Central Banks and the Financial System

E Gerald Corrigan

| am pleased to appear before you to discuss the role of central
banks and the financial system in the specific context of the recent
efforts on the part of a number of Eastern European countries and
the Soviet Union to shift their economies toward more market-
oriented and competitive systems. | am especialy pleased to have
the opportunity to discuss these issues in the presenceof the distin-
guished group of central bank governorsfrom those nationswho are
gathered with us today.

For the sake of emphasis, let me begin my remarks by citing
several propositions which, in my judgment, are central to the
discussion as a whole. These propositions are:

First, the stability of the banking and financia system is an
absolute. prerequisite for the growth and stability of the
economy at large.

Second, of all of the elements of structural reform that are
necessary in the transition from a centrally planned and con-
trolled economy to a market economy, none is of greater
importance than the reform of the banking and financial sys-
tem.

Third, whilethe development of capital markets—especialy an
efficient market and secondary market for national government
securities—clearly is important, the highest priority should be
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placed on the reform and adaptation of thecommercial banking
system.

Fourth, successful reform of the commercia banking system
presupposes paralel reform in the central banking system. At
a minimum, this reform should take central banks out of the
businessof directly financing government deficitsand provide
mechanisms through which central banks can increase or
decreaseliquidity in the economy without allocating credit for
specific purposes or functions.

Finally, and most important, at theend of the day, commercia
banksand central banks have only one asset that really matters
and that asset is public confidence. Accordingly, the task of
reform—in all of its detail —must be approached with enormous
weight given to this overriding consideration. Indeed, the
confidencefactor will becomeall the moreimportant over time
as the ownership of banking and financia institutions shiftsto
private hands. The crucial question is not whether particular
reformswill work asamatter of theory or abstraction, nor even
amatter of whether a particular approach has worked in other
countries. Rather, the bottom line is the issue of whether
specific reforms are likely to work and will build confidence
in the specific context in which they are applied.

Before discussing these issues in greater detail, two important
qualifications should be made: first, my own thinking about these
very difficult issuesis naturally conditioned by my own experience
and environment. Thus, much of what | have to say reflects how
things have—and have not—worked here in the United Statesand in
other Western industrial countries. | say this because | am acutely
mindful —in part from my associationwith reform effortsin develop-
ing countriesin Latin America and elsewhere—that successful ele-
ments of structural economic reform cannot be insensitive to
traditions, customs, cultures and histories in the reforming
countries. On the other hand, there are certain bascs—even when
considered in the light of national histories and cultures—that are
essential in virtually any setting.
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The second qualification follows from the first: namely, | do not
consider mysdlf an expert on the detailsof thecommercial or central
banking systemsin any of the countrieswhose officials are gathered
here today. But, | do know enough about each and enough about
reformsalready under way to know that much of whet | haveto say
will not apply equally in al cases and in some may apply in only
limited ways. However, even wherethelatter isthe case, | am quite
convinced that there is value and discipline to be gained in going
back to basics.

Againgt that background, | believe it is fair to say that it is
universally recognized that a particularly important function of a
banking and financia systemin amarket economy isto help mobilize
a society's savings and to rigoroudly and impartialy channel those
savingsinto the mogt efficientand effective usesor investments. That
process is, of course, the very lifeblood of economic devel opment
and rising standardsof living. As a corollary, it is aso universally
recognized that the banking and financial system must provide the
vehiclesthrough which paymentsfor goodsand servicescan be made
quickly, efficiently, and safely in a context in which both the seller
and the buyer of such goodsand serviceshave confidencethat instru-
ments used to make such paymentswill be honored and accepted by
all partiesto that transaction and to subsequent transactions. With-
out that confidence, the system smply cannot work. Stated differ-
ently, these crucial economic functions of mobilizing savings and
making payments are often taken for granted. In reality, however,
itisvery difficulttoforgeaset of legal andinstitutional arrangements
within which these functions are performed consi stent with the often
conflicting goalsof free choice, economic efficiency, and safety and
stability.

Indeed, economic history tells us in wholly unmistakable terms
that no society hasfound it easy to forgeits financial institutionsin
away that thesegoal sare appropriately balanced. Eventoday, within
and among the most successful of the industrialized countriesof the
world, there is great debate as to how best to go about that task.
Certainly, that istrue herein the United States. The reasonsfor the
inherent difficulties in this area are an amost classic blend of
political and economic considerations that have their roots in the
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crucia functions the banking system must perform in a market
economy.

To illustrate this, take the example of the typical household.
Clearly a society's long-term economic prospects are best served
when such householdsmakethedecision to freely save someof their
current income. But that's not enough since there must also beaway
in which those savingscan be mobilized and put to work in produc-
tiveinvestments. That, of course, meansthat the household must see
not only an inducement to freely save but it must also see an
inducement to entrust those savings to someone or something else
that can directly or indirectly put those savingsto work in sound and
productiveinvestments. Under any circumstance, the household will
see some risk in parting with its savings and it will expect to be
compensated accordingly. But, and this is a very large but, under
any circumstances, any household in any society will also want to
maintain some fraction of its savings in the form of highly liquid
assets, including assets which can easily be used to finance day-to-
day and week-to-week transactions needs.

For that reason a household's willingnessto entrust its savings—
especially its highly liquid savings—to some institution presupposes
that it has confidence in the financia integrity of that institution. If
that confidenceis not there in thefirst instance, the society's ability
to mobilize its savings will be compromised and its ability to reap
the benefits of economic speciaization in the production and dis-
tribution of goods and services will be undercut. similarly, if that
confidence is lost, households will smply rush to redeploy their
savings, raising the specter of a flight to cash and/or to hard goods
with dl of its implications for inflation and destabilizing runs on
banks.

This, of course, is why confidencein banksis so crucial and this
single factor goes a very long way in explaining why banking
institutions and banking instruments have evolved in the way that
they haveover centuries. What thissays, of course, isthat no matter
what the precise legal and ingtitutional financial framework in a
particular country, there are certain preconditions that must exist if
the financial system is to be able to perform its essentia tasks of
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mobilizing and allocating savings and facilitating day-to-day trans-
actions. Thus, there must be a class of financia institutions and
financial instruments that the public views as safe and convenient
outletsfor their savingswhereat |east some fraction of thosesavings
ishighly liquid and can be used to make payments. The problem, of
course, isthat any ingtitution that provides the public with accessto
financia instruments having those characteristics must be one that
invests the public's savings carefully and prudently, but also invests
those savings in a way that promotes economic efficiency and
growth.

In virtualy al countries, the single, dominant class of institution
that has emerged to play this crucial role as both the repository of a
large fraction of the society's liquid savings and the entity through
which payments are made is the commercial bank. Indeed, even in
mature industrial countrieswith highly devel oped capital markets—
such asthe United States—the commercial banking systemisstill the
most important single element of the financia system, especially
when it iskept in mind that the capital markets rely very heavily on
the banking system for day-to-day and standby financing facilities.
But, from the earliest days of commercial banking, experience has
repeatedly shown that the combination of functions typically
provided by suchinstitutionscarries with it the uniquerisk that aloss
of confidencein individua institutionscan spread to the systemasa
whole. This, of course, is the so-called systemic risk phenomenon.
And, asthebroad sweep of history tellsus, thereare many instances
in which the loss of confidence in financia institutions has caused
major damage to the real economy. In other words, systemic risk is
not an abstraction; it can be quite real.

It has long been recognized by al governments that banking and
financia institutions must be subject to a least some form of
regulation or official oversight because the functions they provide
are indispensable to economic success, even though these same
functions—by their very nature—introduce potentia risks that are
capable of undermining the prospects for such economic success. |
am fond of pointing out—and | will do it again in this context—that
Adam Smith forcefully took this position in the Wealth of Nations.
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In most countriesthere is either an explicit or a tacit recognition
that oneof thecrucial functionsof thecentral bank isto help preserve
and enhancethestability of thebankingand financia system. Indeed,
whiletheprimary task of most contemporary central banksis viewed
as the conduct of monetary policy, many central banks—certainly
including the Federal Reserve—wereestablished largely withaview
toward preventing or at least containing financial shocksand disrup-
tions.

My own vision of the role of the contemporary central bank—
framed by asenseaf history, by my experiencein the United States,
and by my utter convictionasto theimportanceof theefficiency and
stability of the financial sysem—is one in which the central bank
housesatrilogy of functions. At thecenter of thetrilogy is, of course,
monetary policy. But there are two other crucial functions of the
contemporary central bank that are closely related to monetary
policy and constitute a single theme. These other two functionsare
the broad oversight of the financial system, and the oversight of
and/or the direct participation in selective aspects of the operation
of payment systems. Theseare thefunctions, but the singlethemeis
stability —stability in the purchasing power of the currency of the
country and stability in the workings of the financial system includ-
ing the paymentssystem. Thissingle theme of stability isa package
ded in that each of the partsis mutualy dependent on theother parts.

But if it isappropriateto think of the role of thecentral bank inthe
context of this trilogy of functions, and if it is fair to suggest that
financia stability is a necessary —but not sufficient—condition for
economic growth and stability, then it must follow that the structure
and workings of the banking system are of great importanceto this
process as a whole. Looked at in this broad light, the challenge of
reforming the banking systemisformidableindeed, especially since
the paths chosen to effect such reform cannot be viewed in isolation
from reforms of the central bank. Neither can they be viewed
independently of emerging developments of capita markets, in
particular the need to devel op mechanismswhereby central govern-
ments can more effectively finance budget deficits in a manner that
does not constrainthe monetary policy process. Noneof thisiseasy
but the greatest challenge may liein forging theindividual piecesof
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the reform effort in such a way that they fit together into a cohesive
whole that will serve the dictates of stability, growth, and con-
fidence. From this perspective, it seems clear to me that the first
priority isthe mobilization of private savings.

This, in turn, brings one's attention immediately to the liability
side of the balance sheet of the major financial intermediaries—the
commercia banks. Indeed, in the short run, | would argue that the
design of the transactions-like and savings-like liability instruments
of the banksis moreimportant than thedesign of theoverall structure
of thesystem. And, it's not smply thedesign of theinstrumentsthat
isimportant but al so thedesign and workingsof thebroad infrastruc-
ture that goes with such instruments. For example, for transactions-
type accounts and especialy for inter-bank movements of funds,
efficient, safe, and speedy collection and payments systems are a
must if confidence is to be built and maintained. Indeed, banking
instruments and ingtitutions are only as good as the infrastructure
which supports them. The ability of the banking system to mobilize
savings by attracting deposits is one thing. But, its ability to retain
such deposits and to put them to good useis quite another which, of
course, brings me to the asset side of the balance sheet. The bank’s
choice of its assetsis crucia for two reasons:

Firs, if thebank iscarelessin thecredit it extends, it will incur
losses and will not be able to honor its obligations to its
depositors. If its ability to honor its deposit obligations is in
question, the bank will always be subject to the risk of deposit
runs. Thisis the subtlegeniusof the banking systemfor itisa
key feature of the banking system which creates the incentive
for the bank to extend credit wisdly, judiciously, and impar-
tially.

Second, even where capital markets are well developed, the
credit decisions of the banking system remain the single most
important element which determineshow the society's savings
are deployed. Those credit decisions therefore determine
which firms, which farms, and which entrepreneurs will
receive the credit and which will not. If the system is working
correctly, those who receive credit will be the most efficient,
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the most competitive, and the most profitable. Therefore, they
will be the most capable of producing the stream of goods and
serviceswhich will permit theeconomy to grow and standards
of living torise.

It should be clear that the objectivity and impartiality of the credit
decision making process are absol utely indispensablefeatures of an
efficient and market-oriented banking system. Partly because of the
obvious problems of political pressures, but for other reasons as
well, the government or the stateis not well equipped to make these
decisions. To be sure, the state can establish tax or other incentives
for certain activities—something we see in al societies—but the
decisionasto who getscredit and who doesnot must beleft to private
initiative in a context in which those making the decisions have a
major stake—their own economic livelihood—inthe credit decisions
they make.

Thisisaso oneof the morefundamental reasonswhy thedevelop-
ment of sound and internationally acceptable accounting systemsin
emerging market economies is so vitally important. Accounting
systems servea variety of purposes but none is moreimportant than
their rolein helping creditorsmaketherigorousdecisionsasto which
enterprises can meet the market test of efficiency, competitiveness,
and profitability which will permit those enterprises to meet their
obligations and, in turn, permit their creditorsto meet their obliga-
tions.

Another subject of importancein regard to the structureof banking
institutionsisthe sizeand compositionof the bank's capital account.
The capital account, representing the ownership interests in the
bank, servestwo obvious purposes. first, it isasourceof permanent
funding and second, it provides a cushion for absorbing losses. But
the capital base al so serves another more subtle function: namely, it
creates a congtituent group of individualsor institutionswho have a
direct interest in the profitability of the bank which, in turn, should
strongly reinforce the impartiality of the credit decison making
process.
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For these reasons, it should be obvious that private ownership of
banksis the preferred arrangement. Having said that, it isalso true
that government ownership of commercia banks is quite common
in developing nationsand, in fact, isalso to be found in some major
industrial countries. Also, in virtualy al countries—the United
States included—specia purpose banking organizations entailing
government ownership, guarantees, or sponsorship are not uncom-
mon. | mention this only becausethedrive for private ownership of
banks may —particularly in the short to intermediate run—have to be
tempered with some realism as to what kinds of arrangementsare
workable. Thus, someor al of theinitial capital stock of commercia
banks may have to come from the government —an outcomethat can
be acceptableif three conditions are aso met. Those conditionsare:

Firgt, themanagement of the bank isindependent of thegovern-
ment such that the government does not direct credit decisions
and allocation. In other words, government ownership must
not preclude competition.

Second, having provided the initia capital, the government is
not responsiblefor the overall funding of the bank.

Third, the government's ownership interests are structured
such that at some later date they can be easily sold to private

interests. )

Whileindividua countrieshave considerablelatitude with regard
to the precise legal and organizational structure of their commercial
banking system, the basic functions are common to all countries.
And, by their very nature, those functions entail risk-taking on the
part of individua institutions and the system asawhole. In the face
of that risk-taking and the need to maintain public confidencein the
banking system, bankingin all countriesis subject to a higher degree
of official oversight and regulation than is the case for most other
forms of private enterprise. As an extension of that, all countries
haveput in placesomeform of aso-called safety net that i sassociated
with the operation of the banking and financial system.
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In practice, the specific form of the safety net—in both de jure and
de facto terms—can differ appreciably from one country to the next.
In generic terms, however, the safety net is usualy designed to
provide thefollowing functions: first, the regulation of theaffairsof
banking institutions, usually including the inspection and examina-
tion of such institutions; second, some form of protection against
losson the part of at least small depositorsand investors; third, some
form of emergency liquidity facility: and finally, some form of
official regulationof or participationin theworkingsof the payments
system.

Invirtualy all countries, the central bank playsadirect or indirect
role in the operation of one or more of these central featuresof the
safety net. For example, the emergency liquidity facility is amost
alwaysthediscount window of thecentral bank. In many countries—
including the United States—the central bank also playsan important
role in both the supervision of banking institutions and in either or
both the regulation and operation of the paymentssystem. Given the
concept mentioned earlier of thetrilogy of central bank functions, it
will comeasno surpriseswhen | say that | strongly believethat central
banks should play an important role in both of these areas. In this
regard, | would place a particularly high priority on the need to
developastrong programof bank supervision, especialy intheearly
phases of the changing role of thecommercia banks. Similarly, the
central bank can also play a highly valuable role in the early
development of critical aspects of the payments system, such as the
inter-bank deposit market and the emerging marketsfor government
securities.

Regardless of how broadly or narrowly, how explicitly or implic-
itly the legal mandate of the central bank is drawn, it seemsto me
inevitable that the central bank will aways have an important role
in helpingto build and maintainconfidencein the underlying stability
of the banking and financial system. In turn, that necessarily implies
that there must be a high degree of public confidence in the central
bank itself. Achieving and maintaining that public confidenceis, in
thefirstinstance, squarely related to the successthe central bank has
in the discharge of its monetary policy responsibilities. That is why
monetary policy stands at the center of the trilogy of central bank
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functions. It is also the reason why central banks must have specia
status within the governments they serve. At the very least, that
special status implies that central banks should not be expected to
directly finance the budgetary deficits of governments. It aso
impliesthat the central bank normally should not be responsiblefor
the direct financing of other types of enterprise. Indeed, such
arrangementsrun theclear risk that the central bank's balance sheet
can become weighed down with low quality assets. In such cir-
cumstances, confidence in the financial integrity of the central bank
can only suffer.

Having said that central banks should not be responsible for the
direct financing of government deficits, it is also true that central
bankstypically are mgjor holders of government debt but in theideal
order, its holdingsof such government debt should arise in connec-
tion with its orderly efforts to supply liquidity to the economy as a
whole through open market operations or other suitable vehicles.
Thisis one of the many reasons why the development of a market
for government securities—includinga viable secondary market for
such securities—is such a high priority. Indeed, a well functioning
government securities market will serve three vital purposes: first,
it will provideamoremarket-oriented way to finance budget deficits;
second, it will facilitatea moreeffective approach to monetary policy
and the strengthening of the balance sheet of the central bank; and
third, it will provide the foundation upon which other elements of
capital markets can be developed. But, as with all markets, the
development of a smoothly functioning government securities
market presupposes that there is a complete infrastructurethat will
support an emerging secondary market for such securities that, at
the least, provides the liquidity whereby such securities can be
readily bought and sold by the central bank and other market
participants. Without that infrastructureand liquidity, it will bevery
difficult to design government debt instrumentsthat institutionsand
individuals will find attractive as investmentsand it will be equally
difficult to free the monetary policy process from the need to either
directly finance government deficits or to engage in various forms
of credit allocation, or both.
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| said at the outset that the task of reforming the banking and
financial system was one of the most important tasks facing the
countriesof Eastern Europe and the Soviet Union. It is also one of
themost difficult. In part thosedifficultiesare technical, in part they
areeconomic, and in part they are political. But most fundamentally,
thesedifficultiesarise from thefact thereformof the banking system
must come to grips with that great intangible—public confidence. It
isinthisareain particular that the role of the central bank isvitally
important not only in the context of its monetary policy respon-
sibilities but also with regard to the inherent responsibility of the
central bank to help ensure the essential stability and viability of
financial institutions and markets.



