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Arbitrage

Assignment

Basis point

Certificate of deposit
(CD)

Commercial paper

Continuous tender panel
(CTP)

Convertible euronote
facility

Country risk

GLOSSARY OF TERMS

strategies which may be employed to enable a
trader to profit from price differences for the
same or similar goods in different markets.
Historically arbitrage has implied profit at
little or no risk.

the sale of a swap or loan contract by one
party to another, usually for a total up-front
payment. Assignments can be cumbersome because
they require the approval of the original

party.

one one-hundredth of a percentage point. The
term is most often employed to describe the
margin attached to a specific financial
instrument or to compare differences in margins
attached to various financial instruments.

a negotiable bearer certificate issued by 2
bank as evidence of an interest-bearing time
deposit.

a short-term negotiable unsecured promissory
note issued for a specific amount and maturity.

a tender panel of banks established to issue a
borrower's paper at a price predetermined by
the lead manager of the CTP. A feature of this
type of tender panel 1is that members are
allowed a specific amount of time within which
to decide whether or not they wish to purchase
paper at the specified price. This system
therefore avoids the embarrassment often
associated with the tender panel system of not
being able to obtain paper or being left with
paiper that cannot be sold at a particular
price.,

this structure provides euronote underwriters
with the opportunity, after a specified period
of time, to buy FRNs (see floating rate notes)
at par, so terminating their commitment to the
euronote facility.

the risk that economic agents (including the
government) within a particular countrywill
prove unwilling or unable to meet their
international financial commitments.

(xiv)




Credit rating

Credit risk

Disaster myopia

Disintermediation

Eurobond

Euro-commercial paper
facility

Euro-medium term notes

Euro-note facility

Facility fee

a credit rating is an independent agency's
opinion of the creditworthiness of a particular
borrower. The credit rating itself is usually
denoted by a letter and symbol indicating the
agency's belief in the creditworthiness of the
borrower .

the risk that a counterparty to a financial
transaction will fail to meet {its obligations
according to the terms and conditions of the
contract c(;t:lefau]t) for whatever reasons, thus
;:ausing the asset holder to incur a financial
0SS.

a systematic tendency to underestimate shock
probabilities, usually associated with the
field of international banking.

the process by which borrowers and lenders deal
directly with each other, by-passing the
banking system,

bonds placed simultaneously on the markets of
at least two countries and denominated in a
currency that need not be the currency of
either, usually by international financial
syndicates with the participation of financial
institutions of several countries.

a facility established to issue short=-term
bearer negotiable certificates outside the
United States without an underwriting
commitment to purchase unsold notes.

medium-term bearer negotiable certificates
issued outside the United States for maturities
ranging between one to five years.

a facility established to issue short-term
bearer negotiable certificates outside the
United States with an underwriting commitment
to purchase unsold notes.

in respect of a euronote facility this fee is
payable by the issuer on the full amount of its
underwritten facility. The facility fee is due
irrespective of the use made of the facility
and irrespective of whether the underwriters

are required to purchase short-term paper or
make advances.



Financial crisis

Flip=-flop

Floating rate note
( FRN)

Gatekeeper

Global note facility

Interest rate swap

Invitation telex

[ssuer set margin
( ISM)

a disturbance to financial markets, associated
typically with falling asset prices and
insolvency among debtors and intermediaries,
which spreads through the financial system,

disrupting the market's capacity to allocate
capital.

an FRN with a six-month interest rate
structure, with the option to convert into a

three-month structure, so giving the FRN added
flexibility.

a medium-to-long-term bond, with most
maturities being between five and fifteen

years. An FRN 1is evidenced by negotiable
bearer certificates, in denominations of at

least US $1,000 and with a coupon consisting of
a margin over an appropriate short-term
reference rate, usually LIBOR (see later).

the person with the authority to permit access
to a particular research site.

a facility which enables borrowers to raise

funds by accessing various commercial paper
markets simultaneously.

'a transaction in which two counterparties
exchange interest payment streams of differing
character based on an underlying notional
principal amount' (BIS, 1986, p 261). There
are three main types of interest rate swap:
coupon swaps (fixed rate to floating rate in
the same currency); basis swaps (one floating
rate index to another floating rate index in
the same currency), and cross-currency interest

rate swaps (fixed rate in one currency to
floating rate in another).

in regard to euronote facilities this is the
telex to potential underwriters which provides
a comprehensive outline of the borrower.

a pricing method associated with a tender
panel, by which the issuer sets the price to be
paid on its paper. Paper issued through this
type of tender panel structure is price led
rather than supply driven. A principal pricing
agent will place paper on behalf of junior
underwriters, with senior underwriters placing
paper themselves at the issuer set margin.

(xvi)




Lead manager

Letter of credit

London InterBank Bid
Rate (LIBID)

London InterBank Offer
Rate (LIBOR)

Liquidity risk

London InterBank Mean
Rate (LIMEAN)

Loan sale

Marking to market

Mean

Multi-option facility
(MOF)

Multiplekaacing agency

(MPA)

Note issuance facility
(NIF)

Novation

the bank that arranges and,
syndicates the facility. The lead manager acts
as a central organiser to co-ordinate the
syndicate's dealings with the borrower.

if necessary,

generally an obligation on the part of a bank
to a third party to redeem a customer's

maturing debt if that customer cannot meet its
commi tment.

the rate which banks will bid to purchase funds
in the interbank market.

the rate at which most banks can obtain funds
in the interbank market,

the risk that a negotiable financial instrument
cannot be sold quickly to realise an amount
close to its full market value.

the mean of LIBID and LIBOR.

'the sale, transfer or assignment of a loan or
a loan participation to a third partywithor

without the knowledge of the borrower' (BIS,
1986, p 263).

the process by which the exposure in a

trading position in securities or option/future
contracts is recalcul ated.

the average of the total of all observations,
f.e. the sun of all observations divided by the
number of observations

a facility which provides the borrower with

several options regarding the means by which
the borrower may raise funds.

a type of tender panel structure which enables

underwriters to participate in the placement of
euronotes.

see euro-commercial paper facility.

a process which involves the discharge of one
financial commitment and the creation of an

entirely new one, rather than simply the
transfer of an existing obligation.
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0ECD

Perpetual fioating rate
note

Risk asset ratio
system

Recourse

Revolving acceptance
facility by tender

Revolving credit
agreement

Revolving underwriting
facility (RUF)

Secondary market

Securitisation

Settlement risk

Organisation for Economic Co-operation and
Development.

an irredeemable floating rate note.

this system reconstitutes the asset side of a
bank's balance sheet, dividing assets into
categories and applying weights to those assets
according to their perceived riskiness. The
ratio is arrived at by comparing the bank's
capital to its recalculated assets.

this legal term describes the claim that the
purchaser of a financial asset has (under
certain circumstances) on the original debtor
(or its bank) should the debtor default.

an acceptance credit facility which
incorporates the competitive features of a
tender panel whilst retaining the high
liquidity features of acceptance credits.

a commitment given by a bank to provide funds

up to a specified amount against predetermined
conditions.

see euronote facility

a market in which financial instruments are

traded subsequent to their issuance in the
primary market,

the term can be narrowly defined as the process
by which debt is made marketable. On a wider
interpretation securitisation can be divided
into two forms. In its most extreme form it
involves the unbundling and repackaging of
already existing loan portfolios into
securities. These securities are then sold,
thereby removing the asset from the
originator's balance sheet., The second form of
securitisation involves the raising of debt

through the issue of securities in the capital
markets to replace bank loans.

the risk that operational difficulties may
affect the delivery of funds despite the

possibility that the counterparty may be able
to perform.
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Sole placing agency
(SPA)

Strike offer yield

Sub-participation

Swap

Swingling

Syndicated loan

Systemic risk

Tender panel

Transferable loan
facility

Transferable revolving
underwriting facility

a single dealership structure whereby
responsibility for placing a borrower's paper
is given to one bank or securities house.

the yield at which underwriters will be forced
to purchase any notes not sold in the market.

a method of transferring all or part of a
financial obligation. Under this method the
sub-participant makes a payment to the original
lender in consideration of a right to receive a
stream of payments in return, measured by the
amounts of principal and interest received by
the original lender from the borrower.

'a financial transaction in which two counter-
parties agree to exchange streams of payments
over time according to a predetermined rule'
(BIS, 1986, p 268). See, for example,
"interest rate swap'.

a facility which allows short-term funds to be
drawn to bridge the gap between the offer of

notes under a euronote facility and the receipt
of funds.

usually a large loan provided by a group of
international banks.

the risk of a financial crisis (see 'Financial
crisis')

a method of distributing notes issued under
note issuance facjlities or revolving
underwriting facilities. A group of banks
and/or securities houses have the right to bid

for notes up to a predetermined level.

a facility by which loans can be transferred by
efther assignment or novation. The former
route involves a form of loan securitisation,
transferable loan instruments (TLIs), a fully-
fledged debt instrument reflecting the terms of
the original agreement. The latter involves

transferable loan certificates, differing in
that they are not actually securities.

a method by which each underwriter to a
euronote facility, with prior approval from the

borrower, may assign its commitment to another
nstitution.
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AIMS AND PLAN OF STUDY

The central aim of this study is to determine whether the growth of
euronote facilities has contributed to an increase in systemic risk.
Systemic risk refers to the 1ikelihood, or possible incidence, of a

financial crisis. A financial crisis is defined by Eichengreen and

Portes (1986, p 1) as:

'a disturbance to financial markets, associated typically
with falling asset prices and insolvency among debtors and
intermediaries, which spreads through the financial system,
disrupting the market's capacity to allocate capital’.

The hypothesis that is explored in this study is that markets in
new financial instruments may underprice risks during the development

stage of the market because market participants hope to maximise profits

in the long-term by gaining early market share,

The BIS (Bank for International Settlements, 1986b, p 201) warns
that: ‘

'Systemic risk may arise if considerable exposure is

accumulated during the underpricing phase.' *

If this could be shown to be the case, any contribution to systemic risk
caused by the underpricing of euronotes in the short term should be
reduced as margins widen in the longer-term.

The relationship between the euronote market and systemic risk is a
crucial one, not just for market participants and bank requlators but
also for students of the banking firm. There 1is much debate and
confusion over the relationships between securitisation, the trend
towards off-balance sheet (0BS) business, and the overall risks involved
for the financial system. If the relationship between euronote

facilities (one of the newest and least understood of all O0BS



innovations) and systemic risk can be identified, this would provide a
valuable insight into the relationships between other 0BS innovations
and systemic risk. The relevance of applying (or not applying as the
case may be) capital adequacy controls on these instruments, and indeed

the ways in which capital may be applied for risk {prudential) purposes,

might also be analysed in a more informed manner.

This study is divided into two main parts. The first part contains
five chapters; it is concerned primarily with identifying areas of the
euronote market which may affect systemic risk, either to increase it or
to reduce it. The first part will also serve to document and ¢clarify
various operational aspects of the euronote market that are crucial for
understanding and exploring the main thesis of this study.

Chapter 1 documents the relationship between the phenomenon of
securitisation and financial 1nnovation. The 1ink between the
underpricing of new financial innovations and systemic risk will be
established and the risks inherent in new financial innovations
examined. The Tatter part of Chapter 1 will examine some of the funding
instruments that have developed in the euromarkets, starting with the
development of the eurobond market in 1963. The euronote facility

fncorporates key aspects of all the instruments documented in this

latter part of the chapter.

Chapter 2 examines the development of the euronote market as well
as the different segments of the main market (ie sovereigns,
supranationals, corporations and banks). The analysis moves on to
explore the structure of a euronote facility, and its related
implications for systemic risk. The latter part of this chapter
documents the various pricing components and pricing processes that

feature in a euronote facility. The theoretical and practical pricing




processes of a euronote facility are compared to those of a revolving
credit agreement. It is argued that ~ in theory at least - the process
of pricing a euronote facility is no more 1ikely to contribute to an
increase in systemic risk than the corresponding process of pricing a
revolving credit agreement.

Chapter 3 undertakes an analysis of the premiums charged by the
euronote market for country risk compared with the premiums charged by
the euroloan market for the same borrowers. The implications of the
results of this analysis for systemic risk are examined. If it could be
shown that the euronote market charges lower risk premiums than does the
eurocredit market, a basis would exist for an analysis of systemic risk
in the euronote market. Presumably, if the euronote market is willing
to accept lower risk premiums, risk should be lower in this market. If
it is not, systemic risk is increased.

Chapter 4 begins by analysing and distinquishing between the
various placement methods available in the euronote market. An attempt
{s made to discover whether lower pricing in the market may be partially
the result of the placement method uséd. If so this may suggest that
one type of placement method is more 1ikely to increase systemic risk
than other placement methods.

The purpose of Chapter 5 is to examine those features of the
eurocommercial paper market which may affect systemic risk. The
eurocommercial paper market is simply the non-underwritten sector of the
euronote market. Underpricing in this sector of the market may also
contribute to an increase in systemic risk. It {s, therefore, also
important to examine factors that may affect pricing levels (and
possibly systemic risk) in this sector of the market. The chapter
begins by documenting the factors which have led to the dramatic growth



of the eurocommercial paper market. A survey is undertaken of the
various domestic commercial paper markets across the world. By
providing this analysis, an insight is provided into the pace of
development of the eurocommercial paper market and the relative
importance of commercial paper markets in different domestic economies.
The analysis will reveal that in certain cases commercial paper markets |
may not be a very significant component of the country's financial
system. Financial crises in such markets may have less systemic
implications than crises in other large commercial paper markets. It is
argued that the growth of these markets presents a fundamental change in
the funding patterns of large international borrowers.

In the second section of Chapter 5 the effect that regqgulation has
had on the pricing levels of euronote facilities is explored.
Theoretically, the application of regqulation in the form of capital
controls should increase pricing levels as banks pass on the 'tax' to
their customers. Failure to put such theory into practice has been a
criticism of Japanese banks in the securities markets. If practice
relates to theory, then any increase in systemic risk which the growth
of euronote facilities may have initially contributed to should be - at
least partially - offset by the app]ication of regulation. This
hypothesis assumes that the capital requlations are risk-reducing. If
they are risk-producing (ie, if the banks are forced to incur even
greater risks in order to achieve competitive profit targets) systemic

risk may actually be increased. This section of the chapter examines

whether this has been the case.
Section 3 of this chapter analyses the role of trading in the
euronote market; the implications of trading for systemic risk are

examined. The fourth section of the chapter examines the different



systems currently involved in the clearing of euronotes and
eurocommercial paper. The section concludes with a brief discussion of
the implications of a large settlement failure for systemic risk.

The final section of Chapter 5 analyses the effect that credit
ratings have had on note pricing levels in the markets. The assessment
of Credit risk has traditionally been a prime commercial bank activity.
In the euronote and eurocommercial paper markets, credit risk 1s
assessed by investors - usually large corporations. To the extent that
investors in eurocommercial paper are ill-equipped to analyse credit
risk, systemic risk might be increased. One way of containing any
increase in systemic risk - resulting from an inability on the part of
investors to assess adequately credit risk - may be to rate euronotes
and eurocommercial paper. If the market has assessed correctly the
creditworthiness of the borrower in the first place, the borrower's
average trading level should not change because of the application of a
credit rating. If the market has incorrectly assessed thre
creditworthiness of the borrower, trading spreads should alter. It is
the aim of this section of the chapter to determine which of these two
explanations is the case. By doing so we seek to determine whether
credit ratings in the euronote and eurocommercial paper market may be
one way of, at least partially, containing any increase in systemic risk
which the growth of this market may have stimulated.

The second main part of this study (Part 2) is concerned, not so
much with clarifying those areas of the euronote market which may affect
systemic risk - either to increase it or to reduce it - but rather to
determine whether returns in the euronote market justify the risks

incurred. If returns do not justify the risks incurred, systemic risk



is increased. If they do justify the risks concerned, systemic risk may
even be reduced.

The first five chapters serve in one sense as exploratory data
analysis chapters, although they go beyond this by analysing and
documenting a new market. In this context they serve to highlight the
main area of concern as far as systemic risk is concerned, that of
underwriting eurdnotes. Underwriters in the euronote market must base
their pricing decisions on uncertain information about future events.
There is no experience of default so far in the euronote market on which

probabilities of future default could be based. From this point onwards
the study concentrates on the underwriting of euronotes and its
implications for systemic risk.

Chapter 6 discusses the use of semi-structured interviews to convey

our concern about pricing of underwriting facilities to the market. The

interviews are also used to gather qualitative and quantitative data on
underwriting practices and pricing determinants. The methodological
debate of using fieldwork methods to formulate and test hypotheses in
the field of finance is addressed at the beginning of the chapter. This
provides the empirical enquiry that follows with an informed and clear
methodological position.

Chapters 7 and 8 use the quantitative data collected through the
semi-structured interviews to determine, on a simulation basis, whether
underwriters are receiving an adequate return for the risks incurred
through underwriting euronotes. The facilities are viewed on a 'stand
alone' basis, 1e outside of any customer relationship and, hence,
returns are also calculated on the same basis. The standards of
adequacy of underwriter remuneration used in Chapters 7 and 8 are those

suggested by market practitioners during the semi-structured interviews.



Similarly, the two methodologies used to calculate the return to an
underwriter are those found to be employed in the market: return on
assets (ROA) and return on exposure (ROX) are explained and analysed in
Chapters 7 and 8, respectively.

The funding scenarios employed in Chapters 7 and 8 are chosen not
only to represent a feasible range of funding possibilities, but also to
highlight the systemic risk properties inherent in such funding
scenarios and, indeed, in the application of the return methodologies
themselves. It is concluded that the ROA methodology is so severely
flawed that it may provide underwriters with grossly misleading
information on which to base their underwriting decisions. Underwriters
employing the ROA methodology may therefore underwrite at prices that
are inadequate to compensate them for the risks they incur under the
belief that potential returns will actually be higher than they will.
In this sense systemic risk may be increased.

Under the ROX methodology returns to underwriters are found to be
inadequate in every scenario as measured by the market's own standard of
adequacy. On a stand alone basis, then, it is concluded that returns to
underwriters are {nadequate to compensate them for the risk they incur,
and hence systemic risk may be increased. There is, however, a problem
even with the ROX methodology. Both ROA and ROX are methodologies for
calculating returns to underwriting banks in the euronote market; they
provide no measure as to the probability of a scenario occurring. In a
market where no probabilistic information exists on which to base
decisions about future draw-down, default or market conditions, the
market is said to be governed by uncertainty about future events (see

Guttentag and Herring, 1986). For these reasons it would be hazardous

to view ROA or ROX in the same 1ight as internal rate of return (IRR).



IRR provides decision makers with information from which they can
'‘choose' certain projects or events in preference to others. The
euronote underwriter has absolutely no choice over his funding strategy.
This will be determined by uncertain future customer and market
conditions. The only assumption made{under the ROX methodology) is
that risk is 1ikely to increase the more the underwriter is asked to
fund, and so returns should also increase. This is consistent with
financial economic theory (see, for example, Modigljani, 1959). On the
basis of the ROX simulations, a 'systemic gap' is found to exist in the

euronote market (the gap between which actual returns fall below
required adequate returns).

Chapter 9 reviews the bank and financial pricing 1iterature in
order to formulate hypotheses to explain the existence of this 'systemic
gap' Evidence is drawn from the qualitative findings of the semi-
structured interviews and the quantitative results of the simulation
exercises to support the formulation of these hypotheses.

The hypotheses formul ated in Chapter 9 are then tested through
naturalistic research methods (participant observational fieldwork) in
Chapter 10, The period of observation was conducted within the euronote
team at County NatWest which is used as a case study for the large
comercial bank owned investment bank environment. Sometime was also
spent observing the euronote operations of Dean Witter Capital Markets
which is used as a case study for the smaller securities house operating
in the market. This case study approach (a widely accepted
methodological approach in business research) complements the other
research methodologies employed in this thesis.

A variety of research methodologies are, therefore, employed to

collect data, formulate hypotheses and test hypotheses. The study is



thus conducted on a trianqular basis: where data are collected and
analysed through exploratory data analysis and preliminary fieldwork;
hypotheses formulated and then tested through semi-structured fieldwork
and simulation exercises, and the results analysed and presented to the
market using naturalistic and case study techniques. It is concluded
that 1f the systemic gap identified in Chapter 8 is to be bridged, then
profitability systems must be established to assess the value of
customer relationships. Only then can an informed decision be made as
to whether low pricing of underwriting commitments can be justified on a
customer relationship basis.

Chapter 11 also employs the case study approach to examine the
profitability systems in place throughout the National Westminster Bank
plc Group and attempts to determine whether a relationship pricing
strategy can be feasibly employed in the euronote market. The
development of these systems and their impact on organisational
structure are discussed. If these systems are capable of determining
the value of customer relationships to the bank, then an informed
decision can be made as to whether it is Justifiable or not to
underwrite euronotes at such low prices. The ability to cross-
subsidise returns from the euronote market with returns from other areas
of the customer relatjonship may make the inclusion of euronote
underwriting facilities within the portfolio justifiable on a
relationship basis. In this sense, systemic risk may not be increased.

Chapter 12 concludes and highlights the limitations of the study.

The structure of the thesis and its methodologica) 1inks are

displayed overleaf by the use of a flow chart.



Flow diagram of structure of thesis and methodological connections

Aims
The problem
and its
setting
1
2
Exploratory
data
analysis/ 3
market
analysis
4
5

Central Question

Does the growth of the euronote
market contribute to an increase
in systemic risk?

Synopsis of study

l

Establish 1ink between systemic
risk and the introduction of

new financial innovations - both
product (eg euronote) and process
(eg securitisation)

|

Document structural components and
pricing processes of a euronote
facility in order to determine
whether a euronote facility may be
more likely to lead to an increase
in systemic risk (as a result of

these components and processes)
than bank revolving loan commitments

|

Comparison of actual costs of
borrowing in the euronote market
with costs of borrowing in the euro-
credit market. Does the euronote
market charge lower risk premiums
than the eurocredit market?

Determine whether lower borrowing
costs in the euronote market are
partially the result of the placement
method used

Determine whether evidence exists to
show that features associated with the
eurocommercial paper market may affect
pricing levels and systemic risk

Conclusion to Part 1: Underwriting of
euronotes identified as main area of

concern in relation to systemic risk
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Collection
and analysis

of data

Formulation
of hypothesis

Test of
hypotheses and
presentation
of the results
of the market

/+8

10

11

12

Methodological research debate and
presentation of construction and
results of semi-structured interviews
to gather data on underwriting

practices and pricing determinants

Analysis of quantitative data
collected through semi-structured
interviews. Returns are calculated to
underwriters on a ROA and ROX basis
(the two methods found to be employed
in the market) in Chapters 7 and 8
respectively. Returns are found to be

“inadequate to compensate for the risks

incurred on a stand-alone basis. A
systemic gap is 1i[nt1fied

Disaster myopia and relationship pricing
hypotheses are formulated to explain
underpricing and the existence of a
systemic gap in the euronote market

Hypotheses tested through naturalistic

research. The results are presented to
the market. l

Case study to examine whether the
profitability systems established within
the National Westminster Bank plc are
sufficiently sophisticated to allow a

relationship pricing strategy to be
employed within thileuronote market

Conclusions and limitations
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PART ONE
CHAPTER 1

THE TREND TOWARDS SECURITISATION

1.1 Definition and Environmental Factors

A major trend in international financial markets during recent
years has been the shift of credit flows from the banking system to the
money and capital markets. This increased marketability of debt
represents what is often referred to as securitisation: the process by
which debt is made marketable. Guth (1986, p 36) defines the concept
as,

'‘the replacement or substitution of loans (in other words

book claims) by tradeable securities but frequently supported

by credit lines in the event of the issue becoming
unplaceable’.

Taylor (1986, p 27) defines securitisation more broadly (and
~ subjectively) as:

'the process of creating financial instruments which act to
increase the efficiency with which the capital markets
function as a financial intermediary’.

Securitisation can be divided into two forms. In its most extreme
form 1t involves the unbundl ing and repackaging of already existing
loans into securities. These securities are then sold to market
investors, thereby removing the asset from the originator's or holder's
balance sheet, to be replaced in the first instance by cash. One of the

best examples of this type of securitisation can be seen in the
securitisation of mortgages in the US secondary mortgage market,

a]lthough many other types of assets, including car loans, have also been

securitised in this way.
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The second form of securiﬁtisation involves the raising of debt

through the issue of securities in the capital markets. By this method

a borrower will raise funds directly from market investors as opposed to
seeking finance from the banking system in the form of a bank loan or
overdraft. This type of securitisation must ultimately breed
disintermediation: the process by which borrowers and lenders deal
directly with each other by by-passing the banking system. It is this
latter type of securitisation which is now determining the present
structure of financial instruments for borrowers and investors.

Although the means for borrowers to raise debt in the form of
securities have been available for many years in the form of corporate
bonds and eurobonds, the 1982 Third World Debt Crisis may be seen as the
turning point for the massive increase in securitised debt. With it the
spontaneous growth of sovereign syndicated lending to a number of less
developed countries came to a virtual halt. At the same time those
sovereign borrowers whose credit standing was good moved their
portfolios away from bank loans and into securities. Furthermore,
because of reschedulings, banks found themselves holding long term,
highly i11iquid assets for which they had to find longer term funding.
Thus, they began to rely less on the interbank market for their funding
requirements, issuing instead medium and long term floating rate notes
(FRNs) in the capital markets.

The process of securitisation has also been stimulated by certain
international macro-economic developments, such as the disappearance of
the OPEC surplus and the emergence of large f1nancfa1 surpluses in
Europe and Japan. Japan, with its massive savings rate, is now the
largest capital exporter in the world. However, the financial f1ows

created by Japanese savers are different from those created by the oil
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producers. Japanese savers generally do not place their money in bank
deposits, they invest in life assurance companies and pension funds (as
a result of the long-term savings preferences of the Japanese people),
which in turn creates a massive demand for securities.

The trend towards the growth of securities markets and the decline
in the traditional syndicated l1oan market is evident from Tables l.1 and

1. 2l

Table 1.1 The international credit and capital markets
US$ billion

[tems , 1981 1982 1983 1984 1985
International bonds and notes 44.0 71.7 72.1 108.1 162.8
of which: floating rate notes 7.8 12,6 15.3 34,1 55.4

convertible bonds o1 .7 .8 8.5 7.3
Syndicated eurobank loans(1) 96.5 100.5 51.8 36.6 21.6
of which: managed Toans(2) - 11.2 13.7 6.5 2.4
Note issuance facilities (3) 1,0 2.3 3.3 18,9 49,4
Total 141,5 174.5 127.2 163.6 233.8

Source: Bank for International Settlements (1986b, Table 5.1, p 130)
Notes: 1 Excludes US takeover-related standbys

2 New money element of rescue packages

3 Inciudes revolving underwriting facilities, multiple-

component facilities (if they include a note issuance
option) and other euronote facilities

Financial markets are therefore beginning to witness a change in
investor and borrower preferences, away from bank assets and l1iabilities
(e Toans and deposits), towards the issue and purchase of securities.

Banks are beginning to experience disintermediation on both sides of the
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Table 1.2 Securities issued by banks*
US$ billion

[tems 1980 1981 1982 1983 1984 1985
FRNS 2.3 3.0 4.9 3.8 14,6 29,72
Other bonds 3.1 3.6 6.1 8.1 8.5 13.8
Total 5.4 6.6 11.0 11.9 23.1 43,0

Source: Bank for International Settlements (1986b, Table 5.5, p 139)
Note: * excluding CDs

balance sheet and have, thus, begun to 1ose some of their traditional
advantages in managing risk. Indeed, it is now widely recognised that
for many banks the policy of rapid balance sheet growth has ended,

supplanted by a greater emphasis on balance sheet management. Despite

this fact, banks are still looking for ways to increase, or at least
maintain, their earnings without placing further pressure on their
capital bases. They have looked increasingly towards off-balance sheet
(OBS) business to accomplish this, moving from a primary insurance role
(ie the provision of funds on demand) to a secondary insurance role (ie

the provision of funds only after an initial attempt at raising funds by
the borrower (possibly through securitisation) has failed).

1.2 Securitisation and Innovation

Securitisation has been both the cause and effect of financial
innovation. A full appreciation of securitisation and its implications

for the development and success of financial innovation - like the
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euronote facility - requires some knowledge of the place of
securitisation within the general framework of financial innovation. As
the Bank for International Settlements (BIS) (1986b, p 169) points out:

'An ideal theory of the process (of financial innovation)
should explain how changes in general economic¢c conditions
created specific profit opportunities for new instruments to

emerge’.,

There is - as the BIS recognises - no generally accepted theory of
innovations that meets all of these criteria.

An analysis of financial innovation, then, must examine several
aspects of the concept in order to assemble an informative framework
within which the development of new securitised innovations can be
analysed. We will begin with a brief examination of the concept of

innovation.

Technical progress is generally accepted as being one of the major

causes of economic growth. As a tool of economic analysis it derives
from the need to explain shifts in a production function (Hahn and
Matthews, 1964). The term 'technical progress' is often used as a
residual to explain all increases in output which cannot be traced to

quantitative increases in the inputs of labour and capital (Johnston,

1966). The difficulty of breaking down further the various factors of

aggregate technical progress, however, has directed attention to the

microeconomic level which Johnston (1966) defines as innovation. More

clearly, he defines innovation as:

'the introduction of new and improved processes and products
into the economy' (1966, p 160).

Johnston applies the term 'innovation' to the introduction of such
change in its first application and also when the innovation or an

alteration spreads into other firms, industries or countries. His
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picture of innovation is a departure from the more traditional approach

of Schumpeter (1936), who divided the process of technical change into

three parts: invention, innovation and imitation. Invention for
Schumpeter is simply the act of finding new ways to do useful or
profitable things. Innovation is the economic application of
inventions. Invention, thus, requires innovation on the part of both
producers and consumers before technical progress can occur. Imitation
is simply the replication of already existing innovations.

Johnston (1981) argues, however, that by segregating invention,
innovation and imitation, Schumpeter fails to emphasise the
interdependent nature of all the steps of a time sequence. Innovation,
he contends, should be regarded not only as an initial happening but
also as a subsequent diffusion through the economy. Innovation,
emphasised by students 1ike Blaug (1965), Mansfield (1968) and Scherer
(1973), can be both a product and a process, although in practice the
two are so interwoven that any distinction between them 1is often
arbitrary.

When dealing with innovation in the real sector it is possible to
l1imit to a certain extent the scope of the analysis through the
application of an objective criterion, je a new product or process that
qualifies for patent protection. There is no such counterpart in the
financial sector. When analysing financial innovation we have little
option but to develop our own criteria based on the characteristics of
newly developed financial instruments. This point will be taken up
later.

A major empirical problem associated with financial innovation is

its cause-effect relationship with real economic growth. Gurley and

Shaw (1955) criticise the traditional theories of economic development
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which are discussed in terms of wealth, the 1abour force, output and
income. They argue that these real or 'goods' aspects of development
have been the centre of attention in the economic literature to the

comparative neglect of financial aspects, yet:

'financial development is incomprehensible apart from its
context of real development' (1960, p 122).

Nevertheless, there i{s no clear empirical evidence to prove or disprove
the hypothesis that financial development effects economic growth (see
Goldsmith, 1969, p 391). As Gardener (1986, p 1ll1) points out, in

practice we must rely on a collection of empirical facts, observations,

history and theory.

[t is a basic tenet of financial development theory that each new
stage of development of the financial system is characterised by finan-
cial innovation (see Revell, 1973, pp 24-28). Rybczynski (1985) argues
that the evolution of the financial system which occurs as the economy
expands involves three stages. The character of the financial system in
this model is initially a bank-orientated one; banks are the‘main
channel for collecting and investing savings. The financial system
develops towards a market-orientated state, where capital markets
channel a large proportion of savings directly, and later to a strongly
market-orientated phase. In this latter phase, financial institutions
increasingly dispose of and trade in their assets. It is suggested by
Rybczynski, (1985) that the United Kingdom and the United States are
currently in the third (most advanced) phase of development, while
countries like Japan and West Germany are approaching it. This third
stage of development - the strongly market-orientated phase - is also

characterised by the appearance of risk hedging instruments, 1ike
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financial futures, options and swaps and increasing securitisation.

This development process is depicted in Figure l.1 below.

Figure 1.1 The evolution of the financial system - Rybczynski's model

Bank-orientated Banks channel funds between
phase savers and 1n[estors
Market-orientated Capital markets develop to
phase channel funds directly from

savers to investors.
Disintermediation occurs.

|

Strongly market- Financial institutions

orientated phase increasingly dispose of and
trade in their assets.

Disintermediation is taken to
a more advanced stage: that
of securitisation of assets.

Innovation - argues Rybczynski (1985, p 39) in the context of the
evolution of the financial system - enhances the ability and willingness
of an economy to assume and carry risk. This ability is dependent on
the stage to which the economy has evolved. The implication of these
conclusions is that the process of securitisation provides an impetus to
the development of financial 1innovations which enables the economy to
assume and bear risk more safely.

This brings us to the question of what determines financial
innovation., Or to put it another way, why does financial innovation
occur? Two strands of thought can be identified in the 1iterature on
financial innovation: those who view financial innovation as demand-

driven, and those who view it as being supply-driven.
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The BIS (1986b, p 171) argues that to develop an economics of the
innovation process, it is necessary first to create a taxonomy, or
classification system. The taxonomy would then establish the important
characteristics or functions of innovations: the demand for new
instruments could then be analysed as<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>