A Perspective on Recent
Financial Disruptions

| am delighted to contrnibute to this important volume
sponsored by the National Bureau of Economic
Research on Reducing the Risk of Economic Crisis f
for no other reason than to find that | am not alone in
my worries about the vulnerabilities of the economic
and financial system | should also say at the outset
that the three background papers prepared by Ben
Friedman, Larry Summers, and Paul Krugman have
bolstered my confidence in work being done by aca-
demic economists. All three papers are first rate, they
are readable, coherent, and institutionally sensitive, but
most of ali, they offer pragmatic guidance to someone
ke myself who must bridge the gap between theory
and practice What is also striking about the three
papers I1s that none dismisses the possibility that a
serious financial disruption could occur, although each
comes to that view from a somewhat different vantage
point.

Overview
My task, as | understand it, 1s to add something of my
own personal perspective to the discussion as a whole.
With that in mind, let me start with several general
comments:

First, all three of the background papers grap-
ple with the definition of “crisis,” and to varying
degrees they attempt to distinguish between

Paper prepared by E Gerald Corrigan, President of the Federal
Reserve Bank of New York, for the National Bureau of Economic
Research (NBER) Conference on Reducing the Risk of Economic
Cnisis The conference was heid in October 1989 In January
1990, the paper was submitted to the NBER for publication
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types of crises While | have great difficulty com-
ing up with neat definttions 1n this area, some
useful distinctions can be made For example,
“financial disruptions” can be distinguished from
“financial crises” by means of the extent of the
damage they inflict on the real economy. That is,
the term ‘“crises” should be reserved for those
episodes that cause clear and significant damage
to the real economy However, even that distinc-
tion may be musleading In that it may ignore or
unduly downplay the extent to which a financial
disruption has the potential to inflict serious dam-
age on the real economy If left unattended or if
handled irresponsibly.

Second, with the above distinction 1n mind, my
personal perspective 1s one that 1s tempered by
direct experience In dealing with quite a few
financial disruptions, but no financial crises, since
even the 1987 stock market disruption seems to
have had little or no effect on the real economy

The line between ‘“disruption’” and “crisis’’ can be
fine indeed, since it is not at all difficult to imag-

ine circumstances in which specific “‘disruptions”
of the past ten or fifteen years could have tripped
into the category of “crises.”

However, as suggested above, the line between
“disruption’” and “crisis” can be fine indeed, since
it 1s not at all difficult to imagine circumstances In
which specific “disruptions” of the past ten or



fifteen years could have tripped into the category
of “crises.” Indeed, | can readily think of a
number of examples of “financial disruptions” that
clearly had at least the potential for causing
serious 1If not systemic damage.

important new choices and benefits to savers and
investors alike, but they are also the source of
new elements of risk and volatility Finally, there
1s far, far too much emphasis on short-term
returns and rewards, surely here in the United

Some might feel that this 1s an exaggeration States but elsewhere as well
Perhaps so, but the hard fact i1s that when the
phone rings, informed judgments have to be
made and often they have to be made very
quickly in the face of imited and confhicting infor-
mation. Those nitial judgments almost always
center on an assessment of whether a given situ-
ation has systemic implications and, iIf so, the
nature and extent of such implications Those ini-

If a crisis were to develop, | believe its capacity to
generate major damage to the real economy may
be greater today than it was in the past. The fun-
damental reason for this is the nature, speed, and
complexity of the operational, liquidity, and credit
interdependencies that bind together all major
financial institutions and markets in the world.

tial assessments are also always made in a con-
text in which you know that losses and even
fallures provide a necessary element of discipline
to the system Thus, efforts to protect the system
should not protect those whose miscalculations or
misdeeds caused the problem in the first
instance

Third, as | see 1it, the past fifteen years have
witnessed a greater number of financial disrup-
tions with potential systemic implications than
was the case over the postwar period prior to
1974 And if we divide the 1974-89 period roughly
in half, the latter half of that interval has seen
more disruptions than the former, especially In a
context in which the last seven years have been
characterized by uninterrupted economic expan-

The /ast general point | would make is that |
believe that, looking forward, the risks of financial
crises —as distinct from financial disruptions,
which are sure to occur —are something more
than zero. Since that may be interpreted as a
provocative statement, allow me to elaborate It Is
probably fair to say that automatic stabilizers and
other institutional changes have —as suggested
in all three background papers —reduced the sta-
tistical probabilities of a financial disruption turn-
ing into a cnisis But, and this 1s a very big but, If
a crisis were to develop, | believe its capacity to
generate major damage to the real economy may
be greater today than it was in the past The fun-
damental reason for this 1s the nature, speed, and

The past fifteen years have witnessed a greater
number of financial disruptions with potential sys-
temic implications than was the case over the
postwar period prior to 1974. And if we divide the
1974-89 period roughly in half, the latter half of
that interval has seen more disruptions than the
former.

complexity of the operational, liquidity, and credit
interdependencies that bind together all major
financial institutions and markets in the world In
Bagehot's day, and long before, the first precept
in banking and finance was “know your counter-
party.” Today; that’s not nearly good enough.

The seeds of many of the financial disruptions we
have seen in recent years were sown in the
decade between 1969 and 1979, when attitudes
about inflation were all too sanguine. More
recently, we have made the implicit decision that
we can live with huge internal and external defi-
cits and correspondingly high levels of public and
private debt.

sion—a point Ben Friedman stresses in his
paper. At the nsk of oversimplification, | believe
there are three reasons that the past fifteen years
have seen such a high incidence of financial dis-
ruptions First, macroeconomic policies and per-
formance — perhaps especially the tacit
acceptance of deficits, debt, and inflation — have
contributed both directly and indirectly to ele-
ments of volatility and rnisk taking in financial mar-

kets and in other elements of economic activity.
Second, financial innovation and technological
advances In the financial markets are two-edged
swords These developments clearly provide

Indeed, in Bagehot’s day, the managers of finan-
cial institutions understood very well the nature of
the transactions that were generating income and
profits, today, that i1s often not the case. That, of
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course, raises the question whether financial
management has fully caught up with today’s
incredibly complex financial marketplace.

Some diagnostics of recent financial disruptions
Against that general background, let me now turn to
some diagnostics of the financial disruptions | have had
some direct exposure to over the past fifteen years to
see what common denominators —if any —may be
present. Such an exercise may be heipful in identifying
approaches and policies that, at the least, can help
check problems when they arise but maybe — just
maybe —can also help in the formulation of
approaches that reduce the incidence of such
disruptions.

The first factor | want to cite in this regard |
have already touched on, and that, of course, I1s
macroeconomic policy and performance. There is
no question in my mind that the seeds of many of
the financial disruptions we have seen In recent
years were sown In the decade between 1969
and 1979, when attitudes about inflation were all

that got into trouble.

The third factor | would cite 1s what Paul Krug-
man calls the “bandwagon” effect. Beyond its
obvious forms, there 1s a curious twist on this
phenomenon Namely, financial innovations (new
instruments, trading strategies, etc.) that intially
produce high rates of return for the innovator
tend to be very short-lived in the financial sector
because they are so easy to duplicate However,
the “bandwagon” effect, reinforced by the illusion
of permanent high rates of returns, tends to draw
relatively unsophisticated players into such activ-
ities at just the wrong time. As a further extension
of the “bandwagon” effect, there 1s another phe-
nomenon, which | call the “illusion of hquidity”
That 1s the belief —obviously unfounded — by
many market participants that they are that much
smarter or that much quicker, or that their stop-
loss strategy is that much better, so as to permit
them to take profits and get out when markets
turn while others take the losses

too sanguine. More recently, we have made the
imphicit decision that we can live with huge inter-
nal and external deficits and correspondingly high
levels of public and private debt. Directly and

Payment and settlement systems are of special
importance because such systems can be the
vehicle through which a localized problem can
very quickly be transmitted to others, thereby
taking on systemic implications.

There is another phenomenon, which | call the
“illusion of liquidity.” That is the belief — obvi-
ously unfounded — by many market participants
that they are that much smarter or that much
quicker, or that their stop-loss strategy is that
much better, so as to permit them to take profits
and get out when markets turn while others take
the losses.

A fourth factor that has been present in most
financial disruptions of the past fifteen years is
the threat of dislocation in payment, settlement,
or clearing systems. This has been reasonably
well documented in the case of the stock market
crash, but very difficult and potentially very

indirectly, the resulting economic and financial
environment produces patterns of behavior and
expectations that surely work to increase risk and
fragihty in the financial system.

The second factor | would cite 1s concentra-
tions of activities or exposures by financial institu-
tions. Concentrations take many forms:
exposures to a single borrower, exposures to a
single industry, exposures to a single instrument,
exposures to a single class of borrower, or expo-
sures to a single commodity. However concentra-
tion 1s defined, | am hard pressed to think of a
single episode of financial disruption in recent
years that did not entaill some element of concen-
tration on the part of the institution or institutions
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serious problems with payment and settlement
systems have also been encountered in other
episodes over the past fifteen years. For example,
both the Herstatt situation in 1974 and the silver
market disruption in 1980 presented major prob-

Financial markets — or at least some segments of
financial markets — may be characterized by a
condition of overcrowding such that spreads and
returns do not fully compensate for risks.

lems of this nature. Needless to say, payment and
settiement systems are of special importance
because such systems can be the vehicle through
which a localized problem can very quickly be
transmitted to others, thereby taking on systemic



imphcations.

A fifth factor | would cite, but with some trepida-
tion, 1s the possibility that financial markets — or
at least some segments of financial markets —
may be characterized by a condition of over-
crowding such that spreads and returns do not
fully compensate for risks In saying this, | know
full well that the textbooks would say this condi-
tion cannot exist for long. The textbooks would
also say that the solution to overcrowding 1s exit
— graceful or otherwise. That 1s, of course, one of
the things | worry about. Namely, If the over-
crowding hypothesis is correct, can the implied
shrinkage and consolidation occur in an orderly
way, recognizing that financial institutions are not
gas stations?

A sixth factor that must be cited 1s plain old-
fashioned greed, which in all too many cases has
given rnise to fraud and other elements of criminal
activity. Indeed, we have seen cases in which
widespread violations of criminal statutes have
occurred and numerous other examples of reck-
less and irresponsible behavior that | find utterly
shocking. Needless to say, the problem of bla-
tantly excessive risk taking i1s more likely to be a
problem in the case of thinly capitalized institu-
tions since the owners have so lttle to lose if
things go sour.

The problem of blatantly excessive risk taking is
more likely to be a problem in the case of thinly
capitalized institutions since the owners have so
little to lose if things go sour.

A seventh and final factor that must be cited
relates to supervisory gaps or, even worse,
breakdowns in the supervisory process. The
worst example of this, by far, 1s to be found in the
thrift industry situation, which saw not only a
breakdown in the supervisory process but a pub-
lic sector “bailout” of incredible proportions. How-
ever, the silver market disruption, the Ohio thnft
problem, and the stock market crash all revealed
at least some troubling elements of supervisory
gaps or shortcomings in the supervisory process
itself. Even today, | regard the absence of any
form of consolidated oversight of major securities
companies as a defect in the supervisory frame-
work in the United States.

In this context, | am mindful that questions
have also been raised about the effectiveness of
the bank supervisory process in cases such as

the Continental Ilhnois faillure and the major
Texas bank failures. More specifically, the ques-
tion 1s often asked as to why the bank super-
visors were not able to i1dentify and stop the
patterns of behavior that gave rise to these prob-
lems before they reached the proportions that
ultimately caused fallures and the large costs to
the deposit insurance fund.

| regard the absence of any form of consolidated
oversight of major securities companies as a
defect in the supervisory framework in the United
States.

While each of the financial disruptions of the past fif-
teen years was very distinct, every episode | can think
of had elements of most of the seven factors cited
above associated with it. Having said that, allow me to
stress that the diagnostics of financial disruption Is
useful only up to a point What may be even more
important 1s the traits of firms or markets that have
generally avoided problems or the patterns of behavior
that have permitted firms to overcome problems with-
out reliance on public funds or other forms of public
support Here 1t i1s clear that comfortable margins of
capital and hquidity, combined with diversification of
activities and exposures and strong management and
control systems, are the keys to success in avoiding
probiems and overcoming them when they arise.

Comfortable margins of capital and liquidity, com-
bined with diversification of activities and
exposures and strong management and control
systems, are the keys to success in avoiding
problems and overcoming them when they arise.

Some myths about financial disruptions

Having shed some light on common denominators that
have been present in most if not all of the financial
disruptions of the past fifteen years, | would now like to
turn my attention to several of what | regard as popular
myths that tend to be associated with the folklore of
financial disruptions. | will cite seven such, myths.

First, there 1s the view that systemic concerns
are uniquely associated with large financial insti-
tutions or, more particularly, with large banks.
That 1s simply not true on two counts: first, large
securities houses present many of the same sys-
temic issues that arise with large banks, and sec-
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ond, troubled institutions need not be large or be
banks to raise systemic concerns. The best illus-
tration of this 1s to be found in the chain of events
triggered 1n 1985 by the failure of E S M., a small
government securities firm in Flonda. That seem-
ingly inconsequential failure triggered the Ohio
and Maryland thrift problems and the failure of
Bevill, Bressler, and Schulman, a small

There is the view that systemic concerns are
uniquely associated with large financial institu-

tions or, more particularly, with large banks. That

is simply not true on two counts....

ment have not been bailed out To be sure, the
process of closing, merging, and/or recapitalizing
problem or falled banks has cost money, but the
funds used for these purposes have, virtually
without exception, been provided out of the
deposit insurance fund that i1s funded by the
banking industry itself

Having said that, there 1s no question that large
financially troubled institutions present special
difficulties simply because they, by definition,
carry with them greater systemic rnisk and greater
threats to public confidence For these reasons,
governments at all times and in all places have
been reluctant to run the nsk of the sudden and

government securities dealer in New Jersey,
placed in jeopardy several insurance companies,
and came very close to producing full-scale gnd-
lock In the entire mortgage-backed securities
market. This sequence of events produced head-
lines In newspapers throughout the world, uncov-
ered hundreds of millions of dollars in losses for
the affected institutions, and resulted in a number
of individuals being convicted of criminal viola-
tions However, none of the institutions involved
was ‘“large,” none was a bank, and none had fed-
eral deposit insurance. Yet by any definition, the
sequence of events had the clear potential to pro-
duce systemic damage

The second myth | want to touch on is the bank
“bailout” myth in general and, more specifically,
the “too big to fail” myth For these purposes |
want to draw a sharp distinction between banks
and thnfts because | believe it important that the
banking sector not be penalized unjustly by virtue
of the problems in the thrift industry and the
extraordinary blend of circumstances that gave
rise to those problems.

uncontrolled failure of large depository institu-
tions —a pattern we see even In countries that
have no formal deposit insurance system. The
problem, however, 1s not so much that large insti-
tutions are too large to fail, for large institutions
have falled. Rather, the problem 1s that authorities
are reluctant to tolerate the sudden and uncon-
trolled failure of large Institutions and therefore
generally opt for managed shrinkage, merger, or
recapitalization 1n a context in which share-
holders and management are generally wiped
out

The problem, however, is not so much that large
institutions are too large to fail, for large institu-
tions have failed. Rather, the problem is that
authorities are reluctant to tolerate the sudden
and uncontrolled failure of large institutions and
therefore generally opt for managed shrinkage,
merger, or recapitalization....

Looked at in that light, neither equity holders
nor senior managers of failed institutions —
including large institutions —have any reason to
believe they will be balled out Yet, we are all
acutely sensitive to the so-called moral hazard

In banking, as historically defined, the term ‘‘bail-
out” is a misnomer....In point of fact, banks —
including large banks — have failed, and in the
process the shareholders and management have
not been bailed out.

problem, which in effect postulates that banking
and financial market participants take on undue
elements of risk in the belief that public authori-
ties will somehow protect them from the nisks of
loss and/or failure

In banking, as historically defined, the term
“bailout” 1s a misnomer, and | believe there 1s
more to the distinction than semantics. In point of
fact, banks —including large banks — have failed,
and in the process the shareholders and manage-
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There can be no doubt that the moral hazard
problem 1s quite real, just as there can be no
doubt that the failure of large institutions presents
special problems *for the authorities. However,
neither of these considerations need imply that
any Institution 1s too large to fail or that owners
and managers — at the least— of such institutions



will not be severely penalized by virtue of such
failures. Perhaps the balance of risks and
rewards 1s somewhat out of kilter — at least at the
margin —but even 1f this were true, 1t does not
justify the all too widely held view that the author-
ities n this country —to say nothing about other
countries — systematically and irresponsibly bail
out financial institutions, small or large. That Is
not to say, however, that there 1s not greater room
in the process for market discipline, for surely
there 1s.

The third myth | want to comment on 1s the one
that says disclosure —or more disclosure —is

behavior or construct barriers that stand in the
way of prudent intracompany flows of hquidity or
of capital that can, in particular circumstances,
help to minimize problems. Because of this, |
believe strongly in the principle of consolidated
supervision and resist the combinations of bank-
ing and commercial firms Finally, while firewalls
may work the wrong way on safety and sound-
ness grounds, | do believe they play a very nec-
essary and useful role in limiting confiicts of
interest and unfair competition.

While firewalls may work the wrong way on safety
and soundness grounds, | do believe they play a
very necessary and useful role in limiting conflicts
of interest and unfair competition.

something of a panacea that can solve the mar-
ket discipline problem While | am obviously all in
favor of disclosure, | think it 1s sheer fantasy to
assume that individual investors and depositors —
and perhaps even large and relatively sophisti-
cated investors and depositors —can make truly
informed credit judgments about highly complex
financial instruments and institutions Even now

While on the subject of firewalls, | should also
acknowledge that in the eyes of many practi-
tioners, the presence of complex regulatory fire-
walls in the context of the bank holding company
structure places U S. firms at a significant disad-
vantage In relation to their international competi-
tors While there is something to this view, 1t 1s
very difficult to judge how important this factor
may be in competitive terms. What Is clear, how-
ever, 1s that the differences in structure do intro-
duce political tensions 1n the application of
national treatment principles to banking and
securities firms operating in foreign markets

The next myth, the fifth, 1s that market partici-

While | am obviously all in favor of disclosure, |
think it is sheer fantasy to assume that individual
investors and depositors —and perhaps even large
and relatively sophisticated investors and deposi-
tors — can make truly informed credit judgments
about highly complex financial instruments and
institutions.

we may have a condition of information overload

in a setting in which even the professional rating
agencies have their problems. Continental llinois
and the major Texas banks were investment
grade rated during the time interval in which they
were acquiring the assets and the concentrations
that led to their demise Once again, this 1s not to
say that disclosure and/or better forms of dis-

pants, or even the central bank, can readily dis-
tinguish liqguidity problems from terminal financial
problems in the very short run. This 1s simply not
always the case. This reality has enormous imph-

The next myth, the fifth, is that market partici-

pants, or even the central bank, can readily
distinguish liquidity problems from terminal finan-
cial problems in the very short run. This is simply
not always the case.

closure cannot play a useful and constructive role
in helping the market discipline process along,
but only to suggest that the benefits of even the
most optimal forms of disclosure are not as great

as Is assumed by many commentators.

Fourth, there i1s the view that firewalls are fail-
safe and can fully insulate the insured depository
or the registered broker-dealer from the misfor-
tunes of 1ts parent or affihated companies. Not
only 1s that view highly questionable in practice
but, in the extreme, firewalls can increase risk
rather than contain it That i1s, to the extent we
depend excessively on legislative or regulatory
firewalls, we may encourage riskier types of

cations for the way market participants will
behave in the face of uncertainty For example,
had it been clear from the outset that the stock
market crash of 1987 would not result in any sol-
vency problems of consequence, the near gnd-
lock conditions that prevailed in financial markets
at times In the days after October 19 would not
have occurred. However, in the face of uncer-
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tainty, market participants tend to hold back on
credit extensions, delay payments, or hold back
on the delivery of secunties or collateral, as I1s
suggested in Larry Summers’ October 1991 sce-
nario. Unfortunately, in these circumstances, what
may start out as a liquidity problem can all too
easlly become a far more serious problem, ulti-
mately giving rise to the risk of failures or
insolvencies.

in this country, and if anything, in many cases
they may tend to be more cautious with respect
to their willingness to permit banks or other finan-
cial firms to fail in a disorderly manner Second,
In every case of a severely troubled bank —
including those that have overcome problems —
we have seen significant deposit outflows. This of

In a number of other countries, even where there
is no system of deposit insurance, the authorities
are generally no more willing to allow depositors
to incur losses than they are in this country, and
if anything, in many cases they may tend to be
more cautious with respect to their willingness to
permit banks or other financial firms to fail in a
disorderly manner.

The nability to distinguish hquidity from sol-
vency problems in the very short run can also
have implications for the supervisor and the
lender of last resort. For the supervisor, the prob-
lem can be the legal and policy ramifications of
closing or taking over a troubled institution in a
context in which it may be clearly capital deficient
but not so clearly insolvent. For the lender of last

resort, there is the danger of violating Bagehot's
first principle of “never lending to unsound peo-
ple.” | might add in this context that the problem
of distinguishing between liquidity and solvency
becomes all the more difficuit in a globally inte-
grated financial system in which large institutions
may have dozens, if not hundreds, of branches,
subsidiaries, and affiliates scattered throughout
the world.

course suggests that at least some depositors —
typically large and/or overseas depositors —do
not fully accept the notion of full insurance.
Finally, as noted earlier, shareholders and man-
agers of failed banks have in fact been system-
atically and seriously penalized for their mistakes

These remarks should not be construed to

imply that | believe that there are no constructive
opportunities to strengthen the workings of the
deposit insurance system Rather, the pont is
that we should be careful in approaching the task
of reform. For example, the suggestion of subject-

The problem of distinguishing between liquidity
and solvency becomes all the more difficult in a
globally integrated financial system in which large
institutions may have dozens, if not hundreds, of
branches, subsidiaries, and affiliates scattered
throughout the world.

These remarks should not be construed to imply
that | believe that there are no constructive oppor-
tunities to strengthen the workings of the deposit
insurance system.

The sixth myth | want to discuss s the view that

there is something fatally and irreversibly flawed
with the U S. system of deposit insurance that in
turn seriously complicates the moral hazard prob-
lem. Here again, | want to focus particularly on
commercial and bank deposit insurance The
argument 1s rather straightforward: namely, the
mere presence of a system of officially supported
deposit insurance — but especially one that has
gravitated towards full insurance of all deposits —
largely eliminates market discipline and promotes
excessive risk taking.

It seems to me that at least in its extreme form,
this argument can be challenged on several
grounds. First, In a number of other countries,
even where there 1s no system of deposit insur-
ance, the authorities are generally no more willing
to allow depositors to incur losses than they are
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ing offshore deposits in branches of U.S. banks to
iInsurance premiums — whatever 1its merits on
other grounds —runs the clear risk of further
broadening the appearance of de facto full insur-
ance and thereby changing the behavior of the
one class of depositor that clearly exerts a power-
ful element of market discipline on major banks |
have similar reservations about risk-based
deposit insurance premiums on the grounds that
they may simply be viewed by some as a license
to be even more risk-prone in their activities.

On the other hand, proposals to deal with the
obvious abuses of the brokered deposit market,
to find faster and surer ways to merge, close, or
take over seriously troubled institutions, and to



strengthen both the amount and structure of capi-
tal all warrant careful study in a context in which
the 1989 Financial Institutions Reform, Recovery
and Enforcement Act (FIRREA) has already put in
place a number of constructive reforms At the
end of the day, however, the keys are the factors |
cited earher. abundant amounts of capital — espe-
cially equity-like and unencumbered debt capital
—and a strong yet flexible supervisory
apparatus.

The final myth | want to mention 1s the idea that
central banks can "solve” financial disruptions
simply by providing individual institutions or the
market at large with ample liquidity. Before going
into this subject further, it is important to recog-
nize that the contemporary central bank can pro-
vide liquidity tn at least two ways: one is the
traditional lender of last resort function via the
discount window, and the second 1s open market
operations. Depending on the nature and source
of the disruption, either or both may be appropri-
ate and either or both can provide important ele-
ments of flexibility. However, in the face of major
uncertainties — especially relating to the credit-
worthiness of major institutions —there 1s no
guarantee that even the provision of generous
amounts of central bank hquidity can necessarily
prevent a “disruption” from becoming a “crisis.”
Larry Summers' paper makes 1t plain that others
recognize this possibility when he raises ques-
tions about the extent of moral suasion (arm
twisting) on major banks in the wake of the Octo-
ber 1987 market break. You will understand why |
object to phrases like “arm twisting,” but hope-

For observers and practitioners to assume that
central banks have a magic wand of liquidity and
moral suasion that can overcome each and every
problem is simply wrong and, even worse,
dangerous.

Having said all of that, there 1s another side to
the lender of last resort issue that i1s raised in
Ben Friedman's and Paul Krugman’s papers. Spe-
cifically, Ben raises the specter that the central
bank will have to “cave In” on inflation in order to
avoid financial disorder while Paul suggests the
possibility that the process of providing hquidity
to contain a financial disruption could trigger an
international run on the dollar. These dangers are
very real, but | believe 1t is possible to provide
needed amounts of liquidity in the short run with-
out necessarilly having to compomise the basic
thrust of monetary policy, and | believe that the
events of October 1887 can be looked at in pre-
cisely that light.

Needless to say, however, If a “disruption” tilts
into a crisis, the balancing act becomes all the
more difficult, aithough in those circumstances,
immediate concerns about current and prospec-
tive inflation would be significantly dampened, If
not eliminated

Conclusion

The focus of this article 1s diagnostic rather than reme-
dial. Therefore | will not at this time attempt to outline a
long or a short list of public or private initiatives that
could reduce elements of fragility and volatility in finan-
cial markets. Nevertheless, throughout the text are
numerous comments that point in the directions in
which | believe public policy should be moving. More
generally, | would offer two closing comments The first
would be the importance of sound overall macro-
economic and structural policies, keeping in mind that
the roots of many of the financial problems we have
seen can be traced to the policy fundamentals — funda-
mentals that include the need to reform and modernize

fully you will also understand my conviction that
in times of stress the central bank must be pre-
pared to provide not just iquidity but also leader-
ship — consistent, of course, with the exercise of
individual credit and business judgments by par-
ticular institutions in the marketplace. But for
observers and practitioners to assume that cen-
tral banks have a magic wand of hquidity and
moral suasion that can overcome each and every
problem 1s simply wrong and, even worse,
dangerous.

The primary burden of securing the safety and
integrity of financial institutions and markets lies
not with the authorities but with financial market
practitioners and most especially the directors
and senior management of individual firms.

the structure of the financial system. The second would
be that we not lose sight of the fact that the primary
burden of securing the safety and integrity of financial
institutions and markets lies not with the authorities but
with financial market practitioners and most especially
the directors and senior management of individual
firms
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