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1. Introduction 

In the.first.chapter of a rightfully celebrated work of his, Charles .· 
Kindlet5etger (1991, p. 3} descril5es internationarffnanciarcrises as an 
"evergreen". And looking back over the last 400 years it is hard not to 
get a sense of regularity, or better, of invincible fate, in the series of 
failures and panics stretching from the 17th century Dutch tulip craze 
to the problems of East Asian financial systems in mid-1997. Though 
each is a case unto itself, there is nevettheless a single strand linking 
such episodes, which, through system-wide contagion, have caused or 
just threatened serious damage to the global financial system and the 
world economy. 

There is thus certainly nothing new in talk of systemic risk and 
consequent international financial crises. Nonetheless, the radical 
structural transformations that the markets are both causing and 
undergoing in the course of globalization tempt one to ponder the 
fresh shoots of that "evergreen" of systemic risk. This is the intent 
behind the notes that follow. After a few semantic and theoretical 
premises, I shall look into the role of the human factor in the 
prevention and control of the risk of a crisis spreading from the 
original insolvency to the system as a whole. 

Indeed, the human factor is the key to identification of the 
common features of systemic threats and to more effective diagnosis 
and treatment .. Following this approach, I shall describe cases in 
which - within global undertakings, the institutions responsible for 
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their supervision and the market generally - organizational consist­
ency and the quality of corporate governance, shared purposes and a 
common culture, and sufficient transparency are important to con­
taining systemic risk and curbing financial panics. 

The appendix presents the recommendations of two authoritat­
ive international institutions, the Group of Thirty and the Institute of 
International Finance, for containing systemic risk. 1 Both works 
largely share the concern for the human factor, capitalizing on a 
'bottom up' approach. 

2. Questions of semantics and theoretical coordinates 

The concept of 'systemic risk' is the object of largely convergent 
interpretations. The present note takes the recent definition of the 
Group of Thirty (1997, p. XX) of systemic risk as "the risk of a 
sudden, unanticipated event that would damage the financial system 
to such an extent that economic activity in the wider economy would 
suffer,, 

In addition to the Group of Thirty paper, which draws substan­
tially on previous work of the BIS (Bank for International Settlements 
1992), it may be helpful to recall two special, if only marginal, 
variants. One, drafted by a group of monetarist economists (Bordo, 
Mizrach and Schwartz 1995) defines systemic risk as a situation in 
which disturbances in one part of the financial system cause alter­
ations elsewhere, triggering a general rush for liquidity that 
jeopardizes the stability of the real economy and makes intervention 
by the monetary authorities unavoidable. Without necessarily 
implying the final step of lending of last resort by the central bank, 
systemic risk as defined by Davis (1992) is a disturbance of the 
financial markets that provokes unexpected changes in the prices and 
quantities of credit and assets. This raises the danger of failure of 
financial undertakings, which in turn threatens to spread far enough 
to perturb payments circuits and damage the financial system's ca­
pacity for efficient capital allocation. 

1 Group of Thirty (1997) and Institute of International Finance (1997). The present 
reflections take off from the author's contribution to the task force that drafted the 
Group of Thirty report. Banca Nazionale del Lavoro, as a participant in the IIF survey, 
provided valuable analysis and reflection in that context. 
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This semantic convergence does not cany over to the theoretical 
identification of the determinants of systemic risk and international 
financial market panics. A distinction between the old and new 
approaches may be useful (Bordo, Mizrach and Schwartz 1995). 

Traditional models tend to be divided between monetarist expla­
nations focusing on the link between bank panic and the failure of a 
major institution (Friedman and Schwartz 1963, Cagan 1965) and 
analyses rooted in classical economics (Fisher 1932, Minsky 1977, 
Kindleberger 1991), which underscore the intrinsic vulnerability of 
the financial system to speculative crazes and the market's oscillation 
between boom and bust, with periods of overtrading regularly fol­
lowed by sharp price falls for financial assets and contraction of 
trading. 

A common feature of recent work is heightened attention to 
microeconomics, hence to the source of potential or actual systemic 
contagion. In this reading, a key contribution is the thesis that 
informational asymmetries may be the decisive factor in banking 
panics (Diamond and Dybvig 1983, Mishkin 1991) and in speculative 
bubbles (Stiglitz 1990).2 

Asymmetty or incompleteness of the information set available to 
the participants in the global financial market underlies the formation 
of centres of potential contagion and delays their discovery by the 
broader financial community. The sudden, unexpected triggering of a 
potentially systemic disturbance finds fertile soil in three kinds of 
contingency, arising either alone o1· in combination (Padoa-Schioppa 
1996, Sarcinelli 1996a): i) unexpected macroeconomic shocks or 
simply brusque inversion of the trend in fundamental local or inter­
national variables; ii) inconsistency or inefficacy of the institutional 
and regulatory frame of reference for the international financial 
matket; iii) shortcomings of internal governance on the part of 
undertakings opetating on a global scale. 

More specifically, in the first contingency it is self-evident that 
there is very little to be said, much less done, about unexpected 
macroeconomic shocks to the markets and the related issue of the 
dangers of agents' presumable one-way expectations. 

---th 
2 

A co~mon denominat?r ~etween the ol? and new approaches. is .represented by 
:- i e ~l~borauon of the Keynestan tdea of uncertamty. The sense of contmmty between the 

,c asstcs and later studies is noticeable especially in the work of Hyman Minsky. 
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Repeated calls by the G-7 for greater international economic 
policy concertation encounter an objective barrier not only in 
national interests and national sovereignty but in the cramped ma­
noeuvring room that globalization leaves to government policy inter­
vention. Faced with the sheer magnitude of international capital 
flows - every day the world's foreign exchange markets transact a 
volume of business roughly equivalent to Italy's entire public debt -, 
the ammunition of the central banks (their reserves) is certainly not 
enough to counter a speculative attack on any given currency, quite 
apart from the disturbance to the regular conduct of monetary policy 
owing to insufficient sterilization. Nor, in my view as in that of others 
(Garber and Taylor 1995), is it realistic to imagine throwing sand in 
the wheels of speculation with a global transaction tax (Eichengreen, 
Tobin and Wyplosz 1995) or, worse still, the introduction or resto­
ration of non-interest-bearing deposits on foreign currency trans­
actions (Eichengreen and Wyplosz 1993). 

Similarly, it is hard to imagine a way of making agents' expec­
tations less unidirectional, more varied, as they always make up their 
minds on the basis of the same, limited, immediate information; 
especially as long as the US economic and financial system continues 
to dominate the attention of the world market. This perilous 
conformism could be upset, however, in the years to come, by the 
creation of the euro and the progressive establishment, on the global 
scene, of a Eumpean financial and political actor of potentially almost 
equal strength (Sarcinelli 1996b). 

In examining the relations between the state of the overall 
economy, the mechanisms of expectation formation and the rise of 
systemic risks, one is bound to ask whether exposure to such risks has 
not been aggravated in recent years by the combination of market 
globalization, financial innovation and the communications revol­
ution. Some authoritative observers (Levich 1988, Goldstein 1994) 
contend that the rapid gmwth and internationalization of the bond 
markets has heightened price volatility and made the entire system 
more vulnerable to turbulent shifts in expectations. In the same 
fashion, especially in the wake of the US stock market crash of 1987, 
the growing incidence of derivatives trading has been viewed with 
great concern (Gorton and Rosen 1995). I myself maintained the 
same thesis in the 1980s (Sarcinelli 1987). 
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On the other side, equally reliable statistical studies have shown 
that the main recent episodes of global systemic risk - above all the 
Wall Street crash of 1987 (Greenwald and Stein 1988) - display no 
stmctural differences from pre-globalization crises. Indeed, there are 
sound theoretical and practical arguments (Crane et a!. 1995) that 
globalization and the spread of derivatives contribute to better allo­
cation of risks within the world economy, more extensively and 
efficiently redistributing risks to the parties best able to sustain 
them. 

Futures can serve either for hedging or for speculation. From 
this banal consideration one can argue that the various positions 
offset one another and thus assert that globalization and financial 
innovation are essentially 'neutral' in terms of additional systemic risk 
insofar as such risk is generated by macroeconomic shocks and fuelled 
by the herd instinct in expectations formation. 

However, globalization and innovation may have a specific inci­
dence in sparking and propagating risk in relation to models, regulat­
ory inconsistencies and problems of governance within global corpor­
ations. As we shall see, in both cases the chances of observing and 
countering the risk of systemic contagion depend strictly on suitable 
organizational arrangements for operators and supervisors and on the 
efficacy of practices, more than on the mere rigid application of rules 
or mechanical apparatuses. In a word, to meet the emerging chal­
lenges of globalization and incessant innovation in technology and 
products, the best antidote to systemic risk lies in the human factor, 
i.e. in the qualities of the men and women involved and in convinced 
cooperation. But isn't the human factor itself, at least in certain 
conditions, also a cause of systemic risk? 

3. The multinationals 

' Globalization and innovation have erased most of the geographi-
, cal and institutional borders within the world financial system. The 
variety of product combinations in the financial intermediation con­
tinu~s to proliferate. New agents appear on the global markets, often 
conung from areas relatively untouched by financial activities and 

supervision. 
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In this new scenario, controlling systemic risk poses a largely 
joint challenge to the major global undertakings and to the auth­
orities assigned to oversee the markets. It is easy to see why the 
executives of a multinational conglomerate should be greatly con­
cerned to prevent and contain contagion; the risk is that the effects of 
an adverse event may spread to domestic and foreign subsidiaries and 
affiliates, and the failure of a peripheral unit could jeopardize the 
entire group. 

The problems common to firms and supervisors embrace a 
central informational and 'cultural' terrain. With all due distinctions, 
just like supervisory authorities the boards of directors of the 
multinational conglomerates need: i) sufficient awareness, both static 
and dynamic, of the map of all the tisks to which they are exposed, 
with attention to the entire information set and updated knowledge 
of the operational techniques of the units they control or supervise; 
ii) organizational arrangements, in terms of shared culture and staff 
incentives, that are consistent with the risk control objectives. 

The commonality, or at least contiguity, of the problems facing 
supervisors and supervisees may be more immediately intelligible by 
reference to the failure of the Eatings investment bank, banklupted in 
March 1995 by the enormous losses acc1ued by just one of its traders, 
in Singapore, in speculations on Nikkei index futures. 

The failure of Eatings, and earlier of Herstatt, and the losses of 
Daiwa, Sumitomo, NatWest and other more or less illustrious inter­
national 'houses'3 did not trigger devastating system-wide crises, 
panics, or generalized disorder in international payment systems. 
Nevertheless, given the far-flung web of these institutions' global 
relations, these cases certainly did entail a serious risk of systemic 
contagion, causing moments of widespread worry in the financial 
community.4 

The Barings failure can certainly be traced to shortcomings in 
management, intemal controls and supervision (Bank of England 
1995). Specifically, both the head office in London and the British 

3 In this succession of episodes and institutions, the author could certainly not be 
excused if he failed to recall the grave crisis that shook Banca Nazionale del Lavoro itself 
in the late '80s owing to fraudulent conduct of a few officers at the Atlanta branch, who 
granted unauthorized loans totalling over US $ 2 billion, including interest accrued. 

4 The right mind-set for the prevention of systemic risk is the one that should be 
taken vis-ti-vis major ecological risks, such as the destruction of the ozone layer. The 
unlikelihood of an event or the lack of sufficient scientific and statistical evidence must 
not be allowed to induce indifference or scepticism, Once an ecological or financial 
disaster has happened, it is too late for anything except regrets and recriminations. 
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supervisory authorities lacked the informational and perhaps even the 
technical instruments to see and comprehend exactly what was happen­
ing at trading desks in Singapore and elsewhere around the world. 

In the case of this grand old English banking house, informational 
asymmetry was compounded by a culture gap. The London manage­
ment embodied skill, competence, and the typical values of corporate 
finance, while the hot-shot young traders at these foreign branches 
followed the impulses and the time &arne of much shorter-term specu­
lative activity. These differences, in turn, were confirmed by a lopsided 
set of incentives that awarded very large bonuses to traders making 
speculative profits but set no price on the risks. Comparable disparities 
and misunderstandings (Large 1997a, p. 9) accentuated the difficulties 
of the British supervisory authorities in ascertaining and updating the 
risk exposure of Barings and other financial institutions based in 
London but operating worldwide. These technical and cultural prob­
lems were compounded by the more serious problem of national and 
functional fragmentation of jurisdiction among the many agencies 
responsible for oversight over the firm. 

The case of Barings is a convenient jumping-off point for a more 
detailed examination of the problems that containment of systemic 
risk poses to financial undertakings and supervisory authorities. For 
financial institutions, the high road is the design and refinement of 
corporate governance methods modelled on international "best prac­
tices" .5 This is a bottom-up approach for developing and updating an 
industry framework focusing on internal control systems to curb the 
"excesses of human nature" (Group of Thirty 1997, p. 13) in taking 
risks for the firm. 

In these circumstances (Sarcinelli 1997b) the logic of internal 
controls on the activities of a financial undertaking, typically a bank, 
will have to be increasingly based on a regular flow of information 
adequate to trigger early warning systems for crisis prevention in 
given territories or business segments. The endogenous ability to 
assess and manage risk has been recognized, the supervisory auth­
orities now allowing banks to use their own internal models of market 
risk evaluation and control as an alternative to the standard method 
of calculating capital ratios. 6 

, ' Codes of corporate governance based on best practices have already generated 
t:te a substantial literature (Ajassa 1997). Notable are the British Cadbury Report, the 

SO Report for the United States, and the Vienot Committee Report in France. 
. •h 6 

This change was adopted in an amendment to the BIS capital adequacy accord at 
t e end of 1995. 
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In the future the use of internal models will very likely spread 
beyond the area of market risk, to the benefit of supervisors and 
financial undertakings alike. For banks above all, developing an 
individual method for measuring and controlling risks will have three 
main benefits: i) it will facilitate the establishment, in transparent and 
shared fashion, of a uniform culture of risk management (Sarcinelli 
1996c and 1997b); ii) it will attenuate the wonisome tendency to 
reduce risk assessment to a black-or-white schema in which soundness 
is divided from pathology by a thin line, a fixed capital adequacy ratio 
"above which the bank is secure and below which it should be shut 
down" (Goodhart 1996); iii) it will prompt the diversification of 
behaviour among financial intermediaries, which should attenuate 
systemic risk (Szego 1997).7 

Nevertheless, this growing reliance on self-evaluation exposes 
the system to risks acutely summed up in the observation that "it is 
every taxpayer's dream to be free to devise his own income tax form" 
(Padoa-Schioppa 1996). The point is ·that only by first creating a 
consistent set of incentives can the shift to internal controls be 
accomplished without simply lowering rather than improving the 
standards of banking security and stability. The incentives that can 
make it economic for banks to exercise serious self-evaluation and 
internal controls could consist in "reputational" benefits, such as 
higher ratings for the most secure banks (Group of Thirty 1997), in 
the "personalization" of capital adequacy ratios in consideration of 
the bank's own past and present risk performance and evaluation 
(Goodhart 1996, Group of Thirty 1997), or even in less ftequent 
inspections and longer reporting periods (Large 1997a). 

All in all, self-evaluation will require global financial under­
takings to make large-scale investment in hardware and software. 
They will have to develop integrated data bases to pick up, aggregate 
and sift massive quantities of data relating to the different areas of 
business (functional, geographical, currency, etc.).8 An equally stre-

• 
7 The.re are t~ose who present a r~dlcal critique of the traditional approach to 

capttal ratios (SzegO 1996, p. 137), arguing that the Basle rules on capital adequacy 
"created like ~rankenstein's monster, with good intentions, have proved completel; 
counterproduc.uve". To support this thesis, they point to a certain reluctance on the part 
of banks to wnte off uncollectable loans, because the original capital requirement against 
bad loans has been doubled. 

8 Of course, n~t even the most perfe<:t information system is a guarantee against 
fraud or employee dishonesty; no manager should forget that, according to tradition, the 
Mongol hordes breached the Great \Vall of China thanks to the treachery of a guard 
commander. 
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nuous effort will have to be made in the refinement and har­
monization of accounting standat·ds, in stepped-up auditing by a 
single agency (both solo and consolidated), and in achieving greater 
transparency on banks' risk preferences (Group of Thirty 1997). They 
must also create effective stmctures, i.e. special 'monitoring units' 
with a capacity for consistent control and management of the entire 
set of risks. They must conform to bank policy but must be sheltered 
from possible conflicts of interest, i.e. independent both from loan 
officers and from the top decision-makers, i.e. boards of directors, 
executive committees, managing directors, general managers (Sarci­
nelli 1997b). 

Certainly, the agenda is an imposing one. The essence of the 
challenge of risk control in the largest international financial 
undertakings, in my view, lies in the human factor. Only with the 
right training and qualifications, motivation and incentives for staff 
can banks assure the proper functioning of the complicated system of 
self-evaluation and controls set forth above. This implies, for instance 
(Group of Thirty 1997), making sure that careers in risk control are 
not penalized by comparison with those in the 'front line' of banking 
business, i.e. lending and investment officers. In the area of training 
(Large 1997 a), there is a need to defuse the danger of a discrepancy 
between the perceived and the real powers of officers with critical 
roles in risk decisions; and a need for constant updating and circu­
lation of information and knowledge about risk, especially within the 
top management. In terms of internal communications, finally, we 
must work to forge and disseminate throughout each bank and 
banking group a single cultural base and sound, universal ethical 
values. 

The tmly cmcial point is ethics. In a globalized world dominated 
by economic incentives, ethics appears to lack the socio-cultural 
foundations that made it, for centuries, the control mechanism of 
human action. Given the diversity, weakening or outright demise of 
religious beliefs, of the restraints stemming from social conditioning, 
and of esprit de corps or at least some sense of loyalty to the firm one 
works for, the control of human resources is entmsted increasingly to 
market mechanisms. Salary, fringe benefits and bonuses are not the 
only incentives to which financial agents can respond; these may be 

· fla?~ed by reputational advantages, provided that the market can 
effic.tently mete out both economic and professional rewards and 

. punishments for operators' performance and conduct. However, the 
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market presumes a cooperative attitude of good faith on the part of 
all participants; it can punish opportunism and fraud after the fact but 
it cannot forestall them. This is the job of the entrepreneur or the 
manager and, to some modest extent, also of the auditor and the 
statutory supervisor. But in the multinational, multiproduct, multi­
time-zone corporation, the ancient ptoblem of who shall guard the 
guards is joined by the tougher one of how to guard the guards. Moral 
hazard and agency problems can certainly be managed, but they are 
certainly not reduced by greater emphasis on the human factor. 

4. The supervisors 

In a 'first best' world where all the large global financial 
undertakings already met the theoretical requirements of self­
evaluation and control, it would be hard to justify any sort of 
supervisory activity directed to systemic risk. Deposit protection 
schemes against the risks of asymmetric macroeconomic shocks could 
be retained (Szego 1997). Yet, to rehearse our initial remarks, the 
lengthy list of fairly recent bank failures suggests that some supervis­
ory function of safeguarding stability and transparency needs to be 
retained. At the same time, this series of failures also demonstrates 
that not only financial undertakings but also the supervisory pro­
cedures governing international financial markets are at some remove 
from the ideal. 

In a financial world where geographical and functional borders 
are increasingly blurred when not virtually dissolved, the theoretically 
optimal model could be a single global supervisor to oversee the 
global market and global undertakings. Yet the idea of a sole planet­
ary supervisory authority is unconvincing to this writer, for one, both 
because it would be next to impossible to realize and because of the 
"monolithic and bureaucratic" nature (Large 1997b) that such a body 
would inevitably have, bridling market participants' own capacities 
for innovation and, as noted, paradoxically heightening systemic risk. 
Yet the present situation is equally unsatisfactory, with the geographi­
cal and functional pulverization of ptudential controls, which under­
mines the efficacy of supervision, perhaps transforming it into a 
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source of danger. This may occur where supervisory disparities gener­
ate dangerous concentrations of high-risk assets, business and/or 
banks in the geographic or functional areas - in some cases, veritable 
"regulatory havens" - where controls are least strict. Similarly, there 
is added danger when the exchange of information between auth­
orities is poor or where legislation and law enforcement action against 
organized crime are weak. 

Recognizing the difficulties and risks of the present situation 
(Padoa-Schioppa 1995, 1996), in recent years banking and securities 
market supervisors have initiated a drive for international coordi­
nation. The aim is to increase the transparency of financial operations 
on the global scale, to refine reference parameters, to encourage and 
facilitate information exchange and to improve defences and risk 
control systems.' 

All things considered, the transformation of supervisory func­
tions has been sweeping. From stluctural supervision, we have moved 
to prudential controls and now to 'internal models', which for true 
efficacy must see the individual supervisor at arm's length both from 
the supervised firms and from other supervisors. The key concept 
here cannot be anything but interdependence (Large 1997b). 

Liaison between the various financial supervisors is especially 
necessary to enable them to keep technical and operational instru­
ments up to date and to keep from losing touch with the incessant 
product innovation of the market. One should thus not be startled by 
the idea of institutionalizing professional exchanges and cooperative 
training experiences involving supervisors and supervisees (Group of 
Thirty 1997). Getting closer to the market is essential to hone 
supervisors' ability to detect potential new risks and thus enable them 
to engage in 'preventive medicine' rather than 'epidemic control'. 

Adequate interdependence between supervisors is thus import­
ant both to prevention and to the conttol of infections when they do 
occur. 

Beforehand, ptior to the outbreak of a systemic contagion, co­
operation serves to ensure the flow of information needed to safe-

•
9 Called for by the G~7 summits in Halifax in 1995 and Lyon in 1996, international 

and lilterfunctional cooperation and coordination on risk control (Large 1996) is being 
advan.ced. by a number of bodies, notably the Joint Forum constituted by the three 
o~garuzauons grouping national bank supervisors (the Basle Committee), securities super· 
VIsa~ ~the International Organization of Securities Commissions, IOSCO) and insurance 
supervisors (International Association of Insurance Supervisors, IAIS). 
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guard transparency and stability and to harmonize procedures, tech­
niques and tequirements of preventive control, across national and 
functional borders. In this framework, the tendency towards more 
unif~t·m .super~isory .methods may also result in significant savings for 
muluna;10nal financial undertakings, freeing them from a multiplicity 
of reqmrements under a multiplicity of authodties. 10 

More generally, cooperation is needed to overcome legal and 
regulatory inconsistencies between countries and sectors as regards 
some es~e:ially delicate aspects of the global financial system: e.g., 
the tl'ansltlon to gross settlement systems11 and the reduction, thanks 
to common standards, of inconsistencies in bankruptcy legislation 
(Group of Thirty 1996). 

After the fact, i.e. following the actual outbreak of an episode of 
?otentia: systemic. crisis, international and interfunctional cooperation 
IS essential to designate a lead regulator responsible for coordinating 
emergency operations. Experience shows that in the hardest cases 
when systemic contagion is already advanced, the ultimate remed; 
can only be an injection of liquidity, as in the easing of monetary 
conditions in the West following the Wall Street crash of 1987 with 
its inflationary tepetcussions. In Europe's anti-inflationary' post­
Maas.tricht sce?ario, central banks' reluctance to step up monetary 
creation combmes with an appreciation of the problems of moral 
hazard and opportunism that might derive from unconditional accept­
ance of the role of lender of last resort. 

In the end, therefore, while there may be new variants, the terms 
of the supervisory authorities' problem in curbing an incipient con­
tagion remain the same as in the long past history of financial crises 
the essence of which (Kindleberger 1991, p. 14) is that "the lender of 
last resort should exist, but his activity should be carefully calibrated". 
This prudent dosage, in my view, should also govern recourse to 
other instruments for cmbing contagion, such as trading freezes or 
other automatic circuit breakers for the financial markets (Sarcinelli 
1996a). Though preferable to total inaction, such 'first aid' should be 

10 A survey of 66 financial institutions operating on a global scale (Group of Thirty 
1997) ~as found that nearly half of them have more than 500 reports a year to compile 
for vartous supervisory authorities. 

• 11 A help.ful.ex~mple of cooperation between supervisory authorities in the preven­
tton of systellllc ttsk Is the European central banks' TARGET project for gross settlement 
of large-value transactions. In addition to cooperation among supervisors a significant 
tole in the development of TARGET has also been played by the futur~ users of the 
system (Sarcinelli 1996a). 
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restricted to reasonably brief periods when the information content of 
prices and the stability of market infrastructures are jeopardized by 
the rapid spread of systemic infection. 

4. Conclusion 

In swinging back and forth between mles and discretionary 
powers, as regards systemic risk the position of the pendulum, today 
as in the past, is somewhat uncertain. 

In the framework of financial globalization and innovation, 
ptudential rules - rules that are consistent and largely ratified by the 
direct experience of self-evaluation by the supervised institutions -
appear to be the only way to reconcile market stability with growth 
and to ensure adequate prevention of systemic risk. Yet the increasing 
reliance on bottom-up risk management methods based on internal 
models and best practices injects significant flexibility into the interac­
tion between supervisors and supervisees. Carefully calibrated dis­
cretionary power, finally, remains the linchpin of effective inter­
vention to prevent any crisis that does break out from infecting the 
entire system. 

In a world where free markets and regulatory constraints must 
continue to coexist, safeguarding both efficiency and stability 
(Sarcinelli 1997a), a durable and &uitful equilibrium between the 
various needs will depend on appropriate investment in human 
resources - the human factor - by supervisors and supervised 
institutions to create a solid common base of information, skills, and 
hopefully shared values. On the foundation of this single culture, the 
rationalization of supervisory methods for the international financial 
markets can proceed expeditiously but step-by-step, in the firm belief 
that the management and control of risk, especially systemic risk, 
remains more of an art than a science. 
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APPEND DC 

THE RECOMMENDATIONS OF THE GROUP OF THIRTY 
AND THE INSTITUTE OF INTERNATIONAL FINANCE 

Two major, authoritative analyses on the containment of systemic risks on 
global financial markets have appeared this year, those of the Group of Thirty 
and the Institute of International Finance. Albeit with some different shadings 
of emphasis, the reports concur on the need for a bottom~up approach to 
designing consistent, uniform standards for assessing the risk of financial 
undertakings operating on a multinational scale. 

. . T~e Grou~ of. Thirty conducted a survey of a significant sample of 
lnstltutlons (matnly tnvestment and deposit~taking banks) in 13 countries, all 
global players in the world financial markets. The most interesting findings were 
as. f?ll.ows: i) an estimate of a 20 percent probability that there will be a systemic 
cr1s1s 1n global markets within the next five years; ii) the opinion that the most 
likely trigger of a potential crisis is the failure of a single financial institution, 
due primarily to a collapse of operational infrastructure and/or the lack of 
adeq_uat~ control systems to prevent excessive risk~taking; iii) company-level risk 
morutortng and control systems that are still somewhat tentative and -largely 
dependent on human intervention; iv) recognition of the practical absence of 
~l~b~y. consolidated supervision, due to the fragmentation of powers and 
junsdtctwns among supervisors; v) broad support for the idea of assigning 
powe~s o_f coordination to one of the authorities involved, especially for the 
or~amzatlon of ~me.rgency intervention in case of systemic crisis; vi) support for 
actiOn to set_ gmdelines for risk management and control drawn from the best 
practices of global financial undertakings. 

From these preliminary findings, the Group proceeded to formulate 11 
recommendations for financial undertakings (3 ), auditing firms (2), supervisory 
authorities (5), and legislators (1, in 4 points). 

For financial undertakings, the main recommendation is to create internal 
structures for continuous information, monitoring and management of the entire 
map of risks sustained worldwide. This requires a qualitative change in the 
contribution of outside auditors who, in cooperation with the undertakings 
themselves, should upgrade their certifications of company health, guarantee 
full geographical and functional coverage of their evaluations and investigate 
the most important types of risk more thoroughly. 

In its recommendations to supervisory authorities, the Group of Thirty 
sttesses the need to reduce present inconsistencies and, through intensive 
cooperation between supervisors and supervisees, devise a common frame of 
reference desctibing the security of the banks' activities and of the market 
infrastructures, and above all to agiee on the choice of a coordinator among 
supervisors of global financial institutions. 
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In the same way, establishing a common body of principles and rules, via 
legislation, would appear necessary to harmonize the treatment of insolvencies, 
customer protection, the validity of guarantee contracts and of payments via 
settlement of net balances. 

The conclusions of the IIF are on the same wave length, with a focus on 
supervision of the largest international financia~ conglomerates. The analysis 
stresses the transition from supervision based on type of intermediary (invest~ 
ment bank, deposit-taking institution, etc.) to a risk-based framework. There 
would have to be an intense interchange of information among the distinct 
authorities assigned to oversee the various members of a given financial group, 
in order to assess the overall risk of the conglomerate. Finally, the IIF experts 
call on financial undertakings to give ample publicity and information - to 
supervisors, market analysts, counterparties, investors - on the features of their 
risk management systems. 
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