

al te r nat iv e l y  a bondholder or depos i tor). 

In the pr i c e - r a t io n i ng par a d i gm of the capi tal asset pr i c i ng mode l  the d i st i nction is 

made betwee n  unsystemat ic and systema t i c  r i sk .  The forme r i s  pro j ect-specific and 

can be m i n im i se d  by holding a d iv e r s i f ied po r t fo l io o f  bonds or loa n s . The l a t t e r  

a f fects al l proj e ct s  a n d  cannot b e  hedged i n  th i s  way . Two e xampl e s  o f  sys tema tic 

risk a r e  r ecess i o ns a nd f i n anc i al c r i se s .  As i n  Section ( d )  a bove Gu ttentag & He r r ing 

a rgue t h a t  the r e  i s  a f u r ther cruc i a l  dis t i nction be tween the risk to i n dividual 

proj ect s and o f  r ecession on the one hand , and financial c r ises on the o the r . I n  the 

forme r  c a se s , i t  may be r e asonable to assume both that objective probabil itie s  are 

k nown* a nd that the s ubj ect ive probabi l i t ie s  o f  mar ke t  pa r ticipants tend t o  the 

object i �e probabilitie s ,  because unfavourable ou tcome s are s u f ficie nt l y  f r equent tha t  

any pa r t ic i pant s fol l ow i ng i ncor r ect subj ect ive probabilitie s w i ll face losses and 

withd r aw f r om the mar k e t . 

On the o th e r  h an d , the st ate of k nowl edge with r e spect to the probability o f  financ i a l  

crises (war s ,  e tc )  i s  l e s s  complete - mar k e t  pa r ticipants k now the r e  i s  a sma l l  finite 

pr obabi l i ty of such a disaster but not the pa r ame te r s  of the dis t r ibu tio n  - a c a s e  o f  

unce r tain ty i nstead o f  risk as ou tlined above . The r e  is no presumption th a t  

subj ectiv e  pr oba b i l itie s conve rge to object ive one s a n d  thus mar k e t  discipl ine is 

unl i k e l y  t o  e n su r e  cor rect expectations .  I n  fact compe tition may d r ive "pru de n t" 

creditor s from the m a r k e t  a s  the y  a r e  undercut by those who d i s r ega r d  the l ik e l ihood 

of f i nanc i a l  c r i s i s  either due to ignorance or w i llingne ss to l eave ris k s  u ncov e r e d  

for compe t i t iv e  advantage .
f 

Ei the r becau s e  pa r t icipants k now the mechanisms unde r l ying inve s tmen t  ret u r n s  o r  
becau s e  object ive probabil i t ie s  c a n  be i nfer r e d  from t h e  f r eque ncy dis t r ibu tion 
o f  the r e t u r n s .  

A n  e xample may b e  "pr e da tory pr i cing " t o  d r ive o ther f i rms f r om the m a r k e t  (see 
Davis (1988) for an anal ysis of such competitive beh aviour and associa te d  r isk s 
i n  the eu r obond mar ke t] . 
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The hypothe s i s  i s  tha t  cred i tor s '  expectat ions i n  the case o f  these unce r t a i n  

poss i b i l i t ie s  i s  cha r acte r i sed by th ree psycholog i cal me chan i sms , the •ava i lab i l i ty 

h e u r i st i c " , the " th r e shold heur i st i c "  and "cogni t ive d i ssonance " .  The ava i labil i ty 

h eu r i st i c  i s  employe d  when a per son calculate s probab i l i t ie s  by the ease wi th wh i ch 

i ns tance s a r e  b rou gh t t o  m i nd - whi ch depend s i n  turn on the t ime wh i ch h a s  e l apsed 

s i nce the l a s t  occu r re nce and the i nte ns i ty of the exper ience .
� 

At some point 

a f ter the o cc u r r e nce o f  a pr ev iou s cr i s i s  the subj e ct ive probabi l i ty o f  occurr e nce 

become s so l ow it i s  treated as z e r o .  Th i s  i s  a n  example o f  the th reshold heur i s t i c , 

a r u l e  whe r eby the scarce re sou r c e  of manag e r ial a ttent ion i s  a l located . A th i r d  

f actor may b e  cogni t ive d i ssonance , wh i ch come s i nto play when new i n format ion become s 

a va i la bl e  to s uggest that , cont r a ry to pr ior assumpt ions , a ser iou s h a zard does 

ex i st .  The mech an i sm protects the dec i s ion mak er ' s  s e l f -e steem whe n  i nformat ion 

a r i se s  th at casts doubt on the w i sdom o f  pa st dec i s ions , and leads them t o  i gnore or 

r e j ect the i n forma t ion . For e xampl e in 198 0 - 8 1  ev idence accumu lated that ldcs were 

l i k e l y  to expe r ie nce d i ff icul t ie s ,  but most bank s i gnored the s igns or expl a i ned them 

away , and suppor ted th e i r  opi n ion w i th new loa n s .  

The se b i a se s  may b e  r e i nforced by i ns t i tu t ional factor s ,  name ly the shor t pe r iods over 

wh ich pe r formance of l oa n  o f f icer s is eval uated and the weakne ss or absence o f  

mea s u r e s  of r i sk-adj usted r a t e s  of r e tur n .  The r e  may a l s o  be a n  a symme try be twee n 

ou tcome s for manag e r s  and sh a r ehol de r s  d ue to salary bonuses . Prof i ts may accr ue to 

manag e r s  - losses are pa id by sha r eholde r s .  The se may lead aga i n  to the d i srega r d i ng 

of l ow- f r equency e vents or "d i sa ster myop i a "  ( Guttentag & He r r i ng 198 4 b).  The se 

factor s may ope r ate mor e  rapidly at t imes of i ntense compe t i t ion i n  f i nanc ial mar k e ts . 

Th i s  hypothe s i s  may expl a i n  why , dur i ng pe r iod s when no ma j or shock s occur i n  an 

expa nd i ng e conomy , capital pos i t ions may decl i ne a nd cred i tor s become mor e  vul n e r able 

to shock s .  They lend to bor rower s w i th low capi t a l , al low ou tstand i ng l oans to r i se , 

and a l l ow the i r  own capi tal to fall  w i th no i ncrease i n  the subject ive probab i l i ty o f  

th e i r  i nsol ve ncy (capi t a l  r a t ios decl ine v i a  impl i c i t  dec i s ions i n  a n  expand i ng 

economy , a s  g r owth i n  asset valua t ions exceeds g r owth i n  r e ta i ned e a r n i ng s ) .  One 

wou l d  expect to obs e r ve these tendenc i e s  i n  such phenomena a s  decl i n i ng spreads on 

� For exampl e , i n  asse s s i ng probab i l i t ie s  of de faul ts by ldcs , the ease w i th wh i ch 
d ec i s ion mak e r s  cou l d  imag i ne such e vents wou l d  decl i ne a s  the per iod s i nce the 
l a s t  defaul t in the 1930s l e ng thened and as fewe r manage r s  who expe r ienced the 
1930s r ema i ned act i ve . 
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debt c l a ims and a l a ck of d iv e r s i f i ca t ion* of cla ims , w i th f r eque nt •1a rge e xposur e s "  

o r  r is k s  conce n t rated i n  one class o f  custome r . 

A f i nanc i al c r i s i s  i s  a cond i t io n  i n  wh i ch bor r ower s  who i n  o ther states were able to 

bor r ow  freel y  are unable to bor row a t  any r a te , wh i le other s who were for me r l y  "pr i me 

bor r ower s •  face heavy d e faul t prem i a .  I n  te r ms o f  the model ou t l i ned above , a 

s ign i f i c an t  propor t io n  o f  agents h ave capi tal pos i t ions bel ow the •mi n i mum• for 

pr i ce-r a t io n i n g ,  which may r e fl e ct e i ther a sha r p  i ncrease i n  subj ect ive probab i l i t ie s  

o f  a cr i s i s  or occurr e nce o f  a shock tha t  has reduced capi t a l  pos i t ions . 

s Cor r e spond i ngly� many pr i me borr ower s become " r i sky" and a r e  pr ice- r a t io ned . For 

newly qua n t i t y- r a t ioned bor rowe r s ,  ou tstand i ng loans may be a bove the l ev e l  l e nde r s  

f i nd a ccept able, s o  n o  n ew loans a r e  made and credi tor s take s t eps t o  r educe 

outstand i ng l oa n s .  When many l e nde r s  h ave pr ev iou sly made shor t-term l oa n s  i n  

response t o  (perceived ) l ow  proba b i l i ty hazards "ru ns" f rom debtor s may occu r .
f 

Un i t s  s ubject t o  r u ns e ncounter l iqu i d i ty pr obl ems th at may s p i l l  ove r  contag iou sl y  to 

othe r s i mi l a r  unit s . I t i s  not poss ible to dampen a run by o f fe r i ng to pay h i gh e r  

inte r e st r a t e s ,  becau s e  mor al h a zard means t h a t  for a qua n t i ty r a t ioned bor r ower the 

l oa n  r a te i s  a l r ea dy a t  the point to max imi se the le nde r ' s  r e t u r n� and/or 

i nsolvency p robabi l i t ie s  a r e  too h i gh to make an offer to pay h i ghe r  r a te s  

acceptable.� 

* On the other h and , a s  poi nted ou t by Sha fe r ( 1 9 86 ) , the re may o f ten be a danger 
o f  e xcess ive r e l i ance on d ive r s i f icat ion r a ther than d e t a i led cred i t  analys i s ,  
e spec i a l l y  i n  secu r i t i sed mar k e t s  wh e re bor rowe r -l ender r e l a t ionsh i ps a re 
u n impor tant . 

f The ma i n  e xcept ion i s  whe n the re i s  only one credi tor and whe n e xpo su r e s  a r e  so 
l arge tha t  pre s s u r e s  for publ ic act ion are strong . 

� ie i nt e r e s t  r a tes may be v iewed a s  a r i sk i nd i cator . 
* *  An e x te ns ion o f  the cred i t  r a t ion i ng pa rad igm by Bond and Br i au l t  ( 1 9 8 3 a )  

d i f fe r e n t i a t e s  b e twee n types o f  bor r ower . I t  emph a s i se s  the control a spec t s  o f  
quant i ty r a t ion i ng wh i ch may operate mor e  succe s s f u l l y  i n  the case o f  
cor po r a t ions th an sover e i gns . The i r  argument s t a r t s  from t h e  observ a t io n  t h a t  
bank s cannot d i rectly cont rol the act ions o f  bor rowe r s ,  e spec i al ly when they 
have many bank s ( la ck o f  cond i t ional i ty ) . I n  th i s  context , when bank s a r e  
conc e r ne d  abou t  the bor row i ng pol i cy o f  a n  ex i st i ng debtor they a r e  l i k e l y  t o  
a pp l y  quan t i ty r a t io n i ng o f  cred i t  t o  future l e nd i ng r a th e r  than pr i ce 
r a t io n i ng , g iven the i ncent ive and adverse select ion problems of i nc r ea s i ng 
pr i c e  r a t ioni ng . Such quan t i ty r a t ion i ng i s  i n i t ial l y  l ik e l y  to be i n  the form 
of shor te r  ma tu r i t ie s  r athe r tha n  quant i ty l imi t s . Th i s  i s  a n  adequate s i g n a l  
for corporat ions o f  loss of bank con f idence , a nd hence tha t  l e ss bor r ow i ng 
shou l d  be u nde r taken and/or l e ss r i sk tak i ng ,  because o f  the po s s i b i l i ty o f  
b a nk r uptcy ( and r ecovery of assets)  i f  cred i t  l i nes a r e  w i thdrawn a l t og e the r . 
Sove r e i g n s  d o  not face the bank r uptcy constra i n t , and r e pud i a t ion o f  debt wou l d  
i nvolve bank s i n  i r r e coverable loan loss e s .  G iven th i s  b al ance o f  s e l f  
i nt e r e s t , t h e  i nf luence of shorten i ng matu r i t ie s  on sove r e i gn s  i s  l i k e ly to be 
sl i gh t .  BB concluded that g iven the se s t r uctural fea tur e s  of bank i ng mar k e t s , 
i na b i l i ty t o  i mpose cond i t ional i ty ,  a cen t r a l  rol e  for bank s i n  sove r e i gn 
l e nd i ng wa s i napp r opr i a t e .  But the problem m ay gene r a l i se to cor po r a t ions w h i ch 
a r e  la rge i n  r e la t ion to bank s ,  wh i ch can acce s s  bond mar k e t s  or where 
bank ruptcy costs are s ign i f icant ( Dome Pe troleum , AEG) • 
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The k ey i ns igh t  r e l a ted t o  the psycholog ical mechan i sms noted a bove i s  that subj ect ive 

and actual probab i l i t ie s  need not cor re spond . Wh i l e  subject ive shock probabi l i t ie s  

d ec l i ne i n  the way shown capi t a l  r a t ios decl ine , de f au l t  pr emi a  f a l l  and actual 

v u l ne r a b i l i ty i nc r e a se s ,  as ou t l i ned above . However , perceived vu lnerabi l i ty doe s not 

i nc r e a s e  ( ie conf ide nce d oe s  not decl i n e )  t i l l  a "shock " occur s .  Once such a shock 

h a s  occ u r r ed , a fur ther shock of non cr i s i s  propor t ions may be s u f f i c ie nt to cause a 

sh a r p  i ncrease i n  cred i t  r a t ion i ng enta i l i ng a n  actual c r i s i s .  A shock w i l l  h ave a 

mor e  ser iou s  impact o n  the r i sk prem ium , the h ighe r the i n i t ia l  l ev e l  o f  the 

s u b j e c t ive probab i l i ty of d i saster  ( ' vulnerable ' cond i t ions are mor e  s u scept ible to 

c r i se s  than "ben ign") . An i ncrease i n  s ubj ect ive probabi l i ty a l so h a s  a g r e a ter 

e f fect on cred i t  r a t ion i ng for weak l y  than s t rongly capi t al i sed bor rowe r s  - hence 

t i e r i ng whe r e by the r ange of defau l t prem i a  pa id by r i sky bor r owe r s  r i se s , a nd a 

s i g n i f icant propo r t ion a r e  quant i ty r a t ioned . 

Pol i cy r ecomme nd a t i ons based on the Gu ttent ag-He r r i ng analys i s  a r e  for d i r ect cont r ol 

o f  ba nk capi t a l  r a t ios ( ie prudent i a l  supe rv i s ion) - bu t w i th the prov i so that 

add i t i onal mechan i sms may be nee ded t o  prevent "d i saster myop i a "  - in th i s  context 

i ns u f f i c ient r i sk we i gh t s .* The onus may be both on the supe r v i sor s to rema i n  

v i g i la n t  a nd o n  t h e  bank s to evolve s t r a teg ic plann i ng s t r u c t u r e s  to o f f s e t  t h e  

t e ndenc ies ou t l ined above towa rds shor t-t e rmi sm [Gu t tentag and He r r i ng ( 1 9 8 4 b ) ] .  

I n  a sepa r a te ser ie s of pape r s  Gr ee nwa l d  a nd S t igl i t z  ( 1 98 6 )  ( 1 9 8 7 )  have devel oped a 

ve r s ion o f  the mone t a ry t r a nsmi ss ion mech a n i sm wh i ch ope r a te s  v i a  cred i t  r a t ion i ng . 

A l though l a rgely a the ory of the t r ade cyc l e , th i s  approach compleme nts 

Gu tten tag-He r r i ng by i l l u s t r a t i ng how pol i cy can t r i gger cred i t  r a t i on i ng ,  wh i ch a s  

shown b y  Gu ttentag -He r r i ng i n  appr opr i a te c i rcumstances of debt burdens , l ow capi t al 

r a t ios and u nce r t a i n ty may lead to a f i nanc i a l  c r i se s .  The Greenwald-S t i gl i tz 

appr oa ch thus pa r t ly reconc i le s  the mone tary a nd other approache s to f i nanc i a l  

c r i s i s .  I n  e ssence , i t  i s  sugge sted tha t  the factor s unde r l y i ng the obse rva t ions , 

f i r st , that t i ghten i ng of the mone t a ry stance reduces economic act iv i ty
f

, and 

second , tha t r e a l  i nt e r e s t  r a t e s  vary l i tt l e� in such c i rcums tance s ,  can be 

expl a i ned by a ppeal to c r ed i t  r a t io n i ng . As i n  Gu ttent ag-He r r i ng ,  i t  i s  assumed that 

bor rowe r s  face cred i t  con s t r a i n t s  ( by pr i ce or quant i ty ) . Fur the r , the mone tary 

au thor i t ie s  can cont r ol , v i a  bank s '  r e serve s ,  the "wor k i ng cap i t al "  of the 

* See a l so F l emm i ng ( 1 982) . 

f The "mone ta r i st black box" . 

� The "Keyne s i an" t r a nsmi ss ion mecha n i sm.  
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bank s and hence their wil l ingnes s  t o  lend. Because o f  specific informa t ion 

concer ning bor rowe r s  that bank s have acquired, the cost to bor rowe r s  of raising 

funds f rom o th e r  sou rces ( su ch as the equity mar k e t )  wil l in gene r a l  be high e r  th an 

tha t of obt a ining bank l oans . Res t ricting bank credit may thu s  inc rease the 

mar g inal cost of f u nd s  t o  pr eviou sly pr ice-r a tioned bor r ower s even if the bank does 

not sha rply incre a s e  the inter e s t  rate it cha r ge s .  Meanwhile previou sly 

quantity- r a tioned borr owe r s  wil l  f ind their cons tr aint s tigh tened. This pa t t e r n  may 

(in a t rade-cyc l e  context) reduce aggregate inve stment, while in f inancia l l y  fr agil e 

states it c oul d h e l p  lead t o  financ ial cr isis . 

Five approache s t o  f inanc ial cr ises h ave bee n ou t l ined. Al though pa r t ly subs titutes 

( pa r t ic u l a r l y  t h e  mone t a r is t  v s  f inancia l - f r agil ity and r a t ional expecta tions v s  

uncer t ainty a pp r oa ch e s )  these a ppr oache s a r e  a l so to s ome e xtent compleme ntary . 

Uncer tainty a nd c redit r a t ioning may a dd to under standing o f  how c r ise s t r igge red by 

the e a r l ie r  mac r oeconomic mech anisms come a bou t .  Even the main macro theo r ie s may 

illuminate e ach other: a mone tary t ightening coul d  he l p  trigge r a col lapse of a 

financial l y f r agile e conomy . Final l y, the cr edit- ra tioning appr oach e s  make some 

attempt a t  gener al r e concil iat ion.� In the fol lowing sections some ins tance s of 

financial disorder in the e u r omar ke ts a r e  e xamined and the real ism of the se 

mechanisms a sse s sed in the l igh t of them . 

** Credit r a t ioning pa r adigms are the only reconcil ia tions th a t  h ave been 
pr oposed . For e xample, a que stion not fu l l y  add re ssed in a ny approach is why 
bank s h ave historic a l l y  been so prone to runs ( the main mone ta rist 
mech anism}. A possible e xplana tion is given in Diamond and Dybvig ( 1 9 8 3 ) , who 
a l so showed tha t  insolvency ( financial f r agility ) is not a nece ssary condit ion 
for bank r uns . The nature of bank assets ( il l iquid and only real isable a t  
conside rabl e cost} and l iabil itie s  ( l iquid and c a l lable a t  notic e )  g ive s 
incentiv e s  for r uns to occ u r  even if the bank is not insolvent . Runs can be 
provok ed by a ny event, however extraneou s , bu t inc luding fail u r e s  o f  s imilar 
ins titutions (as  in the u ncer t ainty approach ) . Incentiv e s  for  r u ns a r ise f r om 
the proce s s  whe r e by c l a ims are dist r ibu ted to depositor s .  Until a bank 
decl a r e s  insolvency, it mu st mee t withdrawa l s on demand . On insolve ncy, 
depositor s j oin a pool of credito r s  who may or may not receive payme nt in 
full . The r e fo r e ,  the r e  is an incent ive to be f ir st in the queue , a nd the 
chance that othe r s  may withdraw may cause a panic regardless of the u nde r lying 
f inancial po sition.  Runs l ead to e conomic disr uption via inte r r uption o f  
produ ction and de s t r u ct ion of optimal r isk sh aring ( a s  i n  t h e  financial 
f r agil ity a pproach ) . As in the mone tar ist pa radigm, this r e su l t wa s fe l t  to 
suppor t deposit insu r ance a s  a means of maintaining inve stor s '  confide nce in 
the bank s ,  whi l e  a l l owing bank s to pe r form their matur ity t r ans formation 
function ( a  protection absent in the euroma r k e t s )  - though the mor al h a z a r d  
this induces migh t a l s o  nece ssitate bank regula tion.  



3 Financial disorde r  in the eu roma r ke ts 
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This section o f f e r s  a brie f outline of  the events of the fou r  main euroma r ke t  crise s 

of  the past two decade s ,  name ly the He r s tatt crisis of  June 197 4 ,  the adven t  o f  the 

De bt Crisis in Aug u s t  198 2 ,  the crisis in the FRN mar ke t  of Decembe r 1986 and the 

e quity ma r ke t  crash of  Octobe r 198 7 ,  as mate rial for their analysis in the light of  

t heory. Those al re ady familiar with the se events should proceed to sections 4 and 5 

whe re compa rative g r aphica l and nume rical analyse s of  the crise s are pre sen ted. 

( a) The in te r bank crise s of  the mid-1970 s 

The in te r bank ma r ke t  is one of  the large s t  componen ts of inte rna tional banking 

bu sine s s. Johnston ( 19 83)  repo r te d  tha t in the e a r ly 1980s two-thirds to three

qua r te r s  of ban k s ' to tal cross borde r  liabilitie s we re in the fo rm of  claims with 

othe r  bank s  ( this pat te r n  is also belie ved to have held in the 1970 s) . Inte r bank 

t r ading se r ve s  seve r al functions.
f 

Fir s t ,  fo r any bank the inflow and ou tflow 

of f unds from depo sits or loans will not always ma tch,  and inte r bank line s form an 

a l te r native to holding liquid asse ts. Since such precau tionary balance s can be 

reduced , transac tions costs can be lowe r. Second , the re are intr ama rginal transfe rs 

o f  liquidity f rom one bank to anothe r. Give n deposito r s  may of te n  pre fe r to hold 

fu nds with la rge r ra the r than small banks , the latte r  o f ten need to bor row via the 

inte r bank ma r ke t  to finance their lending. Third ,  inte r bank le nding may be 

nece ssary to enable the cu r re ncy compo si tion of deposits to match that of loans. 

Fou r th ,  one can ide ntify a global liquidity distribu tion function whe reby the 

inte r bank ma r k e t  channe ls funds be tween ma rket  ce ntres. 

As long as  banks ' credit standing is no t in doubt , the inte r bank system e f ficien tly 

directs funds f rom su rpl u s  to de fici t banks. Eve n if deposits are switched f rom 

inte r national to dome s tic ma r ke ts it can con tinue to function. Bu t in a crisis 

f unds may no t be available if deposito r s  switch deposits be tween dif fe rent classes 

of ban ks (ie g roups tha t are easily dis tinguished) . This may be a par ticular risk 

i f  the deposi to r  ba se of  the eu roma r ke ts is concen t r a ted and informa tion is 

impe r fect. Withd rawals of deposits may cau se losse s  to a bank , affect solve ncy and 

liquidity and ma ke o the r bank s  u nwil ling to le nd. The cost of funds in the 

inte r bank ma r ke t  may rise , or banks be r e f u sed funds , ie the re may be " r uns". The 

a l te r native s are the n sale o f  asse ts or ban k r uptcy. In crise s the behaviour of the 

inte r bank ma r ke t  may also lead to sys temic problems given tha t the quality of one 

f See a l so Ellis ( 19 8 1 ) , Bank fo r Inte rnational Se ttleme n ts ( 1983) . 
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bank ' s  bal ance she e t  i s  r e lated t o  othe r s  i t  l end s t o .  Not tha t  bank s a r e  u nawa r e  

o f  t h i s ;  i nt e r bank r i sk a ss e ss ment g ives r i se to the phe nomenon o f  t ie r i ng o f  r a te s  

for d i f ferent credi t r i sk s .  

The i nt e rbank mark e t  grew r ap i d l y  i n  the e a r ly 1 9 7 0 s  - for e i gn c u r rency i nt e r bank 

cred i t s  t o  European BIS r e por t i ng bank s rose f r om $ 9  bn in 1 97 0  to $ 2 1 . 8  bn i n  

1 97 4 .
f 

I n  t h i s  context , i n  1 9 7 4 ,  loss e s  by several bank s were l i nk ed t o  r a sh 

for e ig n  e xchange de a l i ng a nd i nadequate a ppr a i sa l  o f  r i sk s .  Afte r the gene r a l ised 

f loa t i ng of e xchange r a te s  i n  March 1 97 3 ,  many c omme r c ial bank s e xpa nded the i r  

fore ign e xchang e  po s i t ions . For e xample,  cur rency i nstab i l i ty i ncreased the demand 

for forwa r d  c over for non-bank f i r ms .  S i nce cont r ac t s  cou l d  not always be ma tched 

in the forward mar k ets,  bank s would often accommoda te the i r  custome r s  by " cove r in g "  

themse lves by s po t  exch ange t ra nsact ions plu s e u r o-cur r e ncy bor r owing . The oil 

pr ice i nc r e a se h e i gh tened vol atil i ty of mar k e t s  and disr upted pa tte r ns of c apit a l  

f low. Seve r a l  b a nk s  were caught by u nexpected depreciat ion i n  some c u r r e ncie s  

togethe r w i th a t i ghtening o f  US mone t ary policy . One s e r ious bank i ng fai l u r e  wa s 

at Bankhaus H e r statt in Cologne in June 1 9 7 4 . Foreign e xchange losses a l s o  occ u r r ed 

at Frank l i n  Na t ion a l  Ba n k ,  Lloyds Bank i n  Lugano, the Banque de B ruxe l l e s  and 

We stde u t sche Land e sbank . Accounts eme r ged of unau thor ised for e i gn e xchange 

deal ing s  by r e l a tively j unior sta ff, and of high-risk spec u l a t ion as bank s t r ie d  to 

recove r their losses . 

The He r statt c r isis r aised que stions a bou t  bank s '  inter nationa l exposu r e  a nd 

ope rat ions . I nitia l ly, confide nce f e l l  in the inter bank ma r k e t ,  and many bank s 

began t o  a ss e ss their int e r bank l ending in much mor e det ail . They tended t o  

discr iminate s h a r ply be tween the credit standings o f  dif fe rent institutions, cau sing 

interba nk i nt e r e st r a t e s  to e xpe rie nce marked tie ring . I n ter bank deposit r a te s  

indicated the existence o f  a t  least six t ie r s* o f  bank s in the Eu roma r k e t ,  and the 

range o f  r a t e s  al s o  e xpanded significant ly . Up to six wee k s  a f ter the fail u r e  o f  

Bankh aus Her sta tt, only the s t rongest European and US money centre bank s ( pr ime 

bor rower s ) cou l d  r a i se i nt e r ba nk fund s  at pre-exis t i ng spr e a d s .  Subs t ant i al t ie r ing 

existed in othe r cases,  w i th premia as h igh as 2 %  being faced by " risky" Japanese 

and I tal i an bank s a nd c e r t a i n  s mal l e r  bank s which r e l ied heav i ly on i nter bank 

fund i ng .  I t  i s  repor ted that they we re v i rtually e xcluded from the mar k e t, 

sugg est i ng some degree of quant i ty r a t ioning a l s o .  Depositor s move d  fund s  f r om the 

eurocu r rency ma r k e t  to national mar k e t s, the London mar k e t  shr ank tempor a rily in 

f Sou rce: B I S  ( 1 9 7 5 ) . 

* Arguably such a l a r g e  numbe r  of tie r s  approximate s to a continuou s dis t r ibu t io n . 



mi d-19 7 4 , and inte re s t  rate d i f fe re n t ials be twee n  the Euro and the US dome s t ic 

ma r ke ts widened sharply. 

19 

Fo r a wh i le , the re was wide spread conce rn fo r the stab i l i ty of  the inte rna t ional 

ban k i ng system.* Consequently , in  Septembe r 197 4 ,  the central bank gove r no r s  of the 

G l O  and Sw i tze r land expre ssed the i r  commi tment to the con t i nued s tabil i ty of the 

ma r ke t s. Th i s  move d id not guarantee au toma t ic lende r of last r e so r t  inte r ve n t io n ,  

bu t d id ind ica te the will ingne s s  o f  central bank s  to inte r ve ne in  a cr i s i s. The 

abse nce of f u r the r bank ing f a i l u r e s  also he lped to s tabil i se the eu rocu r re ncy ma r ket 

by e a r ly 1 9 7 5. 

A f te r  19 7 4 ,  banks in  the eu roma r ke t  made more use of back-and-for th inte r bank 

t r ad ing , and se t i n te r bank l i ne s and l imits w i th much g re a te r  care. Some t ime s ,  

l im i t s  on the amounts o r  ma tu r i ties o f  loans to any par t icu lar bank we re re late d  to 

the bo r rowe r ' s  ne t wo r th or  ano the r quan t i tat ive gu ide l ine - as they a rguably should 

a lways have been. Howeve r ,  by the la te 1970 s ,  the typ ical inte r bank ma r ke t  range of 

r a te s  was reduced to only about l/ 4% ove r al l. In  contrast with the s i tu a t ion in 

19 7 4 ,  conce rn was expressed a t  the nar rowne ss of the range , and i t  was sugge s ted 

tha t ma r ke t  l iqu id i ty had created abno rmal compre s s ion , w i th pote n t ial for a f u r the r 

c r i s i s. As shown be low , the cr i s i s  whe n it  came was large ly concentrated in the 

synd icated cred i t s ma r ke t. 

( b) The de bt cr isis 

Du r ing the 1970s , i n f l a t ion in many coun t r ie s  rose we ll above the accepted norm;  

f ree ly f loa t ing exchange r a te s  we re widely adopted by industr ial i sed countr ie s ;  

nom inal inte re s t  r a te s  we re vol a t i le and some t ime s  ve ry high ; and the re we re 

* As repo r ted in  Maye r ( l 9 8 2 ) the minu te s  of  the US Fede ral Re se r ve Board of 
Gove r no r s  (19 7 4 , pp4 l-4 2 )  state tha t : "The re was wide spread conce r n  in f inanc ial 
c i rcles that such e v ide nce of f inanc ial d i f f icu l ty at a few f i rms might repre sent 
the t ip o f  the ice be rg • • •  Le nde r s  re sponded • • •  by tighte n ing the i r  cred it 
s tanda rds. I n  the squee ze that followed , many le sse r-rated bor rowe r s  found the ir  
acce s s  to secu r i ty mar ke ts par t ially or  comple te ly cur ta i led , and they we re 
fo rce d  to fall back on s tandby l ine s o f  cred i t  at bank s. S ince banks 
e xpe r ienc ing the se une xpected loan demands we re also f ind ing i t  nece ssary to pay 
sha rply h ig he r  co s t s  fo r • • •  fund s ,  they increased the i r  own loan r a te s  • • •  S tock 
pr ice s • • •  fe l l  d r ama t ical ly dur ing the spr ing and summe r per iod of maximum 
f inanc ial stra in. The compo s i te s tock inde x of the New Yor k  S tock Exchange 
a t  the low was ne a r l y  50 pe r  cen t  be low the record h igh reached in early 19 73." 

Lepe t i t  (19 8 2 )  no te s " In the He r s tatt a f fa i r ,  i t  seems the Ge rman au thor i t ie s  

wan te d  to te ach specu l a tor s ,  a s  we l l  a s  banks deal ing w i th specu lator s ,  a 
l e s son. Bu t the US clear ing system ne a r l y  col lapsed w i th He r s tatt on 26 June 

19 7 4 ; the CHIPS compu te r wa s swi tche d o f f , and it  was nece ssary fo r the cle ar ing 
us ban ks to ba r te r  checks dur ing the whole n ight and a f te rwa rds to use the 

impo s s i ble dev ice o f  cond i t ional transfe r s." 



20 

subs tant ia l  c hange s  in the pa tte r n of we alth hold ing , largely because of  sha rp 

incre ase s i n  the pr ice o f  o i l  relat ive to o the r commod i t ie s  and manu factured good s .  

Many countr ie s increa sed the i r  demand for exte r nal f i nance . Me anwh i le , the OPEC 

surpluse s we re inve s te d  through the bank ing system* * *  and not in secu r i t ie s 

mar ke t s. * * Pa r tly a s  a result  of the se de ve lopments , the synd icated cred i t
f 

became the p r e fe r re d  means for inte r na t ional le nd ing by banks . The synd ica te d  cred i t  

e nabled ban k s  to co pe  w i th the demands made o n  the f inanc ial system dur ing the 1 9 70 s ,  

by mobil i s ing substan t ial quan t i t ie s  o f  funds with l i ttle comple x i ty or  de lay . 

Howeve r ,  v iewed i n  re trospec t ,  the simpl ic ity o f  synd ica ted cred i ts may also have 

d rawn i n to i n te rn a t iona l lend ing a wide r r ange of bank s  than wou ld have been ideal 

wh ile many we r e  made at e xce ss ive ly f ine spreads , ie the re was a form of  bull ma r k e t  

and s l ippage i n  credit  s tandards . 

An outl i ne o f  the debt c r i s i s  mus t  commence a s ign i f ican t time be fore 1 9 8 2 . *  

Fol lowing a pe r iod o f  d i sr upt ion ove r  1 9 7 4-7 5 ,  pa r tly assoc iated w i th the He r s ta t t  

cr i s i s  d i scussed above , cond i t ions in the synd icated cred i ts ma r ke t  began to ease in 

1 9 7 6, w i th lowe r spreads fo r pr ime bor rowe rs and a h ighe r  ave rage loan s i ze . Lowe r 

spreads
� 

and longe r matu r i t ie s  for othe r bor rowe r s  followed in 1 9 7 7  and 1 9 7 8 . 

Many bor rowe r s  be g an to tap the synd ica ted loan ma r ke t  regula r ly , and a much w ide r 

range o f  bo r rowe r s  e n te re d  the mar ke t ,  including heavy bor rowi ng by ldcs . Some 

bor rowe r s  r e nego t i a te d  or re f inanced loans wh ich had been take n ou t unde r t ighte r  

cond i t ions . V i r tually all bor rowe r s  we re able to negot iate succe ssively f ine r  te rms . 

By 1 9 7 9  the following cond i t ions we re e s tabl i she d ;  h igh le ve ls of  le nd ing , low 

spre ads ,  l i t t le cons ide r a t ion of cap i tal or abil ity to pay of bor rowe r s ,  a w ide r ange 

of bor rowe r s  of va rying cre d i t  qu al i ty obta in ing loans ( bu t  a conce n t r a t ion of  loans 

in Me x ico , Br a z i l ,  Argent ina and Sou th Korea ) . 

* * *  
* *  

* 

Though some ban ks bu ilt  up holding s  of eu robonds f inanced by the se de po s i ts . 
Howeve r ,  as  noted by Bond and Br iau l t  ( l 983b) , i t  would be wrong to see ban k s  as 
me re recycle r s  o f  funds . F i r s t ,  the co r re la t ion be tween ldc loans and OPEC 
depo s i ts i s  h ig hly impe r fect .  Second , banks evidently bid agg ress ive l y  for 
depo s i ts and also for loans , st imulated by such factors a s ;  an incre a s ing focus 
o n  bal ance s he e t  g rowth rathe r  than only prof i tabil ity;  the sh i f t  f rom asse t to 
l iabi l i ty manageme n t ;  abi ity to cross subs idise inte r na t ional bu s ine ss f rom 
pro f i ts made in ol igopol i s t ic dome s t ic mar ke ts and f rom the " insu r ance " provided 
by bank s  to depo s i to r s  via the i r  cap i ta l ; as  we ll as misj udgment of the r i s k s  -
notably o f  the po te n t ial cor relation be tween sove re ign r i sks when economic 
cond i t ions de te r iorated - and of the intens i ty of compe t i t ion in the ma r ke t ,  
wh ich kept spreads low . 
A e u rocu r re ncy synd ica ted-cred i t  represents a loan or cred i t  fac i l i ty ,  gene r ally 
at f lo a t ing r a te s ,  which is a r r anged on behalf of a bor rowe r f rom ano the r coun try 

and is made by a conso r t ium of banks . 
Bond ( 1 9 8 5) o f fe r s  a de ta iled account of the behav iou r of the mar ke t  ove r the 
1 9 70 s  and e a r ly 1 9 80s . 
Johnston ( 1 9 80 )  note d a neg ative re lation be tween g rowth of  volume o f  lend ing and 
e u roma r ke t  spreads ove r th is pe r iod and attr ibu ted it  to po r tfol io adj u s tme n t . 
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The o i l shock o f  1979- 81 , and subseque n t  slowe r wo r ld economic g rowth , damaged 

prospects fo r deve lop ing countr ie s. The cost of se rvic ing debt rose sharply as 

a l te r a t ions to US mone ta ry po l icy in  late 1979 ( the shift to a system of ta rge tt ing 

non-bo r rowed r e se r ve s) l i f ted dollar inte re s t  rate s  to unusually high leve l s  and the 

do llar apprec i a te d  strong ly. As debt se r v ic ing d i f f icul t ie s  eme rged , mar ke t  

con f idence wa s increas ing ly unde rmined. Spreads rose for non-pr ime bor rowe r s ,  

ma tu r i t ie s  sho r te ne d  and the numbe r  o f  cred i ts fe ll. The debt cr i s i s  e f fect ive ly 

began w i th the " shoc k"  of Mexico ' s  sudde n suspens ion of exte rnal deb t  se r v ic ing in 

Aug u s t  19 82.
f 

Bor rowing subseque n tly became more d i f f icul t  for a numbe r o f  

hea v i ly inde bte d  countr ie s ,  pa r t icularly in Lat i n  Ame r ica ( ie quant i ty r a t ion ing 

appl ied s t rong ly ) . Howeve r ,  cen tral banks inte rve ned to preve n t  a cr i s i s  in the 

i n te r bank mar ke t  by pe r suad ing cre d i tor banks to roll ove r  the i r  cla ims on Mex ican 

ban k s  [ Pr ice ( 1 9 8 5 ) ] and the Fe d re laxed mone tary pol icy , reduc ing inte re s t  rate s  

sha rpl y .  

The le ve l  o f  "spon taneous" syndica te d lend ing ( loans syndica ted normally in  the 

ma r ke t )  fe l l  sharply a f te r  the middle of 1982 and rema ined low throughout 1 9 83 and 

1 9 8 4 . The leve l o f  loans to OECD bor rowe r s  did no t alte r  sign i f icantly , bu t La tin 

Ame r ican and Ea ste r n Eu ropean bo r rowe r s  v i r tually d i sappeared as take r s  of 

" spon taneous" cre d i t s  ( though the latte r returned to the ma r ke t  dur ing 198 4 ) .  

when "unspon taneou s" lend ing * i s  include d ,  the ma r ke t  downturn is s t i l l  e v ide n t .  

Eve n 

I n  te rms o f  realised spreads the e f fect on gene ral mar ke t  cond i t ions was only 

te mpo r a r y ,  w i th the increase in  ave rage spreads in the latte r  pa r t  o f  1 9 8 2  reve r sed 

in the f i r s t  ha l f  of 1 9 83 ,  and no clear ev ide nce of sho r te r  mean f inal ma tu r i t ie s. 

Howe ve r ,  the synd icated loans ma r ke t  demonstrated an increas ing te nde ncy to be a 

sou rce o f  funds only for favoured bor rowe r s  such as OECD corporations who we re 

pr ice-r a t ione d ,  wh i le all othe r s  we re quan t i t y-r at ioned (at ze ro) and thus d id not 

a f fect obse rved spre ads . Th i s  was shown by the re lat ive stabil i ty ,  from the sta r t  

o f  1 9 8 2 , o f  bo t h  ave rage spre ads and me an f i nal matu r i t ie s  for those bo r rowe r s  s t i l l  

hav ing acce ss t o  the ma r k e t. From mid-1 9 83 ,  the re we re eve n  s igns of sl ightly 

improved cond i t ions for such bo r rowe r s ,  w i th spreads fall ing and ma tur i t ie s  

lengthe n i ng. B y  1 9 8 7 ,  de ve loping count r ie s ,  ev idently s t i l l  qua n t i ty-r a t ione d ,  

accounte d  for 10 % o f  synd ica ted lend ing , wh ile Eas te r n  bloc countr ie s ,  which 

w i thdrew e n t i re ly f rom the mar ke t by the end of the ye ar , accounte d  for only 2% . 

ove r 1 9 8 2 - 8 7  mo s t  synd icated cred i t s  we re a r ranged by compa n ie s  in  OECD cou n tr ies. 

f Due to lack of "con trol" by bank s  ove r sove re igns , asse ts could not be d irectly 
recove red in the case of such suspe n s ion ( see the foo tnote on pl 3 ) . 

• Not synd icated free l y ,  bu t arranged wi th a prede te rmined g roup o f  banks for 
prede te rmined amounts base d on bank s '  e x i s t ing exposure and backed by mass ive 

o f f ic ial suppo r t  prog ramme s .  



(c) The c r i s i s  in the FRN ma r ke t  

2 2  

The o r ig in s  o f  t he ma r ke t  in floating- r a te no te s ( de f ined a s  me d ium- te rm se cu r i t ie s  

car r y i ng a f loa t ing r a te o f  inte r e s t  that i s  rese t  a t  regu lar i n te r vals i n  r e l a t ion 

to some prede te rmine d  mar ke t  r a te) l ie in  the 1960 s when banks u se d  them as a means 

for r a i s ing sho r t  o r  medium-te r m  funds to suppo r t  the i r  inte rnat ional lend ing 

ope r a t ions . Howe ve r  a major spu r was g ive n by the debt cr i s i s  (ou tl ine d  above ) 

wh ich led to a sha rp de cline i n  new lend ing as we l l  as  in inf lows of funds to 

inte r na tional banks. As a subs t i tu te for synd icated loans ( in bank ' s  asse t 

po r t fo l ios and as a l ia b i l ity of  compan ie s  and sove r e ign s) , FRN i ssue s g re w  

par t icu l a r ly s t rongly ove r 1981- 8 5 ,  wh ile the f ixe d r a te eurobond mar ke t  was 

relat i ve l y  subdue d .  The ma in i ssue r s  of  FRNs we re gove r nme n ts and bank s  ( compa n ie s  

�e fe r re d  t o  i ssue i n  the f ixed- r a te mar ke ts).  Banks sought to i ssue subo r d i na ted 

and/or pe rpe tual de bt in o rde r to incre ase the i r  capi tal base s ,  bu t a l so we re 

atte��t ing to reduce the deg ree of  ma tu r i ty mi sma tch in the i r  inte r na t ional 

lending . Bank s a l so e me rged as ma jor inve s to r s  in the FRN mar ke t ,  hold ing a la rge 

propor tion of pape r outstand ing . 

The FRN c r i s i s  began w i th sharp pr ice falls in Decembe r 1 9 8 6  in the pe r pe tual 

se cto r ,  whi ch have been blamed on inve stor s '  re-e valuat ion of the equ i ty 

characte r i s t i cs o f  the se instrume nts as we ll as fe a r s  tha t the Coo ke Comm i t tee 

cap i ta l  conve rge nce gu ide l ine s  for inte rna t ional banks wou ld deduct any ho ld ings 

from capi tal , exce ss supply of bonds g ive n the s i ze of the inve s tor ba se , 

unde rpr i c i ng o f  i s sue s in  relation to r i sk and false expe c ta t ions of  l iqu id i ty g ive n 

the s i ze o f  the mar ke t .  At the outse t  of the cr i s i s ,  it  wa s expe cted tha t the 

problem might be r e so lved by an issu ing h iatus followed by adj u s tme n t  of te rms 

(Fishe r (1988)) .  B u t  l arge unde rwr i t ing exposu res unde rmined the ma r ke t .  Rumo u r s  

o f  heavy se l l i ng be came se l f  fu l f i l l ing and pr ice s  we n t  into free-fall a s  ma r ke t 

make r s  w i thdrew.  Sho r t  se l l ing wor se ned the s i tuation . 

A s im i l a r  c r i s i s  h i t  the much la rge r dated sector a month late r ,  y ie lds soared and 

issuance be came v i r tually imposs ible . Al though the problems of  the pe r pe tual se c tor 

he lpe d  to t r igg e r  th i s ,  the problems of cap i tal conve rgence , ove r supply and i l l u s ion 

of  l iqu i d i ty we re also present in the dated sector . As de scr ibed by Mue h r ing ( 1 9 8 7 )  

the mar ke t  had bee n subj e c ted to relen tle ss downward pressure o n  y ie ld s ,  wh ich fe l l  

be low L ibo r  in 1986.  Th i s  tende d to exclude banks as inve s to r s  ( g ive n  tha t the i r  

abil i ty to buy FRNs i s  premised o n  bor row ing funds a t  Libo r )  al though they he ld 

80-90% o f  extant bond s .  Le ad managers tr ied to compe nsa te fo r low spreads w i th 

innovat ions wh ich re l ie d  la rge ly on r i sky inte re s t- r a te play s ,  while t r ad ing a l so 
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incre a se d  sha rply in an a t tempt by inve s to r s  to ma inta in prof i ts - and wh ich helped 

f u r the r  to compress spread s .  Unde r wr i te r s  and inve s to r s  assumed tha t r i sks in the 

ma r ke t  we re l im i te d  due to the coupon rese t  me chan i sm and bu i l t  up large po s i t ions , 

f a i l ing to note tha t pro f i ts we re largely a funct ion of the bu ll ma r ke t  cond i t ions . 

( The re was an illu s ion o f  safety in  l iqu id i ty . ) Las t ,  i t  was a ssumed that an 

inve s to r  base e x i s te d  be yond the ban k ing se ctor . Th i s  was not the case , so shor t

te rm specu lat ive demand was mista ke n  for ge nu ine e nd-buye r s .  

Af te r  the cr i s i s mo re and more mar ke t make r s  wi thdrew and l iqu id i ty cont inued to 

decl ine . Bo th the pe rpe tual and date d  FRN mar ke ts have been largely mo r i bund s ince 

t he n ,  except for some deve lopme n t  of mor tgage-related i ssue s .  

( d )  The equ i ty mar ke t  crash 

Macroe conomic an tecedents : Du r ing 19 8 7 ,  pa r t i cipants in f inanc ial ma r ke ts became 

incre a s ing l y  conce r ne d  w i th the pe r s i s te nce o f  la rge cu rrent account imbalance s 

be tween the Un i ted S ta te s ,  Japan and Ge rmany . The fear  was tha t  the imbalance s 

wou l d  le ad to inve s to r  re luctance to hold dollar s ,  entail ing downward pre ssure on 

the do l la r ,  and h ig he r  US inte r e s t  r a te s .  I n  add i t ion the re wa s some incre a se in 

wo r ld inflation expe ctations , assoc i a ted both w i th a streng the ning in commod ity 

pr ice s ,  and w i th the bu ild-up o f  l iqu id ity in coun t r ie s  such as the Un i ted K i ngdom 

and Japan w i th appr e c i a t ing cu r renc ie s ,  the latte r  be ing par tly a result of o f f icial 

i n te r ve n t ion to s tem the dol lar ' s  de cline follow ing the Louvre accord . As a re sult 

o f  fe a r s  o f  infl a t ion , mone tary pol icy wa s t ighte ned in seve ral countr ie s .  Mar ke t  

conce rn wa s compounde d by the l im i ted macroe conomic pol icy co-ordina t ion tha t had 

be en ach ieved . Al thoug h the Louvre accord d id he lp stabil ise exchange r a te s  dur ing 

t he f i r s t  three qua r te r s  o f  1 9 8 7 , l i t tle prog ress was evident on adj u s tments to 

f i scal pol icy , pa r t icu larly in the Un i te d  S ta te s  and Ge rmany . Adve r se US tr ade 

f ig u re s  for July and Augu s t  sha rply reve r sed the wea k  improv ing trend which had 

preva iled s ince the spr ing , w i th damag ing e f fects on mar ke t  con f i de nce and ( in 

comb ina t ion w i th t ig hte r mone tary pol icy) inte rest  rate s .  For example , sho r t- te rm 

us i n te re s t  r a te s  rose f rom 7 l/ 2%  a t  the end o f  Septembe r to 9% j u s t  be fore the 

crash.  Fu r the rmore , the f a i lu re to ach ieve su s ta ined reduct ions in cu r re n t  account 

imba lance s wa s h ig h l ig h te d  by rene we d  and publ ic pol icy d i scords be twee n  the Un i te d  

S ta te s  a n d  some o the r  coun t r ie s  in mid-Octobe r .  

Po r tfol io imba lance : A no table fe a t u re pr ior to the cr ash was the w ide n i ng y ie ld 

g ap be twee n  gove r nme n t  bonds and equ i t ie s  in the Un i ted State s ,  Japan and the United 

K ingdom . The ma in theore t ical de te rminan t o f  e qu i ty value s i s  the d i scounted 



pre se n t  value o f  e xpe cted future d iv ide nds . *  The mar ke t ' s  valu a t ion o f  the se 

d iv ide nds will de pe nd on the re lat ive a ttract ivene ss of alte rna t ive inve s tme n t s , 

such a s  bonds. Allowing for r is k  d i f fe rential s ,  the returns on the two a sse ts 

2 4  

should tend to e qu al i se ove r t ime. The wide n ing of  the d i f fe re n t ia l s  a f te r
,

l986 at 

a t ime when i n f la t ion was relat ive ly constant impl ied the need for a po r tfo l io sh i f t  

at  some po in t  to re-e s tabl ish mo r e  nor mal d i f fe rentials . I n  the abse nce o f  a sha rp 

fall i n  bond yie lds , such s h i f ts can requ ire extre me ly la rge chang e s  i n  equ i ty 

pr ice s .  The fall i n  e qu i ty pr i ce s  may have represented such a por tfo l io sh i f t . 

A speculat ive bubble? An explanat ion of  the strong r i se in equ i ty pr i ce s  in  19 8 7  

may be couched in te rms o f  a devi a t ion f rom the fundame n ta l  de te rminants of va lue . 

The reaso n s  for the ove r-valua t ion o f  equ i t ie s  are d i f f icu l t  to ide n t i f y ,  bu t may 

have i ncluded falls  in the numbe r o f  shares outs tand ing ow ing to buybacks and 

manageme n t  buyouts in the Un i te d  S ta te s ,  and the me rge r wave in  many coun t r ie s .  

Fal l i ng i n te re s t  r a te s ,  buoyant economic prospects and strong mone tary o r  cred i t  

g rowth a l so fue l le d  share pr ice g rowth. Mo re gene r a l l y ,  in the Un i te d  K ing dom and 

United S ta te s ,  but par t icu l a r ly in Japan , a spe culat ive bubble may have occu r re d .  

The key unde r lying facto r  was the be l ie f  tha t ove rpr i ced share s would a lways f ind a 

buye r a t  cu r re n t  pr i ce s  and tha t the le ve l of l iqu id i ty wou ld always be the same . 

Specu l a t ive bubble s througho u t  h i s tory have te nded to de f la te ext remely rapidly , as 

did the 198 7  bubble on 19 Octobe r.
f 

The e qu i ty mar ke t crash had sharp conseque nce s for quan t i t ie s  and pr i ce s  o f  cred i t  

i n  the i n te rnat ional capi tal mar kets . I n te r na t ional pr imary ma r ke ts in both 

equ i t ie s  and bonds had a l so been expe r ie nc ing bu ll mar ke t  cond i t ions , w i th rapid 

growth of i s suance and intense compe t i t ion among inte rmed iar ie s .  Co r po r a t ions ' 

debt/income and debt/equ i ty r a t ios had bee n  r i s ing ove r the longe r te rm de sp i te the 

increa se i n  sha r e  pr ice s  [Oavis ( 198 7 ) , Fr iedman ( 1986 ) ] .  Le ve raged buyouts and the 

ple n t i f u l  ava ilabi l i ty of c r e d i t  ( includ ing j unk bond s) se cu red on inflate d  a s se t  

value s le f t  many individual f irms with ext reme leve l s  of gear ing . 

Afte r the c r a s h ,  sales o f  inte rna t ional equ ity came v i r tually to a ha l t ,  and new 

issue s rema i ne d  we a k  for a leng thy pe r iod. Seve ral inve s tme n t  banks we re le f t  w i th 

la rge t ra nche s o f  deva lu ing inte rnat ional equ i ty a f te r  they had appl ied •bought 

* Thoug h  corpor a te asse t value s may also play a par t ,  notably in  Japan . 

f I t  i s  notable tha t  the consensus at the t ime was tha t the pr ice f a l l s  we re no t 
propor t iona te to the macroeconomic change s immed iate ly prece d ing the crash ( a s  

r a t ional expe cta t ions would predict)  bu t gre a te r  than appeared wa r r anted , 

sugge s t i ng a re th ink ing of  dec i s ion proce sse s  ( as the unce r ta in ty approach wou ld 

pred i c t ) . 



de a l "  techn ique s to pr ima ry equ i ty issue s .  The re we re fear s o f  comme r c ia l  bank s  

cutt ing cred i t  l ine s to such secu r i t ie s  hou se s ,  with potential systemic 

conseque nce s ,  u n t i l  the Fed announcement tha t ample l iqu i d i ty would be provided 

calmed the ma r ke ts . 
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The re we re a l so conseque nce s in  the inte rna t ional bond ma r ke t ,  whe re issuance fe l l  

sha rply and the re was mar ke d  t ie r ing of  y ie ld s  to sove re ign and corporate bor rowe r s ,  

t he la tte r  f ind ing themse lve s  v i r tually excluded f rom the ma r ke ts .  Fea r s  of 

r e ce s s ion led to sha rply increased de fault premia on he avily- inde bted co rporate 

i ssue r s  wh ile the most he avily inde bte d  we re quant i ty rationed ( for example Be l l  

Re sou rce s  had to abandon proposed i s sue s) . Issuance of  equ i ty-wa r rant bonds , wh ich 

had be e n  the ma instay of  the eurobond mar ke t s  in prev ious qua r te r s ,  v i r tually 

ce a se d ,  g ive n the l ack o f  attractive ne s s  o f  the e qu i ty component. Problems in the 

e u robond se ctor , agg ravated by the s tock mar ke t  tu rmo il , as we ll as a sharp incre a se 

i n  i n f lows to bank s on depo s i t  of  funds wi thdrawn from the secu r i t ie s  mar ke t s ,  le f t  

ban k s  f l u sh w i th funds . Th i s ,  and the lack of  alternat ive oppor tun i t ie s  for income , 

probably con t r i bu te d  to strong compe t i t ion among banks in the cre d i t  mar ke ts ,  wh ich 

prov ided an a l te r nat ive sou rce of funds to bor rowe r s  excluded f rom the secur i t ie s  

ma r ke ts .  The compe t i t ive te rms a tte nd ing new cre d i t s ,  and the reduced 

a t t r act ivene ss of o the r means of obta in ing f inance , also inc reased the appe a l  of 

cred i ts to bor rowe r s ,  e spe c i a l ly to second- t ie r  companie s ,  thu s thre a te n ing a 

po te n t i al ne w cycle o f  inadequa te r i s k  pr ic ing . The equ i ty ma r ke t  crash was 

i n i t i a l l y  fe l t  to have d i scouraged synd icated lend ing on such f inanc ing s  a s  

le ve raged buyouts and takeove r s ,  bu t the y soon rebounded i n  1 9 8 7 . 

A de ta i led de scr iption o f  the e f fe cts of  the crash on the eu roma r ke ts ,  wh ich 

i l lus trate s  the he ig htened l inkage s be tween mar ke ts in the cu r rent f inanc ial 

f r ame wo r k ,  i s  g i ve n in  Appe nd ix 1 .  



4 P r i ce s  and quant i t ie s  i n  the euroma r k e t s  1 9 7 3 - 8 8  
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I n  o r d e r  t o  a sse s s  the pe r iods o f  i nstab i l i ty i n  a compa r a t ive manner and t o  

evalu a te e conom i c  theor y  i n  the l igh t of them i t  i s  useful t o  compl eme nt de sc r i pt io n  

w i th data wh i ch allow one to pinpoint t h e  precur sor s a n d  e f fe cts o f  t h e  v a r ious 

pe r iods of d i s or � e r  on pr i ce s ,  quant i t ie s  and oth e r  econom i c  i nd i ca tor s . Th i s  i s  

prov ided i n  the cha r t s  i n  th i s  sect ion and the tabl e s  i n  sect ion 5 .  The cha r t s  se t 

the c r i se s  i n  context by prov i d i ng i nd i cator s of pr ices and quant i t i e s  ove r  the 

whol e  pe r i od , thu s  a l lowi ng per iods of cr i s i s  to be con t r a sted w i th mor e  qu i e sce n t  

pe r i od s .  The t able s i n  sect ion 5 focus on deve lopments immed i a tely s u r r ou nd i ng the 

cr i se s . I t  should be noted that f r equent use of us and dol l a r  mar k e t s  data i n  

sect ions 4 a nd 5 i s  not a imed to imply tha t  the se pa tte r ns we r e  sol e l y  obse rvable i n  

doll a r  ma r k e t s  o r  the US . They wer e  common e lsewhere : but the Un i ted S t a t e s  was 

the p r ed om i nant e conomy and mar ke t  for most of the pe r iod covered . 

Cha r t  1 s hows shor t-term i nt e r e st rates i n  US dol l a r s , wh i le Ch a r t  2 shows the 

di ffer ent i al b e twee n the r i sk - f r ee rate (US Treasury bi l l s )  and o th e r  r a t e s  o f  the 

same ma t u r i ty .  A deta i l ed descr i pt ion of these mar k e t s  and the i r  r e l a t ionsh i ps i s  

g iven e l s ewhe r e  [ see S t i gum ( 1 98 3 ) , Jeanneau ( 1 98 9 ) ) .  S u f f i ce to say tha t  USCP 

rate s i nd i cate r i sk s  to the dome s t i c  corporate sector , USCD r a t e s  r i sk s  to the 

dome st i c  bank i ng sector wh i le the 3 month eu rodol l a r  r a te ( L i bor ) shows the r i s k s  i n  

the i n t e r bank e u r ocu r rency mar ke t  (where i n  each case r i sk s may i nc lude l iqu i d i ty 

and o the r r i sk s  a s  well as c r ed i t  r i sk ) . The ch a r t s  i nd i cate a conve rgence o f  r a te s  

i n  the se mar k e t s  a s  integrat ion o f  f i nanc i al ma r k e t s  h a s  proceeded . A s  we l l  a s  

rela t iv i t ie s  Ch a r t  1 i l l u s t r a tes the pe r iods o f  t i gh t e n i ng o f  US mone tary pol i cy 

(when shor t r a t e s  i ncreased ) , notably over 1 9 7 2 - 7 4 , 1 9 7 8 -8 0 , 1 9 8 0 - 8 2  and 1 9 8 7 . The 

per iod s of c r i s i s  a r e  c l e a r l y  v i s ible in both cha r ts a s  a n  i ncr e a se i n  r a t e s  on 

pr iva te-sector l i ab i l i t ie s  v i s-a-v i s  publ i c  sector r i s k - free r ate s .  These a r e  

related t o  a n  i ncrease i n  pe rceived l iqu i d i ty r i sk and cred i t  r i sk o f  eu rocu r r e ncy 

cla ims , and a l so often to decl ines in treasury b i l l  y ie l d s  d ue to " fl i gh t s  to 

qual i ty "  or loosen i ng of monetary pol i cy .  The cr i s i s  of mid-1 9 7 4 , wh i ch wa s cent r e d  

on the i nter bank marke t , i s  pa r t i c u l a r l y  apparent , though th e e f fects o f  the debt 

cr i s i s  and the equ i ty market c r a sh ( but not the FRN c r i s i s) a r e  a l so ev ident . 

Char t 3 shows the ave r age spread ove r  L i bor of new synd i cated cred i ts ,  d r awn f r om 

the Bank o f  England ' s  I CMS d a tabase.  As wou l d  be expected , spr eads for l dc s  

gene r al l y  e xceed those f o r  OECD countr ies , al though , natu r al ly , r e a l i sed spreads do 

not r e fl e ct the e xc lu s io n  o f  many countr i e s  from the mar k e t  a fter 1 9 8 2 .  The se a r e , 
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o f  c ou r se , spreads a t  i ssue s o  when the r e  a r e  n o  l oans , the r e  a r e  no obs e rva t ions . 

The ma j o r  cr i s i s  i n  the cred i t s mar k e t  ( the debt cr i s i s )  i s  clearly v i s i ble i n  the 

pa tte r n  of spreads for ldcs ove r  1 98 2-8 3 ,  but h ad almost no e ffect on real i sed spreads 

for OECD corpora t ions . The r apid decl i n e  in spreads for ldcs after 1 98 3  r e flect s 

quan t i ty r a t ion i ng o f  cou nt r ie s  fe l t  to be poor r i sk s .  At the top of the char t ,  the 

w i den i ng o f  s preads a f t e r  the Her statt cr i s i s  and a ssoc i a ted macroeconomic problems i s  

c l e a r l y  v i s i ble . I n  cont r a s t , the c r i se s  of 1 9 8 6  and 1 9 8 7  appear to .h ave had very 

l i tt l e  e ffect on r e al i sed s preads i n  the cred i t s  market , wh i ch for OECD bor rower s  

c on t i nued a n  a pparent l ong-term decl i ne .  

Ch a r t  4 shows second a r y  m a r k e t  y ie l d s  for e u r o  and dome s t i c  dol l a r  bonds o f  rough ly 

1 0 -year ma tur i t ie s , Ch ar t 5 the d i f ferent i a l  o f  euro ove r  US dome s t i c  r a te s .  The 

r i sk s of pr ivate and publ i c  sector eu r obond s d i ff e r : the former face bank ruptcy r i sk 

wh i l e the l a t te r , though i n  pr i nc i pl e  subject to sove r e ig n  r i sk and , for for e i gne r s , 

e xcha nge r a te r i sk , shou l d  gener a l l y  be l e ss r i sky . (The l dc debt cr i s i s  showed that 

th i s  was not a lways the case . )  Th i s  is gene r a l ly the pa ttern here though not , 

par adox i ca l ly , be fore 1 9 78 (when publ i c  i ssues had h i ghe r y ields tha n  pr ivate ) .
f 

The e a r l ie r  cr i se s  of 1 9 7 4  and 1 9 8 2  a r e  c l ea r ly appa rent i n  the eu robond mar k e t : by 

con t r a s t , the FRN cr i s i s  and the Crash a r e  r evealed i n  only mi nor i ncreases i n  

secondary-mar k e t  spr eads for pr ivate sector i ssue r s .  I t  i s  notable that y ie l ds o n  US 

gov e r nment bonds (Ch a r t  4 )  barely changed i n  1 9 7 4 , wh i le ove r  1 9 79-82 they i ncr eased 

s h a r ply and aga i n  i n  1 9 8 7 - 8 8 . Obv iou sly the se change s are r e l a ted to US dome s t i c  

cond i t ions (expected i n f l a t ion and the r e l a t ionsh i p  be tween supply a n d  demand of 

dome st i c  bond s )  r a th e r  than f i nanc i al cr i se s  a s  such , though unstable f i nanc i al 

cond i t ions can a l so i n c r ease y ie l d s  r equ i red on government bonds i f  the r e  i s  a fl ight 

t o  shor t-term a ss e t s . 

Ch a r t  6 shows pr imary-ma r k e t  y ie l d s  for s t r a i gh t  f i xed-r ate dol l a r  eurobond s by 

v a r i ou s  type s o f  i ssue r s  (OECD bank s and corporat ions , toge ther w i th suprana t ional s ) . 

D i f f e r i ng matur i t ie s  make the g r aph d i ff i cul t  to assess : howeve r ,  the i ncrease i n  

r e l a t ive y ie l d s  for bank s i n  1 9 8 2  (debt cr i s i s )  and end-1 9 8 6  ( FRN cr i s i s )  are ev i dent , 

a s  i s  some i nc r ea se i n  y i e l d s  for cor porat ions a t  the e nd o f  1 9 8 7  ( equ i ty c r a s h ) . 

Ch a r t  7 i l l u s t r ates the behav iour o f  the secondary dated FRN mar k e t  d u r i ng 1 9 8 5-8 8 .  

The steady decl i ne i n  d i scounted ma r g i ns
� 

pr ior to the cr i s i s  and huge increase 

i n  s pr ea d s  a f terwa r d s  i s  ev ident . It is notable that a second sha r p  i ncrease i n  

spreads occu r r ed a f ter the equ i ty market c r a sh . 

f 

9 

we a t t r ibute th i s  to sh i ft s  i n  ma tu r i t ie s  and ave r age cred i t  qual i ty of the 
bor r owe r s  i n  d i f f e r ent groups . . . 
A me a s u r e  o f  the rate o f  retu r n  o n  a n  FRN r e l a t 1ve to an 1 ndex r a t e  (L IBOR ) 
c a l cu l a ted by d i scount i ng future cash f l ows on a money-mar k e t  bas i s .  
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Cha r t s  8-10 g ive a n  impression of to tal volume s of e u roma r ke t  activ i ty ove r  

1 9 7 3 - 8 8. I n  Cha r t  8 the decl ine i n  total gross issuance i n  198 2 ,  a f te r  s te ady 

g rowth s in ce 197 5 ,  i s  par t icu la r ly evident . The y was almost e n t irely re f le c ted in 

volume s i n  the c re d i ts mar ke t .  The crash in the FRN ma r ke t and the e nsu ing dormancy 

o f  the mar ke t  i s  a l so appare n t .  Finally the e f fects of the cr ash on the e u robond 

ma r ke t  and i ts s ubseque nt recove ry can be d isce rned . Me anwh i le Cha r t  9 reve a l s  the 

compo s i t ion of e u roma r ke t  activ i ty - the dominance of cred i ts ove r 19 7 2 - 7 4  and 

197 8- 8 2 ,  and the i r  subsequent replacement by f i xed-rate bonds , the growth of 

e u rono te s and the g rowth and decl ine o f  the FRN mar ke t .  Cha r t  10 shows ne t f lows in 

the i n te r n a t ional i n te r bank mar ke t .  The growth of the ma r ke t  s ince 198 5 ,  toge the r 

w i th the instabi l i ty o f  f lows , is  appa rent from the g r aph . The pa t te r n  appe a r s  to 

be pa r tl y  sea sonal ;  howeve r ,  the decl ine s in act ivity a f te r  the f inanc ial cr i se s  

iden t i f ie d  he re a r e  a l so e v ident . 

The t a bl e s  i n  the fol lowing sect ion de scr ibe in more de ta il the beha v iour of key 

e co nomi c  ind ica tor s at the t ime s o f  the f inancial cr i se s .  
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5 A c ompa r a t ive empi r i cal analys i s  o f  the per iods of i nstabi l i ty 

Th i s  sect ion focusses on deve lopments i n  ma j or economi c i nd i cator s i n  the pe r iod s 

immed i a tely sur r ou nd i ng the cr i se s .  

Table 1 :  Growth of i ndebtedne ss ( i nd ice s ) * 

yea r s  be fore c r i s i s  t-4 t-3 t-2 t-1 t 

1 97 4  ( g r owth of i nt e r ba nk mar k e t ) l 100 152 201 2 1 7  2 3 2  
1 98 2  ( g r owth o f  l d c  debt ) 2 lOO 1 2 4  1 52 1 8 0  2 0 0  
1 9 8 6  ( g r owth o f  FRN mar k e t ) 3 lOO 1 0 9 5 2 4 4 5 398 502  
1 9 8 7  ( g r owth o f  U S  cor por a t ions ' debt ) 4 1 0 0  11 5 1 2 7  1 4 2  1 56 

2 9  

* I nd i ce s  o f  nominal stock s ou t stand ing a r e  used for comparabil i ty :  bu t g r owth a l so 
occ u r r ed i n  r eal terms and defla ted by agg r egates such a s  i ncome , a s s e ts and expor ts . 
1 Ou tstand i ng for e i gn c u r r e ncy i nter bank cred i t s ( r epor t i ng bank s ) . Sou rce : BIS 

( 1 9 7 5 ) . 
2 Evol u t io n  o f  non-OPEC ldc ' s  external i ndebtedne ss . Sou rce : BIS ( 1 9 8 3 ) . 
3 Stock of FRNs ou ts tand i ng .  Sou rce BIS . 
4 US corpor a t ions ' total l i abi l i t ie s .  Sou r ce : US flow of fund s .  
5 Est imated . 

Ta b l e s  1 - 4  e xamine potent i al l onger -term precur sor s to f i nanc i al cr i se s . Table 1 

i l l u s t r a t e s  the g rowth of debt ou tstand i ng pr ior to the c r i se s .  The table 

i l l u s t r a te the r apid expans ion o f  c r ed i t  in the yea r s  pr ior to the se c r i se s ,  wh i ch 

a s  the accounts a bove have i l l u s t ra ted (and as emphas i sed by theor ies of 

f i nanc i al - f r ag i l i ty )  we r e  a n  i nteg r al pa r t  of the cr i ses themse lve s .  

Table 2 :  I nd i cator s o f  r i sk pr i c i ng pr ior to cr i se s  

yea r s  be fo r e  c r i s i s  t - 5  t-4 t-3 t-2 t-1 t 

1 9 7 4 : i nter bank spreadsl n/a n/a 2 . 4  1 . 3  2 . 2  3 . 1 
1 9 8 2 : s pr eads on new l dc c r ed i ts2 1 . 6  1 . 3  1 . 0  0 . 9  1 . 1  1 . 0  
1 9 8 6 : s pr ea d s  on FRNs for bank s3 n/a - 0 . 2 3 0 . 1 9 0 . 1 4 0 . 1 7 0 . 1 9 
1 9 8 7 : s preads on cor porate bor rowi ng 4 

cred i ts 0 . 6  0 . 6  0 . 7  0 . 4  0 . 4  0 . 3 
: bonds 0 . 8  0 . 6 3 0 . 0 2 0 . 0 9 0 . 2 9 0 . 9 9 

1 E u r odol l a r  3-month r a te l e ss US Treasury b i l l  r a t e s .  
2 Ave r age s pread ove r  L i bor o f  synd i cated cred i ts t o  l dcs . 
3 Ave r age spr ead ove r  L i bor i n  pr imary eu r odoll a r  dated FRN ma r k e t  for US bank debt . 
4 OECD cor porat ions : s pr ead ove r  L i bor for US dol l a r  cred i t s :  ove r  us Treasury 

bond s for eu r odol l a r  bond s .  



30 

What was the pa t te r n  o f  spreads pr ior to the pe r iod s of instab i l i ty? Al though da ta 

canno t be concl u s i ve (spreads are de te rmined by a va r ie ty of facto r s ) , Table 2 

o f fe r s  tentat ive ev idence tha t standards o f  r isk appra i sal we re re laxed on e ach 

occa s ion. I n te r bank spreads in 1972-73 we re below those in 19 7 1 ;  spreads on 

cre d its to ldcs and on bank FRNs (except in 1986 i tse l f )  de cl ined be fore the i r  

r e spe c t ive cr i se s . Corporate bor rowing , at  least o n  synd icated cred i t s ,  was made on 

progr e s s ive ly more gene rou s ter ms pr ior to 198 7 .  Nor we re the se pa t te r ns only 

obse r vable i n  the ma r ke ts whe re the c r i se s  occurred ; for example as no ted in  

Sect ion 3 ,  inte r ba n k  ma rg ins fe l l  sharply in the 1970s pr io r to the debt cr i s i s .  

Table 3 :  Comme rc ial bank s '  capi tal rat ios 

yea r s  be fore c r i s i s  

U S  bank s* 

1 9 7 4  

1 9 8 2  

1986 

1 9 8 7  

U K  ban k s
szS 

1 9 7 4  

1 9 8 2  

1 9 8 6  

1 9 8 7  

t- 4 

6 . 5 8  

5 . 8 0 

5 . 8 7 

6. 0 0  

7 . 7  

8 . 0  

6. 9 

7 . 3  

t- 3 

6. 4 

5 .  7 5  

6. 0 0  

6. 14 

7 . 6  

7 . 7  

7 . 3  

6. 9 

t- 2 

6. 1 

5 . 7 9  

6. 14 

6. 2 

7 . 3  

7 . 4  

6. 9 

8 . 5  

t-1 

5 .  7 7  

5 . 8 3 

6. 2 

6. 1 9  

6. 8 

6. 9 

8 . 5 

8 . 9  

t 

5 .  7 1  

5 . 8 7 

6 . 1 9  

6. 8 9
.; 

6. 4 

6. 9 

8 . 9  

8 . 5  

* All insured comme rcial banks , cap i tal plu s rese rve s/asse ts . 

szS Ma j o r  UK ban k s ' cap i tal-asse t r a t ios ( 1 9 7 4  - pr ima ry boo k cap i ta l/a sse t r a t i o ) . 

f E s t ima te d .  

Sou r ce s :  OECD Bank Prof i ta b i l i ty ( 1 9 8 7 )  ( 1 9 8 5 ) . 
Re ve l l  ( 1 9 80 ) . 
Llewe l lyn ( 1 9 8 8 ) . 

Ta ble 3 i l l u s t r a te s  patte rns in bank s '  capital isat ion , an impor tant concomi tan t  of  

vu lne r able s i tua t ions , as h ighl ighted by theo r ie s  o f  cre d i t  r a t ion ing . Bo th UK and 

US ban k s ' capi tal i s a t ion de clined pr ior to the 1974  cr i s i s ; in  1 9 8 2  UK ban k s ' 

cap i ta l i sa t ion fe l l  wh i le that in  the Un i ted State s  rema ined low . I n  con t r a st ,  in 

1986 and 19 8 7 ,  c r i se s  wh ich had l i t tle impact on comme rcial ban k s , cap i ta l i sa t ion 

incre a se d . The stronge r cap i tal isation o f  banks in recent ye a r s  i s  pa r tly a r e su l t 

o f the de ve lopme n t  o f  prude n t ial regulation and associate d  incre a se s in cap i ta l  

r a t io s .  such r eg u l a t ion should in  pr inc iple make banks more re s i l ien t to the type 

of c r i s i s  ou t l i ned in th is pape r .  



Table 4 :  Sh i f t s  i n  re�ime J2r ior 

Da te 

May 1 9 71 

Octobe r 1 9 79 

Decembe r 1 9 8 6  

Novembe r 1 9 86 

Eve nt 

Sh i f t f i xed-
floa t i ng e xchang e  
rates 

Ch ange i n  
US monetary 
pol i cy 

Ba sle agr eeme n t  
o n  t r e a tment of 
bank FRNs 

( I nt roduct ion of 
progr amme t r a d i ng 
tech n ique s )  

to f inanc i a l  c r i se s  

Ind i cator 

$/OM 
exchange 
rate 

(Observ a t ion 

us Treasury 
b i ll r a te 

( Observ a t ion 

US bank FRN 
d i scou n t  
marg i n  

Pr ior 
Sta t i st i c s  pe r iod 

Mean 3 . 8 2 
coe ff i c ie nt 0 . 0 5 
o f  v a r i a t ion 

pe r iod) ( 1 9 6 8 . 6-71 . 5 )  

Mean 8 . 2 9 
coe f f i c ie nt 0 . 1 6 
of v a r i a t ion 

pe r iod)  ( 1 976 . 1-79 . 9 ) 

Mean 
coe ff ic i e nt 
of va r i a t ion 

4 . 7 5 
0 . 2 3 
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Foll ow i ng 
pe r iod 

2 . 98 
0 . 1 2 

( 1 9 7 1 . 6 - 7 4 . 5 )  

1 2 . 32 
0 . 1 7 

( 1 979 . 1 0 - 8 2 . 8) 

2 4 . 5 8  
0 . 3 1 

( Observ a t ion per iod) ( 1 9 8 6 . 1 - . 1 2 )  ( 1 9 8 7 . 1 - . 1 2 )  

US sh a r e  
pr i ce s  

Mea n  
coe f f i c ie nt 
o f  v a r i a t ion 

1 31 . 9  
0 . 0 7 

1 6 2 . 6  
0 . 0 8 

( Observ a t ion per io d )  { 1985 . 1 1-86 . 1 0 )  ( 1 986 . 1 1-87 . 

Ta ble 4 shows sh i f t s  i n  reg ime pr ior to f i nanc i al c r i se s ,  the e f fects o f  wh i ch we r e  

ack n owl edged to b e  impor tant a t  t h e  t ime o f  the eve nt s ( see Sect ion 3 )  a n d  e ffects of 

wh i ch on systemic v ul ne rabi l i ty a re h i ghl i ghted by theor ies emph a s i s i ng u nce r t a i nty.  

The sh i f t f r om f ixed t o  f loa t i ng exchange r a tes and the Un i ted S t ates sw i tch to 

mone t a r y  t a rge t i ng based on non-borrowed rese rve s both i ncreased vola t i l i ty i n  

mar k e t s , thou gh the l a tt er wa s probably more impor t ant for i t s  e ffect o n  the l evel of 

i n t e r e s t  r a te s .  Annou nceme n t  o f  new mea sures for bank s '  capi t a l  i ncreased vola t i l i ty 

i n  the FRN ma r k e t .  The case for a reg ime shi f t  i n  equ i ty mar k e t s  i n  1 98 7  i s  l e ss 

c l e a r  cu t ,  bu t the d a t a  show that the re were i ncreases i n  vola t i l i ty wh i ch coinc ided 

w i th the w i d e spread i nt r oduct ion o f  mar k e t  i nnovat ions such a s  por t fol io i ns u r ance ( a s  

we l l  a s  t h e  b u l l ma r k e t  i tse l f ) . 

Table 5 :  Sha r e  Er i ce* movement s and f i nanc ial cr i s i s  (percent change s )  

Cr i s i s  1 2  mon th s  pr ior 1 month pr ior 1 month after  12  month s after 

1 9 7 4  ( J u n )  - 1 4 . 3  0 . 0  - 7 . 8  +2 . 9  
1 9 8 2  (Aug ) -1 5 . 4  o . o  + 1 1 . 7 +4 8 . 1  
1 9 8 6  (De c )  +20 . 0  + 1 . 4 +6 . 4  -3 . 1  
1 9 8 7  ( Oct ) + 1 8 . 0  - 1 2 . 1  -12 . 5  1 . 0  

* us S tand a r d  a nd Poo r ' s  500 -sha r e .  
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Tables 5 and 6 examine some factor s often held t o  be � rectly associ ated w i th , 
f i n a nc i al c r i s e s .  Thu s  Ta bl e 5 shows share pr ice · moveme n t s  be fore ( and afte r )  the 

c r i se s  as h ighl ighted by the f inanc i a l - f r ag i l i ty approach � Each c r i s i s  except 1 9 8 6  

was assoc i a te d  w i th a sha r p  downwards moveme nt i n  share pr i c e s  - mos t  obv i ou sly the 

crash of 1987 whi ch wa s cent red o n  the equ i ty mar ket � Th i s  followed a sha r p  upwa rd 

movement i n  sha re pr i ce s  ove r  the prev i ous ye ar wh i ch many h ave charact e r i sed as a 

specula t ive bubb l e , and e n t a i led decl i n e s  o f  2 0 -30 % i n  wor ld share pr i ce s �  The 1 9 7 4  

and 1 9 8 2  c r i se s  followed sharp fal l s  i n  share pr ice s  ove r the prev i ou s  y e a r . I n  

1 9 8 2  a n  e x t r emely s t rong recovery i n  share pr i ce s  foll owed the c r i s i s  ( 4 8 % )  bu t i n  

1 9 7 4  pr ices we r e  f l a t  for the follow i ng ye a r � These data sugge s t  that share pr ice 

wea k ness may , d i rectly or i nd i r ectly , be assoc i a ted w i th d i sorder i n  the 

euromark e t s .  Wheth e r  it i s  a c ausal factor r a ther th an an i nd i cator o f  

deter ior a t i ng e conom i c  cond i t io ns i s  o f  cou r se l e ss clear ( though decl i ne s  i n  equ i ty 

pr i c e s  t end t o  e nt a i l  strong quant i ty-rat ion i ng i n  new i s s ue marke t s , thus 

agg r av a t ing f u nd i ng problem s  for those qua nt i ty-rat ioned in c r ed i t  mar k e ts ) . 

Table 6 i l lu s t r ate s some othe r potent i al causal factor s .  

Table 6 :  Developme n t s  i n  U S  mone tary growth and · GNP pr ior to f i nanc i al cr i se s  

Cr i s i s  U S  mone t a ry g rowth (Ml)  US GNP g rowth 
( real , chang e on same ( r eal , ch ange on same 

qua r te r  a year be fore)  qua r t e r  a y e a r  be for e )  

Qua r te r  t - 4  t - 3  t - 2  t - 1  t t - 4  t - 3  t-2 t-1 t 
1 9 7 4  (Q2 ) 2 . 8  -0 . 3  - 2 . 4  - 3 . 5 - 5 . 0  5 . 4  4 . 1  3 . 1  0 . 1  0 . 2  
1 9 8 2 ( Q 3 )  3 . 2  - 1 . 4  - 1 . 0  -0 . 2  1 . 3  3 . 4  0 . 3  -2 . 7  - 2 - 2  - 3 . 3  
1 9 8 6  ( Q4 ) 8 . 5  8 . 7 1 0 . 0  1 1 . 1  1 4 . 3  3 . 8  4 . 0  3 . 4  2 . 5  2 . 3  
1 9 8 7  ( Q 4 ) 1 4 . 3  1 2 . 0  7 . 2  3 . 8  - 1 . 5  2 . 3  1 . 8  3 . 1  4 . 1  5 . 1 

F i r st , r e a l  mone t a r y  g rowth was low or decl i n i ng pr ior to the 1 9 7 4 , 1 9 8 2  and 1 9 8 7  

cr i se s , sugg es t i ng a degree o f  mone tary r e st r a i nt by the au thor i t ie s  ( g iv e n  the 

prev a i l i ng ·level of i n flat ion ) and concu r r i ng w i th the de sc r i pt ions in Sect ion 3 .  

Thu s  i n  1 9 7 4  a nd 1 98 7  real Ml g r owth fell monotonical l y  i n  the year e nd i ng w i th the 

cr i s i s  pe r iod and · g rowth was negat ive in the c r i s i s  pe r iod i tse l f : i n  1 9 8 2  r e al 

money rose 1 %  i n  the qua r ter o f  the c r i s i s :  year -on-year g rowth was neg a t iv e i n  the . .  
prev i ou s th r e e  qua r te r s .  1 9 8 6  i s  aga i n  the except ion - mon e t a r y  g rowth was 

cons i stently r apid ove r  the pr eced i ng year - sugg e st i ng the FRN c r i s i s  wa s a 

local i se d  r a th e r  than gene r al macr oeconomic phenomeno n .  

As for the e conom i c  cyc l e , t h e  data show that i n  1 97 4  a n d  1 9 8 2  the cr i se s  c ame 

seve r al qua r te r s  a f t e r the tur n i ng poi n t  i n  GNP . The l a t e r  1 9 8 6  and 1 9 8 7  c r i se s 

came ami d  r ap i d  e conom i c  g r owth . The t im i ng of the ear l ie r  c r i se s  i n  r e l a t io n  to 

the cycle sugge s t s  s trong l y  tha t the y  we re no t causal facto r s  i n  re l a t ion to GNP : 



i f  anyth ing the cont r a r y  ( ie wea ke ned e conomic activ i ty may have cre a ted the 

cond i t ions in wh ich the c r i s i s  could occu r ) .  

Table 7 :  Pe rce n tage change s in  the f lows of e u roma r ke t  lend ing dur ing cr i se s  

1 9 7 4 (Q2) 

1 9 8 2  (Q3 ) 

1 9 8 6  (Q 4 ) 

1 9 8 7  (Q 4 ) 

change in  g ross 
f low (per ce nt) 

Cred i ts 

Fixe d  r a te bonds 

FRNs 

Inte r  bank cla ims* 

C r e d i t s  

F ixe d r a te bonds 

FRNs 

Inte r  bank cla ims* 

C r e d i t s  

Fixed r a te bonds 

FRNs 

Inte r  bank cla ims* 

Credits  

F ixed r a te bonds 

FRNs 

Inte r  bank cla ims* 

* Ne t f low 

f Qu a r te r ly ave r age s .  

Qua r te r  of 
cr i s i s  on 
previous 
ye a r  f 

- 8 . 6  

+15 . 2  

- 4 4 . 8  

- 2 5 . 7  

+ 2 8 . 3  

- 4 3 . 7  

+3 7 . 4  

+ 7 8 . 1 

- 7 . 1 

- 31 . 2  

+12 0 . 4  

+ 4 9 . 4  

- 4 0 . 0  

+2 3 . 5  

- 1 7 . 5  

Follow ing yearf 
on qua r te r  
o f  cr i s i s  

- 40 . 8  

+60 . 7  

- 5 7 . 8  

- 4 9 . 2  

-17 . 2  

+62 . 5  

- 7 5 . 5  

+11 7 .  4 

- 9 . 4  

-68 . 0  

- 3 4 . 4  

- 3 . 5  

+10 1 . 1  

+ 1 7 . 0  

- 4 5 . 0  

Ye ar  beg inn ing 
cr i s i s  on 
previous yea r  

- 3 8 . 0  

+ 4 3 . 8  

-82 . 7  

- 50 . 0  

+1 9 . 4  

-16 . 4  

- 4 4 . 1  

+214 . 4  

- 5 . 3  

- 7 5 . 1  

+6 6 . 1  

+ 3 9 . 7  

+ 9 . 5  

+ 3 0 . 2  

- 4 3 . 4  

33 

Table s 7 and 8 show quan t i ty and pr ice deve lopments in the ma jor eu roma r ke ts a t  the 

t ime s of the cr i se s .  As might be expe c te d ,  Table 7 shows that the mar ke ts d i rectly 

conce r ne d  i n  the cr i s i s  we re wor s t  h i t  in each case - inte r bank cla ims fe ll by 4 5 %  

in  the qua r te r  o f  the cr i s i s  o f  1 9 7 4  compa red w i th the pre vious ye a r ; cred its by 

26% in 1 9 8 2 , FRNs by 31 % in 1 9 8 6  and bonds by 4 0 %  in 19 8 7 .  I t  is a l so evident tha t 

in  1 9 7 4 ,  1 9 8 2  and 1 9 8 6  the cr i se s  we re prolonge d in the mar ke t  conce r ned - the re was 

no r ap i d  recove r y .  Thu s ,  inte r bank cla ims decl ine d  by a fur the r 5 8 %  in the year  



fo l low ing the 1974 cr i s i s  compa red w i th the qua r te r  of the c r i s i s  i t se l f :  cre d i ts 

by a fur ther 49% in 198 2  and FRNs by 68% in 1986. In cont ra s t ,  the f ixed- r a te bond 

ma r ke t  recove r e d  s t rong ly in  the yea r  a f te r  the crash (doubl ing i ssuance ) , showing 

tha t the cr i s is wa s r ap id ly ove r come and its effects largely conce n t r a ted in the 

fou r th qua r te r  of 198 7 .  

The Table a l so g ive s i nd i ca t ions o f  e f fects in othe r ma r ke ts - d id quan t i t ie s 

decl i ne (sugge s t ing systemic d ime n s ion s )  or  increase in  orde r  to subst i t u te for the 

wor st-h i t  ma r ke t? Pa t te rns for the e ar l ie r  crise s  suggest some deg ree of  con tag ion 

( though of cou r se ge ne r a l  e conomic cond i t ions a l so  affected i s suance ) . In 19 7 4  the 

cre d i ts ma r ke t  de c l ined sharply a long with inte rbank cla ims ove r a l l  the sub-pe r iods 

analysed. By co n tr a s t ,  f ixe d-ra te inte r na t ional bond issuance rema ined buoyant , 

largely due to act iv i ty in  fore ign bond mar ke ts ( the eu robond ma r ke t  was seve rely 

de pre ssed) . I n  198 2  the re was an in i t ial incre ase in f ixe d- r a te bond i s sue and 

in te rbank cla ims in the qua r te r  of  the cr i s i s ,  bu t compa r ing the ye a r  beg inn ing the 

cr i s i s  w i th the pre v ious ye ar only the f ixed rate bond ma r ke t  showed any incre ase 

( the beg inn ing of the se cu r i t isa t ion proce ss) . The FRN cr i s i s  appe a red to be more 

loca l ised . In the qua r te r of  the cr i s i s  credits and inte rbank cla ims incre a se d  

sharply wh i le f i xe d- r ate bonds de cl ined marg inally.  Ove r the longe r te rm s im i l a r  

pa t te rns we re obse rvable . Ag a i n ,  in 19 8 7  act ivity in the cred i ts ma r ke t  incre a se d  

sharply w h i le bond i ssuance plunge d ,  and issuance of  FRN s also recove re d .  Ove r the 

fo l lowing ye a r ,  t he re we re incre ase s  in all bu t inte r bank cla ims . 

The se data sugge s t  that in  no case was contag ion pe r vas ive ( though of  course all 

bo r rowe r s  cou ld no t free ly subst itute be twee n  ma r ke t s) . One can none the le s s  

d i s t ingu i sh be twee n  197 4 - 8 2  on the one hand and 19 86-87 o n  the o the r in tha t a 

g r e a te r  subst i tu tab i l i ty be tween ins trume n ts ( ie a le sse r  degree of  con tag ion) is 

apparent dur i ng the l a te r  c r i se s ,  possibly because the ma r ke ts we re more deve lope d  -

or conve r se ly tha t systemic e f fects in the euroma r ke ts we re more mu ted in  the se 

case s. Saunde r s  ( 1 9 8 5 )  also found l i t tle evidence of contag ion be tween g roups of  

ban k s  in  the i n te r bank mar ke t  in the cr i se s  of  the e a r ly 1980s .  
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Table 8 :  Change s in inte re s t  r a te relationships dur ing cr ise s  (perce n tage poin ts) 

Mon th t-12 t- 3 t- 2 t-1 t t+l t+2 t+ 3 t+l 2  

19 7 4  (June ) 
Cr e d i t sl 0 . 1  0 . 3  0 . 5  0 . 5  0 . 7  0 . 6  1 . 3  0 . 9 1 . 2  
F i xe d  r a te bonds2 1 . 8  1 . 8  1 . 9  2 . 0  2 . 2  3 . 0  3 . 1 3 . 6  1 . 2  
FRNs3 

I n te r bank4 1 . 6  1 . 2  2 . 3  3 . 3  3 . 9  5 . 7  4 . 8  4 . 0  0 . 9  
me mo : US Treasury bills  7 . 2  8 . 0  8 . 2  8 . 4  8 . 2  7 . 8  8 . 7  8 . 4  5 . 2  

1 9 8 2  (Aug u s t )  
Cr e d i t sl 1 . 0 0 . 9  1 . 1  0 . 9 1 . 0  0 . 9  0 . 9  0 . 9  0 . 7 
F ixed r a te bonds2 - 0 . 3  0 . 9  0 . 7 1 . 6  2 . 8  3 . 2  3 . 7  3 . 2  1 . 1 
FRNs3 

I n te r bank4 3 . 3  2 . 4  3 . 3  2 . 5  2 . 5  3 . 6  2 . 7  1 . 7  0 . 9  
me mo : US Trea su r y  b i l l s  15 . 6  12 . 2  12 . 1  11 . 9  9 . 0  8 . 2  7 . 8  8 . 0  9 . 4  

1 9 8 6  ( De ce mbe r )  
Cred i t sl 0 . 3  0 . 3  0 . 4  0 . 3  0 . 6  0 . 3  0 . 6  0 . 6  0 . 3  
F i xe d  r a te bonds2 1 . 3  1 . 2  1 . 3  1 . 4  1 . 4  1 . 2  0 . 9  1 . 0  1. 2 
FRNs3 0 . 0 3 0 . 0 6 0 . 0 7  0 . 0 7  0 . 0 7  0 . 12 0 . 12 0 . 2 4 0 . 3 8 
I n te r bank4 0 . 9  0 . 7  0 . 7  0 . 6  0 . 7  0 . 6  0 . 7  0 . 8  2 . 1 

memo :  US Tre a s u r y  b i l l s  7 . 1  5 . 2  5 . 2  5 . 4  5 . 5  5 . 5  5 . 6  5 . 6  5 . 8  

1 9 8 7  (Octobe r )  
Cr e d i tsl 0 . 4  0 . 7  0 . 2  0 . 3  0 . 3  0 . 4  0 . 3  0 . 4  0 . 3  
F i xe d  r a te bonds2 1 . 3  0 . 8  0 . 7  0 . 6  0 . 9  1 . 4  1 . 2  1 . 3  0 . 6  
FRNs3 0 . 0 7  0 . 3 2  0 . 2 8 0 . 2 5 0 . 2  0 . 3 2 0 . 3 8 0 . 3 6 0 . 2 8 
I n te r bank4 0 . 7  1 . 0  1 . 0  1 . 1  1 . 9  1 . 6  2 . 1 1 . 2  1 . 2  

memo : US Tre a su r y  b i l l s  5 . 2  5 . 8  6. 0 6 . 4  6. 4 5 . 8  5 . 9  5 . 7  7 . 3  

1 Ave r age spre ad ove r L i bo r  (US dol lar cre d i ts )  • 
2 Se conda ry mar k e t  - pr iva te sector eu rodollar bonds minus us treasu r ie s .  
3 Secondary ma r ke t  - d i scou nted marg in* ove r Libor (US bank s '  dollar  FRN s )  • 
4 3 month eu rodollar r a te le ss US treasury bill r a te . 

Table 8 shows in more de ta il the pr ice re sponse s illu s t r a ted in the g r aphs , fo r 

example , the sha rp incre a se in Libor relat ive to US Treasury bills  ( i l l u s t r a ting 

s t re ss in  the i n te r bank mar ke ts)  in 19 7 4 .  I t  is no table tha t secondary mar ke t  

y ie lds o n  f ixe d r a te bonds and ( to a le s se r exte n t )  spreads on new synd icated 

c re d i ts a l so incre a sed ove r th i s  pe r iod , suggest ing a deg ree of  con tag ion
� 

be tween ma r ke ts and concom i tant pr ice- r a t ion ing of  cred i t .  

The o the r cr ises a re le s s  cle a r-cu t in  te r ms of  pr ice re sponse s .  Du r ing the de bt 

cr i s i s ,  ave r age real i sed spreads on synd ica ted cred its d id not increase , sugge s t ing 

the e x i s tence of quan t i t y-r a t ion ing of cre d i t  to account for the de cline in lend ing 

* The d i scou nted ma rg in i s  a me asure of  re tu r n  f rom an FRN relat ive to tha t on 
i t s  index r a te ( L IBOR) , calcu l a te d  by d iscount ing fu ture cash f low on a money 

ma r ke t  ba s i s .  

The a l te rnat ive hypo the s i s  i n  the cre d i t  ma r ke t ,  tha t fund ing cos t s  r athe r than 
the shock we re r e spon s i ble for h ighe r ma rg ins on synd icate d-cred i t s ,  was found 

wea ke r :  in e mp i r ical wo r k  by Johns ton (198 0 ) . 



s hown in Table 7 .  Fixe d-ra te bond yie lds increase d ,  sugge s t ing conce rns ove r 

de fa u l t  r i s k ,  bu t the increase in bor row ing ove r the year  of the cr i s i s  sugge s ts 

the re we re s t i l l  will ing bor rowe r s  at the se rate s .  Finally , al thoug h  i n te r bank 

cla ims de cl i ne d  sharply the re was no strong increase in Libor compa red w i th the US 

Trea su r y  B i l l  r a te .  As with synd ica ted cred i t s ,  th is may imply some quan t i ty 

r a t ion ing . 

For the 19 86 cr is i s ,  the re was l i t tle de te ctable ef fe ct in ma r ke ts o the r than the 

FRN mar ke t* . ( Some s l ight upwa rd pressure on spreads on cred its i s  a l so appare n t . ) 

Cha r t  7 in Sect ion 4 shows the sharp con trast between the pe r iod be fore and a f te r  

t he  c r i s i s .  I n  Octobe r 1987  the incre ase s  i n  yie lds o n  f ixe d- r a te bonds i s  ma r ke d .  

Pr i c i ng i n  the c re d i t s  mar ke t appears una ffected , bu t Libor re lat ive to US Treasury 

B i lls i ncreased sharply f rom 1% to 1 . 9% ,  pe r haps re flect ing pe rcep t ions o f  r i sks in  

i n te r na t ional bank ing relat ive to dome s t ic gove r nment pape r .  

F i na l l y ,  i t  i s  notable tha t the US Treasu ry bill  rate i tse l f  fell  sha rply a f te r  the 

1 9 8 7  c r i s i s ,  re flecting re laxation of mone tary pol icy and the fl ight- to-qual i ty by 

i nve s to r s .  A s imilar  patte r n  is ev ident after  the advent of the de bt cr i s i s .  

• The re i s  a s t r i k ing con trast be tween FRN d i scount ma rg ins pr ior to the 1 9 8 6  

cr i s is ( se ven ba s i s  po ints)  and issue spreads o n  FRNs to the same class of  

i n s t i tu t ion ( 20 bas i s  po ints) . Th is may show the high deg ree of spe cu la t ive 

a c t i v i ty in  the mar ke t .  



6 The theory o f  c r i se s  v iewed i n  the l igh t of empi r i cal ev ide nce 
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Th i s  sect ion a s s e s s e s  the r e al i sm o f  the theo r ies o f  f i na nc i al c r i s i s  i n  the l ight 
o f  the fou r pe r iods of i ns tabi l i ty in the e u r omar k e t s  ou t l i ned and i ll u s t r a ted i n  

Sect ions 3 - 5  a bove . The resul t s  a r e  s umm a r i sed i n  Table 9 .  These suggest that 
wh i le all of the theo r ie s  h ave important c ont r i bu t ions to make to the u nde r stand i ng 
o f  r ecent f i nanc i a l  d i sorde r , none a r e  a l l  emb r ac i ng and a form o f  synthe s i s  would 
s eem t o  be call ed for . Some a tt empt a t  th i s  i s  made in the conclud i ng sect i o n .  

Tab l e  9 :  Summa ry of fea t u r e s  o f  per iod s o f  i nstabi l i ty* 

Cr i s i s :  

Pa rad igm : 

Mone tary 

Pr ior mone tary t i gh teni ng 

Occu r red beyond cycl ical peak 

Bank i ng pan ics 

Agg r avated downt urn 

Cau sed r educt ion i n  money suppl y  

F i n anc i a l  Fragi l i ty 

Pr ior ' d i spla cement ' 

Accumu l a t ion of debt 

Occ u r r ed a t  cyc l i cal peak 

S pe c u l a t ion 

Di st r e ss sell i ng i n  c r ed i t  mar kets 

De f l a t ion/ i ncreased r eal rates 

Ra t i onal e xpectat ions 

Bubb l e  i n  a s s e t/secur i ty pr ices 

Unce r t a i nty 

Reg ime sh i f t  

Compe t i t i ve Innova t ion 

C r owd psychology ( low r i sk p r em i a )  

*The mor e  debatable po i n t s  a r e  brack e ted . 

1 9 7 4  

yes 

ye s 

yes 

no 

no 

( no) 

yes 

no 

ye s 

no 

no 

no 

yes 

no 

yes 

1 9 8 2  

yes 

ye s 

no 

ye s 

no 

yes 

ye s 

no 

ye s 

no 

no 

no 

yes 

ye s 

yes 

1 98 6  

no 

no 

no 

no 

no 

( no) 

yes 

no 

ye s 

(yes)  

no 

yes 

yes 

yes 

yes 

1 98 7  

yes 

no 

no 

no 

no 

( no)  

(ye s )  

no 

ye s 

no 

no 

yes 

( ye s )  

yes 

yes 

(Table cont i nued 
ove r l ea f )  



Cred i t-r a t io n i ng 

De c l i n ing r i s k  premia 

oe cl i n i ng • capital  r a t io s" 

Inc r e a se d  quan t i ty r a t ion ing 

LOng- te r m  quant i ty r a t ion ing 

Increase d  p r i ce r a t ion ing 

Conce n tr at io n  of r is k  

In te nse compe t i t ion be tween 

i n te rmed i a r i e s  

Ge ne r a l  

I n te rna t ional t ransmiss ion 

Inte r ve n t ion o f  a u thor i t ie s  

Con tag ion be twee n  mar ke ts 

( a )  The mone ta r i s t  approach 

1 9 7 4  

ye s 

ye s 

ye s 

ye s 

ye s 

( ye s) 

ye s 

ye s 

( ye s) 

ye s 

1982 

ye s 

ye s 

ye s 

ye s 

ye s 

ye s 

ye s 

ye s 

ye s 

ye s 

1986  

ye s 

no 

( ye s ) 

( no )  

ye s 

( ye s )  

ye s 

ye s 

no 

( ye s )  

illl 
ye s 

ye s  

( ye s )  

no 

ye s 

( ye s )  

ye s 

ye s 

ye s 

ye s 
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The a ck nowledged inf luence of  mone tary tightening * on the cr i se s  of  1 9 7 4 , 1 9 8 2  and 

1 9 8 7  and the fact the 1 9 7 4  and 1 9 8 2  cr ise s  occu r red a f ter  cycl ical pe a k s  ( see 

Table 6 )  lends at lea s t  par t ial credence to mone tar ist views of  f i nancial cr i s i s .  

Howe ve r ,  i t  i s  le s s  cle a r  that the cr ise s  cau sed a reduct ion i n  the money supply , 

thu s a g g r avat ing the contr action . The nea rest to th i s  may have be e n  in  1 9 7 4 ,  whe n 

the reduce d  supply o f  shor t-te rm inte r bank cre d i t  may have inf lue nced the pr i ce of  

cre d i t  ( synd icate d  cre d i t s )  to f inal use r s ,
� 

Although the de bt cr i s i s  may have 

wo r se ne d  the rece s s ion of the early 1980s , th is was due to the e f fe c ts on g loba l 

demand o f  the reduced abil i ty of ldcs to pu r chase impo r ts ra the r than e nhance d  

mone tary contrac t ion . Ce ntral bank inte rvention to loosen mone ta ry cond i t ions 

gene r a l l y  he l pe d  to prevent adve r se macroeconomic change s .  Bank pan ics we re no t a 

fe a tu r e  o f  mo s t  o f  the c r i se s ,  though the insolve ncy of He r s tatt in 1 9 7 4  ( and the 

accompanyi ng co l l apse of Fr an kl in Nat ional in the US dome s t ic ma r ke t s )  had many of 

the fe a tu r e s  o f  a pan i c .  The lack of panic may aga in be par tly attr ibu te d  to the 

role o f  cen t r a l  bank i n te rven t ion , par t icu l a r ly in 1 9 8 2  and 1 9 8 7  whe n ban k ruptcy o f  

some bo r rowe r s  was feared . O n  these occas ions ,  relaxa t ions of mone tary pol icy also 

he lped to o f f se t  any tende ncy for mone tary con traction . I t  was the i n i t ial abse nce 

of s trong i n te r ve n t ion in 197 4  tha t led to the He r s tatt cr i s i s  ( wh i le US 

i n te rve n t ion he lpe d  contain the e f fe cts of Fr ank l in Na t iona l )  , and nece s s i ta te d  the 

* Nece ss i ta te d ,  accord ing to mone ta r i st views , by inf l a t ion caused by ear l ie r  

mone tary lax i ty .  
� Though Johns ton ( 1 9 8 0 )  sugge sted tha t the cr i s i s  itse l f  ( ie he ig htene d  de fau l t  

and l iqu i d i ty r is k ) wa s the ma in unde r lying facto r .  



communique by the GlO gove r no r s  i n  Septembe r 1974  ou tl in ing the i r  commi ttment to 

con t i nu ing s tab i l i ty of the mar k e ts (wh i le not comm itt ing them to lende r of last 

r e so r t  inte rve n t ion) . 

( b) F inanc ial f r ag i l i ty 
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Ag a in ,  some bu t not all o f  the mechan isms h ighlighted by th is approach seem 

val ida te d  by the e v idence . The re cle a r l y  was r apid accumulation o f  debt in  e ach 

case ; i n te r bank po s i t ions in  1 9 7 4 , th i r d-wor ld debt in 1 98 2 , FRNs in 1 9 8 6 ,  and 

co rpo r a te de b t  in 1 9 8 7 ,  though e v i de nce sugge sts that conce rns regard ing the cre d i t  

qua l i ty of compan ies in  1 9 8 7  we re r apidly d iscarde d .  The na tu re of the r isk  

co nce r ne d  d i f fe r s  o f  cou r se ; i n  1 9 7 4  and 1982  conce rns we re centred on de faul t  

r i s k ,  in  1 9 8 6  l iqu id i ty r isk  was pe r haps cruc ial , i n  1987 , a mixture of bo th .  

Aga i n ,  the se accumu l a t ions we re accompan ie d  by specu lation i n  1986  and 1 98 7 .  

" Spe cu l a t ive "  unde rwr i t ing e xposures we re a par t icular problem dur ing the Cr ash . 

Fore ign exchange specula t ion cause d  the 1 9 7 4  cr i s i s .  The ldc de bt cr i s i s  arguably 

a l so had a spe culat ive s ide , banks always wish ing to earn spreads wh i le expect ing to 

be able to e x i t  at  the next rol love r date ( de sp i te the fact tha t bor rowe rs needed 

new cre d i ts to cove r the i r  inte rest  paymen t  obl ig a t ions ) . The same false 

expecta t ions o f  l iqu i d i ty o f  cou r se he lped to create the cond i t ions for the 

e qu i ty-ma r ke t  crash.  The FRN mar ke t  col l apsed a f te r  specu lators had become the ma in 

holde r s .  Adopt ing Minsky ' s  te rminolog y ,  some o f  the episode s could a t  le a s t  par tly 

be characte r i sed as spe cu lat ive or Ponz i  f inancing , as could repor ts in 1986-87 that 

e n t r y  of ne w ( in te r me d i a r y )  f i rms to the bond mar ke ts could accoun t  fo r a 

cons ide rable pa r t  of the demand for bonds ( ie supply cre ated its own demand ) . 

On the o the r hand , the cr i se s  d id no t tend to occur at  cycl ical pe a k s  and cause the 

following down turn;  aga i n ,  th i s  may pa r tly be due to the pol icy re sponse ( for 

e x ample , the loose n ing of mone ta ry po l icy in  1982  and 198 7 ) . Th is may a l so account 

for the absence o f  wide spread d i s t ress se l l ing and of de flation wi th concomi tant 

increased real r a te s .  Equally , we a l th e f fects on consumpt ion wh ich we re wide ly 

fe ared in  1 9 8 7 ,  tu rned out to be mino r as inve s tors had not fully taken into account 

the pre v ious r i se in share pr ice s .  

The e x i s tence o f  a pr io r " d i splacement" , t r igge r ing rapid growth i n  deb t  and of 

accompany i ng mone tary innova t ion is  deba ta ble . Arguably the 1974 cr isis  was 

t r igge red by the " d i splacement" o f  the swi tch to f loat ing exchange rate s .  The 

pe r iod o f  the debt c r i s i s opene d  w i th the d i splacement of the o i l  shock though i ts 

pre c ise l in k s  to the c r i s i s  ( the nee d  for balance-of-payments f inanc ing ) are le ss 
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d i re c t  than in the theor ie s  of f inanc ial frag il ity .  The re levan t " d i splace me n t "  for 

the o the r  c r i se s  is less clear , though it might be sugge s ted tha t se cu r i t isa t ion wa s 

t he in i t ia l  impe tu s .  Innovat ions with signif icant mone ta ry e f fects have be e n  a 

feature o f  the 1 9 7 0s and 1980s ( money-ma r ke t  mu tu al funds in the Un i ted S ta te s ;  

h igh i n te r e s t  cheque accounts i n  the Un ited K ingdom) bu t apa r t  f rom deve lopment of 

the inte r bank mar ke t  i tse lf we re arguably le ss re levant to the se cr i se s  than the 

more gene ral type s of f inanc ial innovat ion emphas i sed by theor ie s  no t ing the role of 

unce r ta inty. 

( c) Rat ional expectations 

As noted above , se ve ral of the cr i se s  had fe atures resembl ing spe culat ive bubble s 

and 'runs .  Howeve r ,  pa r t icularly in the case of bubble s it  i s  le ss c lear  that the 

bubble s we re " r a t ional" in the se nse that returns increased e xpone n t i ally in orde r 

to encour age r i s k  ave r se i ndividuals to rema in in the ma r ke t  conce r ned . The bubble s 

( for  e xample i n  1 9 8 7 )  are more remini scent of i r r a t ional bu bble s whe re age nts  we re 

prepared to rema in i n  the ma r ke t  reg ardle ss of the pa t te rn of exce s s  re tu r n s , so 

long as t he y  we re not strong ly negat ive . A deg ree of i r r a tiona l i ty may have bee n 

pre se n t ,  wh i ch e xpre s sed i tse l f  in the be l ie f s  tha t the fundamentals had changed 

and tha t the age n t  wou ld always be able to exit  f i r s t  ( the i l l u s ion of l iqu id i ty) . 

Such hypo the se s are o f  cou rse d i f f icu lt to te st fo rmally.  Ra t iona l e xpe c ta t ions 

theo r y  o f  runs  ag a i n  seems some wha t too precise to characte r i se the respe c t ive 

c r i se s ,  g ive n that seemingly tr ivial cau se s led funds to be wi thd rawn ( f rom lowe r 

r a ted ban k s  i n  the inte r bank ma r ke t ,  the FRN and equ i ty ma r ke ts )  and in each case 

many lende r s/inve s to r s  we re le f t  with dispropo r t ionate ly la rge los se s .  

( d )  Unce r ta in ty 

Mos t  o f  the me chan i sms outl ined in Section 2 unde r the he ad ing of unce r ta in ty had a 

role to play i n  the se c r i se s ;  a shift  of reg ime w i th unfore seen conseque nce s ;  

e vidence o f  c rowd psychology in lend ing and compe t i t ive innova t ion . 

In  te rms of a reg ime s h i f t , the direct cau se of the 1974 cr isis  was the s h i f t  f rom 

f ixed to f loat ing e xchange rate s ,  the dynamics of wh ich we re unfore seen by mar ke t 

par t i c ipan t s .  S im i la r l y , the banks pr ior to the de bt c r i s is d id not for e see the 

po s s i b i l i ty o f  a se cond oil  shock , the deep rece ss ion and the new US mone tary pol icy 

wh ich d rove u p  inte re s t  r a te s  so sharply and increased the ir  vola t i l i t y .  The 

e v iden ce o f  a reg ime shift is weake r  for the FRN mar ke t ;  the problem was ra the r 

unce r ta inty o f  the po te n t ial dynamics of the mar ke t that was a l ready in  e x i s te nce , 
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though the Ba sle g u i de l i ne s  may qual i fy a s  a par t l y  unforeseen i n fluence . Fi nal ly , 

and aga i n  r a the r tenuou sly , the crash showed an u n foreseen po s s i bi l i ty for equ i ty 

pr ices t o  fall suddenly by a la rge propor t ion , thus weake n i ng the asset back i ng ( and 

i ncre a s i ng the debt/equ i ty r a t io)  o f  corporat ions w i th i nterna t ional debt 

ou t s t a nd i ng as well as f i nanc i al i ntermed i a r i e s  hold i ng l a rge equ i ty po s i t ions . 

Crowd psychology , notably reduced r i sk premia ( o f ten a ssoc i a ted w i th i ntense 

compe t i t ion betwee n i ntermed i a r ie s ) , wa s ev i dent in each epi sode : l e nd i ng on the 

i nt e r ba nk ma r k e t  i n  1 974 w i th ou t  c a r e f ul a sse s sme nt of c re d i t  r i sk and r i sky 

pr a c t i c e s  in fore i gn-exchange marke t s : s im i la r  r i sky l e nd i ng to l dcs , eve n  whe n new 

l oa n s  we r e  needed to pay i nt e r e s t  on ex i st i ng one s : l au nchi ng of ever -greater 

volumes o f  FRNs at l ower and l ower spreads : a nd the c r owd psychology of an equ i ty 

mar ke t  bubble and speculat ive debt f inance dependent on h igh equ i ty value s .  I n  each 

case l ender s (or intermed i ar ie s )  wer e  comfo r t ed by the knowl edge tha t o the r s  were 

mak i ng the same j udgme n t s : i n  each case they we re proved wrong , and r i sk prem i a  

proved too l ow i n  r e trospect . 

I nn ov a t ion played a key pa r t  i n  the c r i se s  o f  the 1 9 8 0 s  - i n  each case the re wa s a 

f l aw i n  the mark e t ' s  u nde r s tand i ng o f  the i nnov a t ion . In the case o f  the debt 

c r i s i s  the ma i n  i nn ova t ion wa s the synd i ca ted c red i t  toge ther w i th sove r e i g n  l e nd i ng 

i t se l f
f 

a s  ou tl ined : the secur i t ie s  mar k e t  c r a she s of 1 9 8 6  and 1 9 8 7  were eve n 

mor e  fundame nt a l l y  l i nked t o  i nnova t ion , wh i ch prov ided at least pa r t  o f  the d r i v i ng 

force beh i nd the move t o  c r i s i s  cond i t ions . The FRN marke t , as noted , wa s 

cha r a cte r i sed by a w ide v a r i e ty of i nnov a t ions wh i ch a ttempted to compe nsate for 

dec l i n i ng spr ead s . * I nve stor s may h ave f a i led t o  unde r s t and l iqu i d i ty r i s k s  in the 

m a r k e t . The equ i ty mar k e t  crash has bee n l i nked to nume r ou s i nnovat ions ( pr og ramme 

t r a d i ng , po r t fol io i ns u r a nc e )  wh i ch gave r i se to an i ll u s ion of l iqu i d i ty .  

S im i l a r ly i n  the eurobond mar k e t  a ny i l lu s ions o f  l iqu id i ty on i s s ue s  o f  l e s s  than 

top qual i ty or featur i ng f inanc ial i nnova t ions were d a shed by the c r ash . 

( e )  Cred i t  r a t ion i ng 

L i k e  u ncer t a i nty , c r ed i t  r a t ioning h a s  bee n a w i de l y  observed feature o f  r e cent 

f i nanc i a l  c r i se s .  Incre ased r i sk premi a ( ie pr ice r a t ion i ng o f  c r ed i t )  for classes 

o f  i n s t i tu t ion a ffected i s  ev ident f r om the cha r t s  and t abl e s , as spreads ove r  r i sk 

f r e e  r a t e s  i ncreased . The r e  i s  a l so , howeve r ,  some evide nce o f  quan t i ty-r a t io n i ng 

f I n  te rms o f  Bond & Br i aul t ( 1 9 8 3 a )  ( footnote ,  pag e 1 3 )  the mar k e t  fa i led to 

u nd e r s t and the cont rol impl icat ions o f  sove r e i gn l end i ng . 

* See Mason ( 1 9 8 6 ) . 
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for lowe r qual i ty inst itutions . Th i s  wa s evident for banks such a s  the Japane se in 

t he inte r bank mar ke t  a f te r  197 4 ;  wh i le othe r banks we re subject to pr i ce • t ie r i ng " , 

the lowe s t  c l a s s  o f te n  found themse lve s excluded from the ma rket a l toge the r .  

S im i l a r l y ,  the most inde bted ldcs have been excluded from the grant ing o f  volunta r y  

cred i ts s in ce 198 2 ,  wh ile o the r s  have faced h igher spreads due to increase i n  

pe rce ive d  r is k .  The decl ine i n  inte r bank lend ing with no inc rease i n  rate s  ma y  

sugge s t  quantity r a t ioning . In the la te r  cr i se s  quantity ration ing wa s ag a in ev ident 

- the F RN  mar ke t v i r tually c losed for new i ssue s in 1986, as d id the equ i ty war r ant 

e u robond sec to r  i n  198 7 ,  and only top qual i ty bor rowe r s  could g a in acce s s  to the 

s t r a ight e u robond secto r .  Secu r i t ie s  hou se s  with equ i ty exposu res in i t ially  faced 

seve r e  quant i t y  r a t ion ing of bank credit . Howeve r ,  banks in 1986 and co r po r a t ions in 

198 7  d id not f ind themse lve s e xcluded from credit  altoge the r ,  bu t inste ad sh i f ted to 

othe r ,  mo re expens ive , mar ke t s ,  name ly the straight bond and e u rono te mar ke ts in 19 86 

and the synd icated cred i t  and domestic bond and loan mar ke ts in 198 7 .  Aga i n ,  such 

quant i ty r a t ion ing as the re was only rema ined for a relative ly sho r t  t ime . Though 

the se par tly reve al the lesse r  seve r ity of the se c r i se s ,  the y also sugge s t  a dec l in ing 

segme n ta t ion of the ma r ke t s ,  wh ich ma ke s a " credit crunch" for a bor row ing se c tor ( ie 

c lo s i ng of all  sou rce s o f  cre d i t )  less l i ke ly .
f 

Gu t te n tag and He r r ing also highl ighted de cl ine s in bor rowe r s  and lende r s '  cap i ta l  

r a t io s  toge the r w i th concentr ation of r i sk - some what more pre c i se form of Minsky ' s  

" f r ag i l i ty" . Dec l i n ing cap i tal ratios for banks we re ce r ta inly evide nt pr ior to the 

19 7 4  and 198 2  c r i se s ,  e spe c i ally if r i sks are co r rectly we ighted . Low cap i ta l i s a t ion 

e xace r ba ted the c r i se s  whe n the y  did occur . Concentration of r i sk  was a l so apparent , 

pa r t icularly  in the ldc de bt cr i s i s . Ag a i n ,  in the equ ity ma r ke t  crash the re we re 

conce rns ove r he avily inde bted corporations (espec ially those invo lved in spe culat ive 

takeove r plays) a s  we l l  as fo r inve stment banks that had taken on conce n t r a ted r i s k s  

( large u nde rwr i t ing e xposures) . Howe ve r , comme r c ial banks we re in a much s t ronge r 

cond i t ion in 1986 and 198 7  thanks to pre ssure by supe rvisory autho r i t ie s  to improve 

c ap i tal r a t ios . Intense compe t i t ion be tween inte rmediar ie s  was also pre se n t  in e ach 

c r i s i s  - and he l pe d  to prompt r i sky behaviou r .  

F i na l l y , the fact tha t mone tary t ighten ing and credit ration ing (and/or shi f ts to more 

e xpen s i ve mar ke t s) we re bo th features of the 197 4 ,  198 2  and 198 7  cr i se s  lends some 

crede nce to Greenwald and S t iglitz  view of the mone tary transm i s s ion me chan i sm .  

f woj n i lowe r (198 0 )  (19 8 5 )  examine s  the nature and implications of credi t crunche s  

i n  segme nted ma r kets . 
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W e  conclude w i th obse r va t ions o n  i ssue s common to seve ral of the theor ie s .  For 

e xample inte r na t ional t ransmi ss ion was a feature of each cr i s i s  ( the c r ises we re not 

conf ined to one na t ional ma r ke t ) . Th is is par tly to be e xpecte d ;  the e uroma r ke ts 

a re an impo r tant condu i t  fo r inte rna t ional capi tal f lows ; they also involve 

comme r c ial and i nve s tme n t  banks f rom all the major count r ie s ,  wh ich i f  involved in 

s imilar  bu s ine ss would all be h i t  in a systemic c r i s i s .  The e f fects of the de bt 

c r i s i s are  an e xample of thi s .  Tr ansna t iona l e f fects of f inanc ial c r i se s  are also ,  

howe ve r ,  increas ing due to the g row ing inte g r a t ion o f  dome s t ic and inte rna t ional 

mar ke ts , w i th the same bor rowe r s ,  inte rme d ia r ie s  and lende r s  active in each . Th i s  

h a s  redu ced the insulat ion of dome s t i c  mar ke ts f rom shock s  or ig inat ing in 

i n te r na t ional or  o the r dome s t ic mar ke t s ,  as  the 198 7  crash i l lu s trated . 

Inte r ve n t ion by the au thor i t ie s  was h ighl ighted by most of the theor ie s  as the 

immediate sol u t ion to f inanc ial c r i se s  when the y occu r .  The se we re not fe l t  to be 

e vents that the ma r ke t  can sor t  out pa inle ssly for i t se l f . De c i s ive inte r vention 

( by the US Fed and othe r ce ntral ban k s )  was par t icu larly apparent in the equ i ty 

ma r ke t  crash,  but was also evide nt a f te r  the de bt c r i s i s  and the 19 7 4  de bacle . Only 

the FRN c r i s i s  wa s fe l t  suf f i ciently local i sed to blow itse l f  ou t .  

Lastly , i n  te rms o f  con tag ion be tween ma r ke ts , i t  was shown i n  Se ction 5 that th is 

was a fe a tu re o f  all  the cr ise s  to some exte n t ,  al though in the FRN c r i s i s  it  was 

l a rgely con f i ne d to the ma r ke t  i tse l f  ( e f fects of the pe rpe tual FRN ma r ke t  on the 

d a te d  ma r ke t )  and in no case we re all the mar ke ts s imu l taneou sly affecte d .  

Ne ve r the le s s ,  the 19 7 4  inte r bank c r i s i s  accompan ied sharp de cl ine s in synd icated 

c re d i t s ,  wh ich,  though par tly resu l t ing f rom the macroeconomic s i tuation , also 

r e su l ted f rom the loss in con f ide nce in inte r na t ional mar ke ts and ban k s ' fund ing 

d i f f icu l t ie s .  The de bt cr i s i s  also closed the e u robond mar ke t  to ldcs and led to 

sha rp f a l l s  in inte r bank cla ims ; the c r i s i s  in the e urobond ma r ke ts in 198 7  was 

i tse l f  a re su l t  of con tag ion f rom the equ i ty mar ke t s ,  though contag ion to o the r · 

e u roma r ke ts and to dome s t ic gove rnment bond mar ke ts was more mu ted.  
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Subject to the l imitations o f  the qua l i ta t ive anal ytical approach adopted , th i s  pape r 

offe r s  se ve ral type s o f  conclu s ion ; f i rst i t  allows one to assess  whe the r the cr i se s  

we re • u n ique e vents" o r  have common feature s ;  second i t  allows one to evaluate 

theor ie s  o f  f inanci a l  c r i s i s  u nde r cu r rent cond i t ions - wh ich facto r s  should be 

highlighte d ,  wh ich d iscarde d ,  and whe the r a synthe s i s  i s  poss ible . Th is al lows an 

asse s sment to be made o f  impl icat ions for the author i t ie s  and ma r ke t  pa r t i c ipant s .  

Thi rd ,  one c a n  cons ide r present cond i t ions in  the light o f  such a j udgment and asse s s  

whe the r the re are cau se s  f o r  vig ilance . 

The data and descr ipt ions pre se nte d ,  informed by the theore t ical summa r y ,  sugge st tha t 

the c r ises stud ied we re no t un ique events bu t had di sce rnable common fe atu re s .  

Pe r haps the mo st impo � tan t o f  the se common features of f inanc ial instab i l i ty i n  the 

e u roma r ke t s  ove r 19 7 4- 8 7 *  we re the following : 

1 The y followed accumulation of debt and substant ial specula t ion in asse ts wh ich 

we re o f te n  characte r i sed by crowd-l ike be haviou r among lende r s ,  low r i s k  premia 

and con ce n t r a t ion of r i s k .  

2 The y fol lowed a shift  in reg ime wh ich had unfor seeable or unfor seen conseque nce s .  

3 Innova t ion was o f te n  an impor tant concomitant , as we re de clin ing cap i tal r a t ios of 

l e nde r s  and bor rowe r s .  

4 They o f te n  fol lowed a pe r iod of mone tary tighten ing ( nece ss i ta ted by infla t ionary 

pre s su re s)  and/o r rece s s ion . 

5 The y we re accompanied by sharp increases in pr ice and quan t i ty r a t io n ing of 

cred i t ,  bu t this d id not always prevent rationed bor rowe r s  f rom obta in ing cred it 

e l sewhe re .  

6 I n te r n a t ional transmission was s trong and rapid . 

7 Con tag ion be twee n  ma r ke t s  wa s l imited - in no case we re all  e u roma r ke t s  s t rong ly 

a f fe c te d . 

* Ana lys i s  o f  se lected dome stic c r i se s  ove r the same pe r iod (Appendix 2 )  revea l s  many 

s im i l a r  fe atu re s .  
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Featu re s 1 - 6  we r e  a l so pre sent d u r i ng the Great Depre s s ion . Any synthe s i s  would 

the re fore emph a s ise the mone tary and " f r ag i l i ty "  precur sor s of f i nanc ial c r i se s ,  wh i l e  

emph a s i s i ng t h e  role o f  u nce r t a i n ty i n  the cond i t ions for c r i s i s ,  the l ik e l ihood of 

c r ed i t  r a t i o n i ng a s  a conseque nce o f  such c r i se s ,  and the impor t ance of i nt ervent ion . 

Pu t mor e  prec i se ly , a synthe s i s  o f  the theory o f  f i nanc i al c r i se s  appl i cable to 

cond i t ions in contempor ary f i nanc ial marke t s , d r aw i ng on economic theory and recent 

e xpe r i ence i n  the eu roma r k e t s , should offer pred i c t ions regard i ng the precondi t ions , 

c au s e s , n a t u r e  a nd c onseque nce s  of f inanc ial c r i se s .  For example ,  a long pe r iod o f  

r e l a t iv e l y  calm cond i t ions w i th i nt e nse compe t i t ion between f i na nc i al i ns t i tu t ions , 

i nc r eas i ng debt acc umula t io n  a t  i ncrea s i ngly l ow r i sk prem i a  ( pa r tly as a conseque nce 

of the se ) , f i nanc i al i nnov a t ion and decl i n i ng capital r a t ios may cons t i tute the 

pr econd i t ions for a f i nanc ial cr i s i s .  Supe rv i sory pressure to mai n t a i n  capi t al i sa t ion 

a nd pr eve nt e xce s s ive r i sk tak i ng may consequently he l p  to prevent these cond i t ions 

f r om a r i s i ng .  The c r i s i s  may be t r igge red by a t igh tening of mone tary c ond i t ions and 

the u n foreseen conseque nce s of a sh i ft in regime s  ( i nclud i ng the u n fo re seen prope r t ies 

of f i nanc i al i nnov a t io ns ) . I t  may be a cc ompan ied by a s i zeable dev i a t ion o f  asset 

v a l u e s  f r om the i r  fundamental dete rmi nants ( a  specu lat ive bubbl e ) . The c r i s i s  may 

e n t a i l  r u ns o r  pan i c s  w h i ch e l im i nate s uch dev i a t ions i n  asset values and a sha r p  

i nc r e a se i n  pr i ce a n d  quant i ty r a t ion i ng o f  cred i t .  Howeve r ,  i t  may not l e a d  to 

s t rong contag ion be twee n marke ts , f u r ther mone tary contract ion , and econom i c  recess ion 

prov i d i ng the author i t ie s  i nte rvene f i rmly and dec i s ively . Not tha t  such i nt e rvent ion 

i s  always requ i r ed .  Some c r i se s  a r e  l ocal i sed e nough not t o  offer  system ic r i sk s  

e i th e r  because i nst i t u t ions i nvolved are s u f f i c iently robu st or because the mar k e t  

conce r ned i s  r e l a t iv e ly u n import ant . I ndeed some wou l d  argue that mi nor c r i se s  may be 

s a l u t a r y  i n  l ead i ng i ntermed i a r ie s  and the author i t ie s  t o  t i ghten up con t rol and 

s u perv i s ion.  

To the e xtent that the u nder l y i ng theo r i e s  a r e  val id ated by the empi r i cal a na l y s i s  of 

c r i se s  i n  de regulated f i n a nc i al mar k e t s , it is use fu l  to recapi t u late the i r  

impl i ca t ions for t h e  au thor i t ie s  a nd mar k e t  pa r t i c i pants (wh i ch wer e  detai led i n  

sect ion 2 ) . Othe r  pol i cy impl icat ions may b e  dr awn d i rectly f r om the empi r i cal 

analys i s .  A summa ry of the se sugg e st ions fol l ows . 

For supe rv i sor s ,  i t  i s  sugge sted that the common features of f i nanc i al c r i se s  

i dent i f ied a bove cou l d  b e  o f  a ss i st anc e  i n  h e l p i ng t o  a s s e ss whe n he i gh tened v i g i lance 
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and e xami n a t ion o f  f i nanc i al i nst i tut ions ' balance shee t s  are r equ i red . Theory and 

analys i s  sugge s t  that balance shee t e xami nat ions cou l d  cover not only capi tal i sa t ion 

but a l so i nd i ca tor s of r i sk such as g rowth of debt , gea r i ng of credi tor s ,  

vulne r a bi l i ty t o  c r i se s  i n  other nat ional o r  i nternat ional mar ke t s , a sse t pr i ce s ,  

concent r a t io n  o f  r i sk ,  impl icat ions of i nnovat ions , i ntens i ty o f  compe t i t ion , r i sk 

pr i c i ng , i nd i re ct exposure s , the s trength of control mechani sms over bor rowe r s , and 

poten t i al l iqu i d i ty of i ntermedi a r ie s '  assets and l iabi l i t ie s  in c r i s i s  s i tu a t ions . 

Given tha t , espec i ally for comme rc i al bank s ,  supervi sory reg imes cove r i ng ma ny of 

the se aspect s  h ave bee n developed and re f i ned recently , and i nter n a t ional 

co-ord i n a t ion of s upervi s ion i ncreased , the poss ibil i ty of s e r iou s  c r i s i s  may be 

j udged t o  h ave bee n r e d uced. However , superv i sor s  s t i ll n ee d  to be v i g i la n t  to e ns u r e  

not only t ha t  t h e  i ns t i tu t ions they superv i s e  are not becoming subject to d i sa ster 

myopi a  but also tha t  they are not becoming complacent themselve s ,  accept i ng preva i l i ng 

j udgmen t s  o f  r i sk wh i ch may h ave become d i stor ted by a pe r iod of c alm f inanc i al 

cond i t ion and/or i ntense compe t i t io n .  A poss ible i nd i ca tor o f  such myopi a  i s  

decl i n in g  r i sk pr emi a (Table 2 ) � Second , regulatory reg i me s  for i nve s tment bank s may 

need f u r th e r  development ( pa r t icula r ly i n  the f ield of internat ional co-or d i na t io n )  • 
Th i r d ,  marke t -based systems to reduce r i sk ( reduced de posi tor protect i on to ensure 

adequate r i s k  mon i tor i ng by whole sale depos i tor s ,  r a t i ng agenc ies and greater 

d i sclosu r e )  may have a use ful role to play . Final ly , an equal i sat ion of the tax 

trea tmen t  of d ebt a nd equ i ty may reduce tendenc ies to ove r i ndebtedne ss . 

For macr oeconomic pol i cymak e r s  the relat ionsh ip o f  cr i ses t o  s h i f ts o f  pol i cy reg i me 

and t u r n i ng po i nt s  i n  the t i ghtness of pol icy impl ie s ,  f i r st , the nee d  for pol i cy to 

seek to avoi d  cond i t ions such a s  r apid i nflat ion wh i ch may nece ss i t a te such sudden 

sh i ft s  or t i gh ten ing o f  pol icy .  Second , shou l d  such changes be r equ i red , the re i s  a 

need for v ig i lance for f i nanc i al stabi l i ty .  Th i rd , al though the l e nder-o f - l a s t - r e s o r t  

func t ion s hou l d  b e  r e t a i ned , i ts u se should be spa r i ng and management ( and the i r  

sha r eholde r s )  o f  f i nanc i al i ns t i t u t ions who h ave made mi stakes shou l d  a lways be 

sacr i f i ce d .  Oth e r w i se the e x i stence of the lender -of-las t - r e so r t  may act ually i nd uce 

the deve l opmen t  of f inanc i ally f r ag i l e  cond i t ions , that i t s  use i s  a imed to cou nte ra c t . 

For mar k e t  par t i c ipan t s  several of the same impl i ca t ions apply . They need to e xami ne 

mar k e t  cond i t ions fr equently i n  the l i ght of the factor s ident i f ied above , pe r h a ps by 

use of s t r a teg i c  pla nn ing d iv i s ions , i n  order to ass ess the l ik e l ihood of c r i s i s  

s i t u a t ions and the conseque nt appropr iateness o f  th e i r  pr i c i ng o f  r i sk .  How a s s u red 

are the i r  c r ed i t  l i nes? How s trong is the i r  asset back i ng? Has the i r  e xpo s u r e  to 

cre d i t or l iqu i d i ty r i sk been i ncreas ing? De pos i tor s and i nve stor s also need to be 

awa r e  o f  these potent i al r i sk s  - though as noted above th i s  may r equ i r e  l im i t a t ion o f  
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depos i tor protect ion a n d  o f  mor a l  h a z a r d  created by i nt e rve n t ion . Pr ivate r a t i ng 

agenc i e s  may h ave a n  impor t ant role t o  play i n  mon i tor i ng f i rms exposu r e s  as well a s 

tak i ng the longer and b r oader v iew recommended i n  thi s  pape r .  

F i na l ly , a l though f i na nc i a l  cr i se s  by the i r  nature a r e  r a re ly foresee n ,  often be i ng 

t r iggered by a s eem i ng l y  e x t r a neou s event , th i s  synthe s i s  of the e conomic theory of 

c r i se s  o f fe r s  c e r t a i n  poi nter s for v i g i l ance i n  the c u r rent con j u nct u r e .  These 

i nc lu de : 

the g r owth i n  pr ivate-sector i nd ebtedne ss , par t i cula r l y  i n  the Uni t ed K i ngdom and 

Un i ted S t a te s ,  beyond the range of h i stor i c  r e l a t ions w i th i ncome and/or a s se t  

v a lu a t ion* , 

the t endency o f  i nve stment bank s t o  take on l a rge exposur e s ,  often of a s i zeable 

pr opo r t ion o f  th e i r  capi t al , d u r i ng LBOs and other t r a nsact ions , 

the rapid r ecovery o f  specula t ive act iv i ty i n  equ i ty and debt mark ets a f ter the 

crash , pa r t i c u l a r l y  h i gh l y  l eve r aged tak eove r s  and buyou t s ,  

decl i n i ng spr eads o n  synd i ca ted-c r ed i t s for OECD cor porat ions ( see Cha r t  3 ) , 

the r i se i n  g lobal i n f l a t ion and the need for t i ghte n i ng mone tary cond i t ions , 

and the i ntense compe t i t ion among f i nanc i al i ntermed i ar i e s ,  ( pa r tly a s  a 

consequence of e xcess capac i ty )  wh i ch often focusses on mar k e t  share r a the r than 

prof i ta bi l i ty o f  t r a nsact ions
1

. 

* See Dav i s  ( 1 9 8 7 )  and r e fe r e nces the r e i n .  

f S ee Dav i s  ( 1 9 8 8 ) a nd r e fe r e nc e s  there i n . 
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Following t he crash,  the vola t i l i ty i n  g lobal equ i ty mar ke ts rapidly spread to the 

e u robond mar k et .  Synd icat ion acti v i ty came to a standstill wh i le trad ing i n  the 

secondar y  mar ke t  was ve r y  thin. In the wee k  e nd ing 24 Octobe r ,  new i ssue s in the 

inte r na t ional bond ma r ke ts amounted to j u s t  $1 . 4  bn compared with a wee kly ave r age 

o f  nea r  $4 bn o ve r the prev ious year . As was the case in most bond ma r ke ts a round 

the wo r ld , secondar y  ma r ke t  e u robond pr ice s  and y ie lds fluctuated v iolently on 

20 Octobe r a s  collapsing share pr ice s  led to a reassessment of f ixed income 

secu r i t ie s .  Pr i ce s  o f  long US t reasur ie s ,  which dropped to 8 8  on 1 9  October be cause 

o f  the unce r ta inty caused by the crash , rose to 9 9  on the next day to close at 9 5 . 

Dur ing that wee k  y ie lds on 3 0-year treasur ie s  fe ll from 1 0 . 5% on the 1 9 th to 9 . 9% on 

26 �obe r  a s  inve s to r s  moved to the relat ive secu r ity offered by f ixed income 

mar ke t s  and central banks inje cted l iqu id ity in the f inanc ial system. The sharp 

p r i ce swi ng s  made it ext reme ly d i f f icu l t  for de ale r s  to quote real i s t i c  pr ice s ,  and 

vo lat i l i ty i n  the e u robond mar ke t  also made it  d i f f icu l t  for inve s tor s  to eval uate 

spre ads , lead ing them to requ ire h ighe r  r isk  prem ia , and caus ing most euroma r ke t 

y ie ld curve s  to s tee pe n .  Deale r s  repo r ted diff icu l ty in launch ing new e u rodollar 

bond i ssue s ( wh i ch a re ma inly swapped) becau se of the wide d ispa r i ty in y ie lds 

be twee n  e u robonds and dome s t ic gove rnme nt bond mar ke t s .  

The c rash had t he immed iate consequence of reduc ing l iqu id i ty in the eu robond 

ma r ke ts and acce n tu a ted the problems of ove rsupply . Be cause of the small s i ze of 

i ssue s r e lat ive to dome s t i c  mar ke ts it  had always been diff icu l t  to keep e u robonds 

l iqu id , and vola t i l i ty le f t  t r ade r s  wi thout recourse to the ir u sual me thods of 

evalua t i ng bonds and protect ing the ir inve ntor ie s ;  vola t i l i ty made i t  vir tually 

impo s s i ble to asse ss y ie ld spreads and harde r  to hedge by se l l ing Trea sur ie s sho r t  

be cau se o f  the d ry ing u p  of stock lend ing by US inve s to r s  to inve s tme n t  bank s .  A s  a 

re su l t  o f  the lowe r l iqu id i ty ,  diffe rentials widened , de al s i ze s  we re cu r ta i led and 

b id/o f f e r  spreads wide ne d .  For example , the most l iqu id sove re ign issues wh ich 

t r aded i n  $5 mn blocks a t  b/o spreads as low as 10 bp be fore the crash saw block 

s i zes  reduce d  to $1 mn on 30 bp spread s .  

The col l apse o f  e qu i ty pr ice s  brought act iv i ty back to the swap ma r ke t  al thoug h mo s t  

t r an sact ions we r e  in the seconda ry ma r ke t .  The bond mar ke t  r a l l y  l e d  co rpora te s to 

f Th i s  se c t ion was or ig inally prepared by J G S Je anne au for an inte rnal Bank 

m i meo . 
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try  to a r r ange low co s t  f ixed-rate fund ing in exchange for f loa t ing-rate fund ing . 

Asse t  swappe r s  a l so e n te red the mar ke t in orde r to take advan tage of the wide n ing 

spread be twee n e u ro- i ssue s and dome s t ic gove rnment bonds . The subs tant ial price 

de cl ine s suffe red by a numbe r of corporate e uro- i ssue s meant tha t i t  was re lat ive ly 

che ap fo r swappe r s  to pu rchase bond s produc ing a h igh y ie ld in  exchange for lowe r 

y ie ld ing bond s .  Swaps could the n  be rearranged on the bas i s  of the se newly acqu ired 

bond s .  Howeve r ,  the US dol la r  pr imary swap mar ke t  made l i ttle use o f  the ava i lable 

w i ndows owing to a numbe r of facto r s :  f i r s t ,  absolute swap rate s  fe l l  sharply in 

l ine w i th dome st i c  gove r nme n t  ma r ke ts bu t the e xce ss o f  supply ove r demand for f ixed 

r ate funds pushed swap spreads to record h ig h  leve l s ;  second , bond yield vola t i l i ty 

made i t  hard to hedge po s i t ions ;  th i rd ,  hedg ing problems were compounded by the 

inabi l i ty of de ale r s  to bor row t re a su r ie s  because holde r s  we re conce r ned about the 

cred itwor th ine ss of inve stment bank s  and the r e fore demonstrated a s trong pre ference 

for re tain ing them;  fou r th ,  the lack of i ssue s on the euroma r ke t  fa i led to provide 

counte rpa r ties  on the f ixe d-rate rece i v ing s ide , and f inally the swap ma r ke t  wa s 

de stabil ised by conce rns about coun te rparty r i sk . By the end of Novembe r ,  swap 

spreads had re tu r ned to pre-" Black Monday" leve l s  bu t pr ima ry ma r ke t  act ivity 

rema i ned min imal . 

Ove r whe lmed by orde r s  to se l l , the largely London based mar k e t  for 

do llar-de nominated Japane se equ i ty wa r r ants came to a standstill for a day and a 

hal f .  The ma jor  ma r ke t  make r s  had l i t tle cho ice bu t e ffectively to cance l trad ing 

in the days fol low ing the slump ,  be cause a s ign i f icant propo r t ion of the unde r ly ing 

stocks on the To kyo stock e xchange had moved to the i r  l im i ts and we re no t trade d .  

Ave rage wa r r ant pr ice s fe l l  f rom a n  inde x va lue of 4 0 9* i n  the wee k  pr ior to the 

c r a sh to 1 9 2  {a 5 3 %  decl ine ) by the e nd of the fol lowing wee k .  Trading reope ned 

w i th much wide r spreads ( f rom 3/4 of a po i n t  to 2 po ints) and w i th reduced lot s i zes 

( from 50 to 25 wa r r ants) . The stock ma r ke t  crash led to a mass ive sel l-off of 

Japane se equ i ty wa r r ants by fo re ign inve s tor s .  Japane se inve s to r s  and ins t i tu t ions 

repo r tedly pu rchased mos t  of the wa r r ants be cause they we re more opt imi s t i c  abou t 

loca l equ i ty pr i ce s  than we re fo re ign inve stor s .  As a resu l t ,  much o f  the war rants 

ma r ke t ,  t r ad i t ionally based in  London , e f fe c t ive ly sh i f ted in Tokyo . The pr imary 

and se conda ry ma r ke t s  fo r Sw iss franc conve r t i ble bonds , ma inly u sed by  Japane se 

compan ie s ,  a l so d r ied up.  The major mar ke t  make r s  ag reed to hal t  trad i ng as some 

bonds fell to s teep d i scounts o f  a s  much as 2 5% be low a par issue pr ice . Y ie lds on 

some conve r t i ble bonds wh i ch had bee n i ssued with coupons as low as 1/4% to l/2% at 

par moved up to reach almost 6% , h ighe r  than equ ivalent  ma tu r ity s t r a ight  Sw iss 

f r anc de nom ina ted bonds . 

* Cre sva le I nde x .  
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In  the wee k s  fol lowing the crash , only a handful of top rated sovere ign and 

supranational bor rowe r s  we re able to take advan tage of the inte rna t ional rally in 

f ixed i ncome mar ke t s . The le s se r  l iqu id ity of eu robonds ( wh ich has always been a 

feature o f  t h i s  mar ke t )  cau sed eurobond pr ice s  to lag behind dome s t ic i ssue s and 

spreads to w ide n s ig n i f icantly ove r  the i r  dome s t ic equ ivalent as y ie lds gene rally 

fe l l  ( a l though t h i s  was somewha t  le ss pronounced for top rated sove re ign i ssue s ) . 

The same phenomenon occu r re d  for co rporate bonds , more pa r t icularly for second 

rank ing corporate s ,  and meant tha t dome s t i c  ma r ke ts offered le ss expens ive f inanc ing 

for a l l  bu t top qua l i ty issue r s .  Init ial unce r ta inty ove r the economic s i tuation 

a l so caused a sharp widen ing o f  corporate-gove rnment spre ads in both dome s t ic and 

e u robond ma r ke t s .  Wh i le eu robond activ i ty we akened , some dome s t ic bond ma r ke ts such 

a s  the US ma r ke t  saw ve r y  s trong issu ing activity in the wee k s fo l lowing the crash 

a s  i s sue r s  took the oppo r tu n i ty offe red by bond mar ke t  ral l ie s  to lock in che ap 

f ixed- r a te fund ing . Be cau se of the preva il ing exchange rate unce r ta i nty , the ma r ked 

t ie r ing o f  fund ing costs accord ing to credit  qua l i ty , thin secondary ma r ke t  trad ing 

and the result ing lowe r l iqu id ity , the f ixed-rate bond sec tor rema ined depre ssed in 

s p i te o f  the fall in shor t and long- term inte re s t  rate s .  Ne ve r the le s s ,  by 

mid-Novembe r the s i tua t ion had become calme r  and pr imary and secondary mar ke t  

activ i ty mo re o rde r ly .  The highe r  yie ld ava i lable on eu robond issue s ( e spe c ially 

e u rodollar pape r )  began to att ract some inve stors away from the i r  dome s t ic mar ke ts . 

By the e nd o f  the qu a r te r ,  even Japanese wa r r ant pr ice s  had improved by 

s ig n i f ican tly more than the unde rly ing sha re pr ice s  on the To kyo s tock exchange 

( inde x value of 3 0 5  at the end of De cembe r )  wh i le trad ing lots and spreads reve r ted 

to mo re no rmal leve l s .  
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The pr inc ipal focus of th i s  pape r has been on inte r na t ional c r i se s .  Howeve r ,  the 

gene r a l i ty of the pr inc ipal features h ighl ighted may u se fully be te s ted by br ie f  

conside ra t ion o f  the pr inc ipa l systemic c r i se s  i n  the dome s t ic mar ke ts o f  the major 

coun t r ie s* in the 19 7 0s and 198 0 s .  The se we re ; the 1970  c r i s i s  in the US 

comme rcial pape r  mar ke t  fol lowing the failure of  Pe nn Ce ntr al ; the UK secondary 

ban k i ng c r i s i s  o f  1 9 7 3 ; the US thr i f t s  cr i s i s  as i t  eme rged in 1980  due to inte rest 

r a te spread problems , and as i t  wor sened due to loan qua l i ty problems afte r  19 8 5 ;  

t he Canad ian farm bank cr is i s .  De ta i led accounts o f  these episode s are found , inter 

a l i a , in T imlen ( 1 9 7 7 ) , Woj n ilowe r ( 1 9 8 0 )  ( Pe nn Ce ntra l ) ; Re id ( 1 98 2 ) , Bank of 

Eng land ( 1 9 7 8 )  ( se conda r y  bank ing er i s i s ) ; Be llange r ( 19 8 9 )  ( thr i f t s ) ; Estey 

( 1 9 8 6 )  (Canad ian banks) , and are not repe a ted he re . Rathe r ,  the events we re 

e xamined for fe atures s imilar to the l is t  on page s 4 4- 5 .  The results are summar i sed 

in Ta ble 10 . Mos t  of the features highl ighted in th i s  pape r we re present for each 

of t he c r i se s ,  no tably de bt accumu l a t ion , mone tary t ighte n ing and inte r ve n t ion by 

the a u tho r i t ie s .  

* Tha t i s ,  those which affected large numbe r s  o f  f inancial ins t i tu t ions rathe r  than 

tho se con f ined to the f a i l u r e  of only one inst i t u t ion such as Cont ine ntal 

I l l ino i s ,  Banco Ambro s iano and Johnson Ma tthe y .  
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Second , al thoug h  no a t tempt i s  made in th i s  pape r  at formal econome t r i c  te s t i ng , a 

s imple exe r c i se was pe r fo r me d  to a s se s s  the rela t ionsh ip be tween cr i se s  in the 

e u roma r ke ts a nd ce r ta in of  the precu r so r s  no ted he re . Cr i se s  we re de f ined in an ad 

hoc manne r a s  increase s  o f  ove r  7 5  ba s i s  po ints i n  the 3-month eu rodolla r/US 

T r e a su r y  b i ll d i f fe re n t ial.  Th i s  i sola te s 11 qua r te r s  be twee n  1 9 7 0  and 1 9 8 8 . The 

approach e mploye d was the log i t  mode l .  Cr i s i s  pe r iods we re la belled one , o the r 

pe r iods ze ro . I ndepe nde nt var iable s we re acce le r a t ion of GNP , accele r a t ion of real 

mo ne y ,  acce le r a t ion of share pr ice s  and increase s  i n  dome s t ic r a te s .  Re sults afte r  

a s impl i f ica t ion se arch we re as follows :  

log ( p ) = 
1-P 

- 3 . 1 - 7 5 . 9  o1o4 ln GNP_ 2 
( 4 . 0 )  ( 2 . 2 ) 

- 6 0 . 3  01 04 ln M/ P  + 0 . 5 6 04 RD 
( 2 .  3 )  ( 2 .  3 )  

+ 1 2 . 1  01 04 ln SP -1 
( 2 .  0 )  

R 2  = 0 . 2 9 ,  log l i ke l i hood = -2 0 . 9 ,  pe r cent co r rect pred i c t ions = 8 8 %  

1 9 6 8 : 1 1 9 8 8 : 4 

wne re GNP = real US GNP , M = USMl , P = US con sume r  pr ice de flator , RD = US Treasu ry 

b ill y ie ld ,  P = Probab il i ty of  Cr i s i s  as de f i ned above , SP = share pr ice s  ( Dow Jones 

I ndex) • 

The relat ionsh ips of  the proba b il i ty of  cr i se s  occu r r i ng w i th the tu r n i ng po int in 

the econom ic cycle and mone tary t ig h te n ing are appare n t .  Cr ise s  also follow 

acce le r a t ions o f  share pr ice s  and co inc ide w i th incre a se s  in dome s t i c  inte rest rate s .  
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