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The relationship between regulators and the regdiliat financial services has
attracted considerable academic attention, paetabse banking systems operate
differently from other markets. The systemic macanomic importance of national
banking systems makes a strong case for prudeofiervision by an outside body,
but information asymmetry in financial servicesgdhne importance of reputation and
private information as key bank assets all comg#itiae ability to engage in
transparent prudential supervision. The potefdiategulatory capture is particularly
strong between central banks and the banking sylsée@use of the close connections
that are required to supervise complex financaigactions where highly specialized
knowledge is needed for identification and diaga@$iproblemg. In many financial
markets a model of self-regulation has thereforeeligped in response to an
assessment that ‘the market knows its businessbésturther incentive for self-
regulation is the vulnerability of otherwise sourahks to rogue business by a small
number of institutions, so it is in the interestsvell managed banks to ensure that
others operate to the same high standards; systemmerability increases incentives
for market leaders to impose discipline. Findllyst is an important feature to ensure
compliance with supervisory regulations since ttfermation necessary for

prudential supervision is often market sensitivel the private information on
investment portfolios and strategies is a valuaket for banks. The relationship
between banks and supervisors/regulators is thuplex and prone to lapses.

The difficulties of prudential supervision are méigal on the international level.
Because national banking systems are fundamentahtooeconomic policy, their
supervision is a jealously guarded prerogativeatiomal regulators. However, the
highly integrated nature of national banking systemd the vulnerability to cross-
border contagion in the context of globalised fitiahmarkets provides a strong

rationale for some form of multilateral oversigBecause rules incur costs for banks,



rules may also need to be coordinated to avoidiagmy competition (to the bottom)
which would leave the global system vulnerable tmdag the competitiveness of
jurisdictions where banks are subject to effecamedent supervision. Since 1975,
this multilateral role has rested primarily wittetBasel Committee on Banking
Supervision, which reports to the central bank gowes of member countries of the
Bank for International Settlements. It has no anptional authority itself, but rather
issues guidance on supervisory standards and taesice to which national
institutions can voluntarily agree to comply. Cdiapce is not a formal requirement
of membership, but from the early 1990s there wareasing moral pressure to
adhere to the Basel Committee standards of cautjuacy as a ‘seal of approval’ of
the resilience of a nation’s banking system. THeswere developed through
discussion with banks, industry groups and supersiso they are in a sense a
negotiated set of standards agreed with the mafld@s encourages compliance and
shares insider knowledge of working arrangementisalso leads to the threat of
capture of the regulatory process by the banksadthtion to capital adequacy for
banks, the Committee issues standards for natardling supervision as a
benchmark for national regulatory bodfehe adoption of these standards as a guide
for the IMF and World Bank’s Financial Sector Assesnt Program increases the

pressure for compliance, particularly for develgpoountries.

Between 1965 and 1982 there were substantial clgg$eto the governance
structures of international banks as they copel fineincial innovation and a huge
expansion of off-shore banking in an inflationanyieonment with new forms of
exchange rate risk. From 1968-73, rising intermatidiquidity, the development of
the Eurodollar market, deregulation of capital fiowechnological advances in
information systems, the rise of new offshore imétional financial centres in the
Caribbean and East Asia, rapid international expansf banks with a variety of
governance structures (branches, subsidiariess-stureholding and bank consortia)
all contributed to the growth and intensificatidrirdernational banking. Into this
expansionary and optimistic environment, the OPEEshock of October 1973,
coming only six months after the US dollar excharage was floated (for the first
time since 1933), prompted a quick reversal of miaekuberance in the third quarter
of 1973 leaving many institutions exposed to sefletuations in the dollar

exchange rate. This context shared many charsiotsrof the 2007 crisis;



accelerated international financial innovationuldymarkets, commaodity price

shocks, property market boom/bust, market exubetranc

This paper examines the ‘near miss’ global bankmigjs in the summer of 1974
when a series of bank collapses shocked the iritenah banking community.
Although in the end losses were relatively smatamic effects were limited and the
ensuing credit contraction was short-lived, thesege had a seminal impact on
international banking system. It provided a wakecall to national regulators and
prompted the amendment of Banking Acts in the URALAnd Germany to close
gaps in national banking supervisiborMore importantly, the G10 central bankers
responded by launching the Basel Committee on B@n®upervision at the
beginning of 1975. The outcome of the ‘near midsI974 was greater reflection on
prudential supervision structures nationally aralittentification of a gap between
supervising authorities for international bankd grampted somewhat reluctant
consideration of greater international coordinatiémnanklin National Bank exposed
the US banking system’s vulnerability to fraud tgb inter-linked international
banks and the dangers of slow response to evidd@heeaknesses in national banks.
Lloyds Lugano prompted the Bank of England to reader its supervisory myopia
over the operations of overseas branches of UKdaifike collapse of Herstatt raised
the spectre of a small bank with a bad reputatisrugting confidence in fragile
markets. It clearly revealed the interdependenireatf national markets and
regulations; in this case the vulnerability of Londo lapses in prudential supervision
in Germany. The collapse of the Israel-British Békto a tug of war over who was
responsible for subsidiaries operating in foreigarkats. Together these four
episodes in the Summer of 1974 drove changes ionaiand international
approaches to prudential supervision. While thestdé collapse is the most well-
known and is usually credited with the launch & Basel Committee, the archive
record shows that in London the Lugano debacletlaadollapse of IBB were at least
as influential in galvanising change and that thag greater importance in the

agenda of the Basel Committee than the HerstatFARP

Rash of Failures
In mid-1974, a sharp monetary expansion and ladlagign prompted a wave of

failures across the so-called ‘fringe banking’ sea London’ Property lending



based on short-term money market borrowing walseahéart of the liquidity crisis
that struck the system in the middle of 1§%&hen the real estate boom broke in the
autumn of 1973, many institutions were left illiquLondon money market rates rose
sharply in February 1974 from less than 0.5% tooaln2.5%, and then soared to 6%
in June. Many institutions caught out had beee purchase companies that had
diversified into property lending. Most of the larthat failed were smaller
independent concerns but the commercial banks std#rdrawn into the resolution of
the crisis through the now famous ‘lifeboat’ scheskgppered by the Bank of
England. The danger was contagion from the whtddsahe retail banking market
in a way that would affect public confidence, lidily and the monetary system.
Although generally not individually large, the BaokEngland considered the
systemic threat great enough to warrant a rangelafions extending from collective
bail-out, restructuring and emergency loans toatiaequisition of banks to forestall
wider panic. The perceived self-interest of othenks in preventing a general bank

run ensured their involvement.

The joint Bank of England-commercial bank Controh@nittee was established to
deal with banks and other financial institutionguieing support and directed a range
of operations including bails-out to allow thenrésume normal trading (Bowmaker,
Keyser Ullman, Medens Trust), managed take-oveex¢ihtile Credit— Barclays),
voluntary liquidation (London and County Securitigd.) or receivership (First
Maryland, Burston Finance). Other institutions &vsupported by the Bank of
England at the Bank’s sole risk. Several of thes®lleen primarily engaged in
lucrative instalment finance/hire purchase lendingwere tempted into the property
market during the boom leaving them illiquid. Neatvent institutions were
supported. The support of the Control Committeevedd them to divest themselves
of this aspect and return to their core busin€yseration ‘Lifeboat’ as it became
known is usually viewed as a success insofar @®itented contagion to the domestic
retail market and thus avoided the liquidity andhetary consequences of a

potentially major bank run.

As we shall see, this model of shared official amttlistry responsibility for national
insolvencies was echoed in New York and in Germaltilgpugh with different

institutional structures. The ad hoc, but effextiifeboat solution in London was



facilitated by the small number of large commerbihks in the UK, which made
collective action easier to launch and then managé¢he USA, by contrast, the FDIC
engaged the participation of the much larger nurobbanks through subscriptions.
The FDIC then acted as principal in bank rescue$oth cases the central bank was
participating partner but did not assume full lenofdast resort functions. In
Germany, legal constraints on the support thatccbaloffered by the Bundesbank
led to the creation of a separate institution wabital from the Bundesbank and large
national banks to provide liquidity to banks in giterm difficulties.

While the 1974 secondary banking crisis in Londieovged that domestic banking
systems in various constituencies were vulnerablax supervision, highly leveraged
real estate lending and imprudent trading, thematisonal banking environment
faced even more severe external environmentalarigals and internal complexity.
Internationalisation of banking exploded from th&el1960s in response to the
increased demand for services by multinationalrpnse, the differential regulatory
environment in international banking centres andricial innovation. The
Eurodollar market offered unsupervised busines®xppities to a range of financial
institutions and drew a huge number of new actasthe market. Concerns about
the ethics and reliability of some of these insitus began to multiply in the early
1970s.

Partly this global activity spread to new offshoemtres such as Guernsey, Isle of
Man and later the Cayman Islands. After a scandgal the Bank of Sark (a fraud
vehicle for American Philip M. Williams), Guernseyroduced legislation to set
constraints on companies establishing themselvdmaks’ in the late 1960s so that
only companies clearly associated with well-knowd eespectably established
banking, insurance or trust companies could engagganking. In early 1972, a rush
of financial institutions registered in Tortolatime British Virgin Islands, several of
which appeared to have weak or even fraudulentdations. One of the most
prominent of these was the Inter-Cambio Internati@A registered in Panama with
links to the Sovereign Trust Company registereBrince Edward Island, and under
surveillance by Canadian authoritfeRather belatedly these centres established

banking registration systems to raise the qualiipstitution that could enter the



market. But the main casualties of illegal tradimghe 1970s were banks in the large

US and European financial centf8s.

Herstatt Bank

The 1.W. Herstatt Bankhaus in Germany was the Erged most famous victim of
the summer (liabilities of $840 million against etssof $380 millioi) and posed a
systemic threat, mainly because of the way the Bsbank handled the crisis. It is
generally credited with the launch of the Basel @ottee and certainly influenced its
terms of reference, which included the design okany warning system’. As we
shall see, however, this proposal was quickly deoldpy the Basel Committee under
its chair George Blunden of the Bank of England #turned instead to resolving
issues raised by the Lloyds Lugano and IBB cases.

The Herstatt bank was majority owned by Hans Ggrliread of an insurance
company (who held 81.4% of shares) and had ov@0B8G;ustomers and assets of
more than DM2 billion, placing it &9out of the top 100 largest banks in Germ&ny.
Rumours about overtrading had begun in the summEd%8, a year before the final
collapse. Formal returns to the German Supervi€dfigze (Bundesaufsichtsamt) did
not require reporting of forward exchange committaeso direct knowledge of the
positions was not available to the relevant natisnpervisor. The Bank of England
claimed credit for warning the German authoritiethe bank’s over-trading in
foreign exchange, after which lwan Herstatt (thenfider of the eponymous bank) was
questioned, but successfully reassured the supes\iisat ‘all was in order> A
repeat of these assurances was sought in the Autfid®v3 and again in December.
The Herstatt also attracted the attention of thekB# England in the Autumn of
1973 when Richard Hallett spoke to Herstatt abeet-trading and excess positions
in the Eurodollar markéf. Herstatt’s explanation to the German authorities that
although there was a large forward book, this easause they had very important
Ruhr customers who had entered into large forwardracts with the Bank, which
the Bank, in turn, had covered in the market. @qosently, their forward book,

though large did not leave them with exposed parsiti'®

In mid-Feburary 1974 Stauch of the German Supenyi®dfice wrote to Hestatt's

auditors requesting a close examination of the dtvbbook and they gave Herstatt a



clean bill of health at the end of Marth The Supervisory Office was reassured until
the end April returns showed that the Cologne gasEHRlerstatt had greatly increased
its claims on the Luxembourg subsidiary, bringingm to nearly DM 1 milliard.
Gerling (the main shareholder) was told by the 8upery Office to investigate and
he wrote to lwan Herstatt in early May asking forexplanation. This was not
forthcoming until the end of the month when Hetsgatve a further reassurance that
all was in order. Gerling was not satisfied andftlieposition was clear only in the
third week of June 1974 when reports revealed DM#illion in losses against
capital and reserves of only DM44 million (actuzddes were much higher).
Interestingly, on 19 June Chancellor Schmidt adi/ibe UK Prime Minister that
three large German banks had decided not to inettha® position in the Eurodollar
market, which threatened to rock confidence innttagket:’ Herstatt's losses arose
from short positions (mainly against the US dollarjorward contracts ranging up to
4 years, but most within the next 12 monthat meetings with the Supervisory
Office the Landeszentralbank in Dusseldorf, and3tli&rossbanken (Deutschebank,
Commerzbank, Dresdnerbank Gerling offered to payhefloss himself over 15
years but the Grossbanken would not agree to acgasrantor for Gerling for such a
long period. The banks were not convinced thatdted losses had yet been
determined and Gerling’s wealth depended on a rahgempanies that were not
fully transparent themselves (‘closed companie8fthis point Gerling withdrew his
personal undertaking and the Supervisory Officetbddut up Herstatt's shutter’.
Despite the chaos caused in the international fimhmarkets by the timing of the
closure while the New York market was still opdre Bundesbank said the decision
had nothing to do with them and was in accordante tive law. Once the trustee
was persuaded that the bank could not be rescued$&gally bound to close it

immediately at close of business in Germany

The Herstatt was closed at 16:30 Germany time @01lRBew York time, having
taken on claims in European time but not yet hawmagle US dollar transfers to
counterparties in New York time, leaving the cop@sdent banks out of pocket.
This gave rise to the term ‘Herstatt Risk’ whiclihs risk of settling foreign
exchange transactions across time-zones. Thedmdlabsed in the midst of the FNB
crisis (which had already unsettled the marketd)faars about further collapses led

to the suspension of CHIPS (clearing house intdripalyments system) settlement



and contracted the efficiency of interbank settlenier months afterwartf. Like
other banks, Herstatt was heavily involved in thieign exchange market and had
accumulated significant losses as the USD excheatgdluctuated wildly from the
last quarter of 1973 The Herstatt failure prompted withdrawals fronmepercial
banks in Germany, a sharp increase in Eurodollakebanterest rates, and a
contraction in international banking activity asika around the world repatriated

their asseté?

Eurocurrency markets were disrupted as confidemsenaller banks eroded. Oll
producers and others preferred to deal with labgeks and so smaller banks had to
raise interest rates to attract deposits, thuslibigithe market up® In the aftermath,
the Governor of the Bank of England urged the Cabmicof the Exchequer to
discourage Chancellor Schmidt from making any datany remarks about the
Eurocurrency markets that might exacerbate thesetiled state and that ‘any future
troubles in the German banking system should bdlbdnn such a way as not to
unsettle international marketd’. Japanese banks in London were instructed in mid-

July not to pay a premium for Eurodollar deposit&ry to contain the rate inflatiof.

Figure 1 shows the daily 3-month Eurodollar dep@dg in London from 1973-1975.
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Small banks were also squeezed out of foreign exgghusiness; Slater Walker
complained to the Bank of England that they mightdyced into temporary default
because of difficulty in getting into the markdthe Bank of England generously
offered to help through the Discount Office if negary, and this advice was to be
offered to other banks in similar circumstant&€harterhouse Japhet also found
itself squeezed out of the foreign exchange marketpved from dealing lists or
limits reduced”” They asked Blunden to reassure markets by ‘eeidence to the
banking community that we are looking more closlpanks’ business and
examining their figures more frequently’. Blundeplied that such evidence would
be forthcoming ‘in the next month or two’ and ‘adk@m [Wells] to ensure that if,
when we asked for more information, there was tasce from other Accepting
Houses, he would ensure that in the Committee dagheported our request. He
promised to do this.” The formal letter to bankaswinally forthcoming six months

later.

International clearing was also affected. On ¥ 19I74 clearing banks in New York
introduced a ‘recall’ provision whereby they resahthe right to recall funds
transferred to correspondent banks at 10am théotlaying issue. At this time the
amount of foreign clearing in New York had reachédut $60 billion per day,
leaving a large exposure, especially in the wakib@MHerstatt collapse. At first the
New York banks delayed transfers until they weréchmed by in-payments but this
virtually froze the clearing process, which waseexted until 1am on three
consecutive days. The number of recalls was low (2-3 per day, maamyaccount of
small banks) but the Committee of London Clearimgigers protested that this led to
damaging uncertainty in Londdn. Swiss and Dutch bankers were also vociferous
objectors, but London was the world’s second largeernational clearer so the
effects were greatest there. In effect the promisieant that international payments
conducted through the CHIPS clearing system wetrd&ma until the business day
following the date on which the payment order wedsased (CHIPS had been
introduced in April 1970).

London banks were mainly left unscathed by the td#rsollapse directly and the

main arena for creditors was New York. Hill Sameainplained bitterly about their
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$21 million losses and tried through the Germanasspin London as well as the
Bundesbank to get their money refunded (to the eragsment of the Bank of
England and fellow merchant banks). Their probleas typical: the timing of the
closure of Herstatt caught Hill Samuel OHG (thear@an office) between two sides
of a spot transaction of DM54m paid to Herstatbbethe counterpart of $21m could
be received in New York. When Hill Samuel compéairat the Bank of England,
Hallett ‘expressed some surprise at the size efdbal with Herstatt whose name had
been suspect in London for some tiffeClearly market gossip was intended to
encourage caveat emptor. Moscow Norodny Banktixasost affected but it
appeared to suffer no ill effects since it was legichy its owners, the Russian Central

Bank. Details are presented in Table 1.

Table 1: Losses of London banks to Herstatt (USan)

Williams and Glyns $9m deposit
Chase Manhattan $5m swap
Moscow Norodny $365m swaps
Union Bank of Switzerland $25m swap
Hill Samuel $21m swap
United Bank of Kuwait $190m swap
First Wisconsin National Bank of $10m swap
Milwaukee

Antony Gibbs $1.25m swap

BoE 349A/2 Memo JLS 27 June 1974 and 29 July 1974.

Herstatt’s main correspondent bank was Chase MtamhBank in New York, which
was caught with about $620m of transfers due teoousrs on account of Herstatt.
Chase froze the Herstatt account (with about $1&6it) refusing to honour claims
on the bank. Among more than 30 banks, claimantise account included Morgan
Guarantee ($13m), a Swiss subsidiary of Seattkt-F$12.5m), Hesse-Newman of
Germany ($39.7m), Citibank ($10m), Svenska Hanadelkén ($7m), Asian-Euro
American Bank of Singapore ($1m). Chase itselftwalgt a $5m claim of its own on
Herstatt funds. Some of the deals were spot exjghand some were forward
contracts, which complicated the legality of setiat. In Cologne on 17 December
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about 3000 creditors appeared to make claims ostater The German settlement
allowed for private customers to retrieve 65% @iitlclaims, foreign banks to
retrieve 55% of their claims and German banks dbB6 on the basis that the
German banking system was in some sense more Bfmfor the international

consequences of the collapse, although the ragdoathis was unclear.

In New York, claimants were also designated by @dmas well as by type of
contract (spot transactions gaining a larger sbfteeir claim) in a graduated scale of
9 categories of claimant, ending with German coeditvho would receive 1% of

their claims in New York. This provoked resentmamiong German banks who
sought to make distinction only on whether the &mzransaction was spot or
forward. Finally, agreement was resolved amongraditors in New York in late
February 1975 with a range of quota from 58.78%6G% based primarily on the
nature of contract with the proviso that US banksi\d not need to seek funds from
Germany, but could access their shares more quickty the funds at Chase. In early
June 1976 $176.5m was paid out to claimants in Mexk, described by a participant
as ‘an extraordinary financial and legal achievetréat provided that the case was
not settled by law courts but through mutual negmin, thus overcoming the

obstacle of dual jurisdiction over internationadets.

In Germany, from January 1974 the Bundesbank hachgteed deposits up to
DM20,000 per person, so the collapse cost the Bibadgk about DM100m to
compensate depositors. In Germany, Local Auttesrith the Cologne area, Carnival
Clubs and Catholic churches were the main losedepbsits In September 1974,
the Bundesbank set up the Luquiditate-Konsortidtl{irKoBank) ‘to assist
otherwise healthy banks which seem likely to gt liquidity difficulties, the aim
being to avoid a loss of confidence in the Germamking system as a whof&. The
LiKoBank was a joint venture with DM1 billion in paal (DM250m paid up) shared
between the Bundesbank (30%), German Banks’ AssaitiéB0% and the Savings
Banks’ Association (26.5%) with smaller associagigharing the remaining 13.5%.
It used the personnel, offices and facilities & Export Credit Company (AK) and
comprised a nine member Management Board and aérson Credit Committee.
The LiKoBank was a limited liability company angresented a more permanent

precautionary response to provide emergency liuitdan the Lifeboat in London.
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Its aim was to enhance confidence in the eventhairking collapse to prevent loss of
confidence; to be a lender of last resort. Thigtsmn arose because the Bundesbank
cannot legally provide credit except against goaexlugty (rediscounting bonds or
granting advances against collateral) so it reguareeparate but linked vehicle that
could issue bills against pledged assets of bank®uble that would be discounted
by the Bundesbank. By 1978 they had only beenlwedbin one public rescue
(DM300m for Helaba support fund in December 19716)Had also undertaken

smaller and less public support.

Despite the limited direct effects, the reactiothi® Herstatt crisis in London was
fierce disappointment at the timing of the closof¢he bank and its impact in
London and on the markets generally. This epistelrly exposed the vulnerability
of London markets to the actions of supervisorstiver jurisdictions through the
global capital market. The Basel Committee wasetfoee tasked ‘to give particular
attention to the need for an early warning systengre-empt a repeat of the 1974
crisis by sharing information on risk. However, ttemmittee members quickly
dismissed the proposal for an ‘early warning syst@ml focussed instead on sharing
best practice in regulation and supervision andbdishing the division of
responsibility between home and host regulatoriaities to eliminate apparent
gaps in supervision of international banks. Ge®&lgmden remarked at the first
meeting that ‘it was not intended that the Comraigkould engage in far-fetched
attempts to harmonise countries’ supervisory tepines’>* His report to the
Governors in June 1975 made it clear that there'meaquestion of the Committee
producing a great new international early warniygtam® and that any early
warning mechanism must be based on national systemtead, the Committee
broadly agreed that sharing market rumours couldseéul for early warning, but
would need to be voluntary and based on a confimeantd trusting relationship
among central bankers. This was clearly a vertdaninitiative that moved very
little from the status quo ante where banks’ refpatavas informally assessed by
peers based on subjective evidence. There weyeraied views in the committee
about the efficacy and ethics of exchanging magkssip, with the Japanese,
Belgians and Swiss particularly averse to acceghiagany positive action could be
taken by central banks on the basis of such rumdbe impact of the Herstatt

collapse on global liquidity was over by the tiche Committee convened for the first
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time in early 1975 and the members’ attention wasvd more toward the structural
lacunae in the supervision of international banigegnance of the foreign exchange
markets than improving the flow of information adividual banks between

jurisdictions.

Franklin National Bank

The other bank usually credited with the launckthefBasel Committee is the
Franklin National Bank (FNB). After struggling (\WiFDIC support) from May 1974
the FNB in the USA was finally declared insolvent®October 1974. The bank was
controlled by Michele Sindona (an Italian bankakéd to the Mafia) and opened two
foreign branches (London and Nassau) to launch itge the international banking
arena between 1969 and 1974, just at the timecogé@asing risk in international
exchange markets. The bank’s failure was only anoed after five months of
rescue plans beginning in early May when it becal®ar that the bank was on the
brink of announcing huge foreign exchange los$eBetween November 1973 and
May 1974 the bank had built up its net short positgainst the dollar from $62.6
million to $232.6 million. This speculation wasauthorised but tacitly facilitated by
Peter Shaddick (executive vice chairman and heddgeahternational division) who
was hired specifically to develop an aggressiveifpr exchange trading position, and
Carlo Bordoni (director of Franklin New York Cor@ion). Despite urging from the
Office of the Comptroller of the Currency afterpestions in December 1972, the
bank was slow to introduce trading limits for dealand then was lax in enforcing
them®’ To cover mounting losses, dealers engaged incsewly profitable contracts
with Sindona-owned banks in Milan and Zurich at-maarket prices to fix the books.
As losses mounted, doubts emerged in the markeit éfv® bank’s liquidity and the
Fed’s rejection of an acquisition proposal at ttaetof May 1974 (on the grounds
that the bank’s earnings were too low) promptedtadsawal of deposits and more
difficulty borrowing on the interbank market. Soaiter, the London branch reported
that NatWest was questioning the £40-60m per degricig through the bank’s
sterling accounts, exposing unauthorised tradirhsamstantial losses. The stock
price plummeted, share trading was suspended day0and dividends were
stopped, prompting fears of a bank run, but the ENRinued to trade with official
support. During May 1974 the FNB borrowed $780amfithe Fed discount window,
climbing to $1.2 billion by the end of the monthhe bank continued with further
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support arranged by the Comptroller of the Curreadlopg with the New York
Clearing House banks, who collectively contribuae®600 million loan

arrangement®

In 1973, loans by FNB’s foreign branches (mainlydgiollar syndications) accounted
for about 20% of total loar. Spero notes that the loans themselves were af goo
guality, but the narrow spread between the LIBATR @ost of the funds loaned by
FNB) and the Eurodollar lending rate meant thay twere not very profitable.

During 1973 and early 1974, the LIBOR-Eurodollaresgl narrowed significantly (to
3/8 — %% in the first half of 1974) squeezing pfiThe leaders of major loan
syndicates earned a management fee on top of drigimwhich increased the
profitability of the loans for them, but smallems were more vulnerable as margins
shrank. Maturity transformation was a source oftfeir weakness. Almost 75% of
FNB’s international loans assets eventually soltheoFDIC had a maturity over 3
years based on very short term borrowing of updtd&®ys. In the wake of the 1974
Summer crisis, the London banking system as a wiealesessed maturity
distribution and syndication. During the first haff1974 the average size of
individual syndicated loans was $78m, but thisti@$41m in the second half of the
year after the FNB and Herstatt collapses. Theingtof syndicated loans also
contracted after mid-1974 from almost 9 years $3s lbhan 6 years by the first half of
19757

Within a month of the suspension of share tradieg\West was one of the first banks
pushed reluctantly into the frame for a take-ovd@¥NB supported by the FDIC. In
mid June 1974, the Fed contacted the Bank of Edghlath a proposed deal that
Natwest and Bank of New York would jointly take oWlee FNB (80%-20%
respectively) for about $100-200m depending on FRU@Eport. Natwest claimed that
this plan originated with the BNY rather than thehass and that they were
lukewarm about it! The FDIC was very eager to attract a buyer qyiaklthe FNB
bled deposits through the summer of 1974 and Whie Chairman of the FIDC,
asked the Bank of England to approach Barclaysein behalf to see if they were
interested in July (only 2-3 banks were showingriest in the USAJ* To make the
deal more attractive, Wille handled the operatierspnally rather than through

shareholders, the FDIC promised support throughbarslinated note against any
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losses arising from ignorance about the qualitthefbank’s assets (in case the
situation was worse than anticipated) and agre&ikiie loan to the bank (about $1.3

billion) would continue.

After a competitive bidding process with four offethe FDIC as official receiver
sold off FNB’s assets and liabilities to the Eurapémerican Bank and Trust
Company (owned by six European banks) for $125mhe liabilities and assets
were valued at $1.369 billion, including the riglifirst refusal on FNB’s 104
offices. In the meantime, overseas depositors arglgh funds depositors (whose
assets were not insured) withdrew about $680 milliodeposits from foreign
branches, drawing on the liquidity provided by Eezl and the NY Clearing House
banks. On 9 October, the 104 offices reopenedthdepositors found business
resuming as normal. As in the case of the US NatiBank, the FNB was taken
down by governance failures; Michele Sindona as#rk’s controlling shareholder
was subsequently charged and convicted of frautk @& his other banks, the Banca
Privata Finanziarian Banka Unione was bailed outhieyBank of Italy and then taken

over by Banca di Roma in July 1974.

Like the Herstatt, the FNB collapse exposed thdegaacies of national prudential
supervision and the perils of delaying acting dormation about bank weaknesses.
Additionally, this case highlighted the dangeragfressive profit targets for foreign
exchange dealing departments encouraged by theagdigains in an increasingly
volatile foreign exchange market. Figure 2 shdwessharp appreciation in the value
of the USD in June 1974 and again at the startugfust, which exposed foreign

exchange traders.
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USD per GBP 1 May - 1 October 1974
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Lloyds Bank International

The Lloyds Lugano debacle is illustrative of thalidnges to supervision within
banks and also reveals the tension between thedatiin the Bank of England and the
Treasury to the changed international banking envirent. Although small in size,
the debacle prompted major changes in the Bankglaad’s supervisory practices
as well as leading to the development of the nenkBay Act of 1979. Rather
surprisingly in hindsight, the scandal revealed tha Bank had no mechanisms to
supervise overseas branches of UK banks despdssamption that home offices
were responsible for these branches (and theyftrerposed a risk to the UK
banking system). The Lugano scandal thus prongitadges to Britain’s national

supervisory practice.

The Deputy Governor of the Bank of England Jasp#loirh was first advised by
Lloyds’ London office that substantial losses hadiidentified at the Lugano branch
over the weekend of 10-11 August 1974. The Ludaaach was small, with fewer
than 20 employees and had been open only since Miga difficulties meant that

the staff were Swiss nationals rather than transfieirom head office anthe Banker
suggested that other banks had already hired stdddent by the time Lloyds entered
the markef? Douglas Wass, Permanent Secretary to the Treamsydvised the
following Monday, by which time the total lossesii#en identified as about £30m
or $70m (equivalent to £260 million in 2011 usingIRr £500m as share of GD¥).

In respect of Lloyds’ overall balance sheet, theswquivalent to about 40% of the
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group’s pre-tax profits in the first half of 1974 i was unlikely to bring down the
bank, but there were important reputational, supery and foreign exchange
issues'® Symptomatic of other subsequent cases, a déalehad accumulated
considerable losses was (for a time) able to lided losses while trying
unsuccessfully to ‘trade their way’ back to proéiti experience repeated in the
Barings collapse of 1995 (losses of £827 milliowhich exceeded the firm’s total
assets of ¢.$550m), Societe Generale (losses of §tn/Euro4.9bn in 2008) and the
UBS rogue trading losses in September 2011 (laxfs2.3 billion).

The losses arose from a single, relatively yourgjedeMarc Colombo (a 28 year old
Swiss national — same age as Nick Leeson the aatl&arings disaster and two
years younger than Jerome Kerviel the rogue trad8ociete Generale) trading on
the bank’s account accumulating unmet liabilitieslollars against foreign exchange
purchases. Colombo had come to the bank in M&®@B and began accumulating
dollar (and later DM) losses in January 1974 théheir peak amounted to about
$550m according to prosecutdfs. The investigation by Lloyds revealed that there
were safeguards in place at the Lugano branchaimailthe industry standard
including head office limits on forward positiors)d requiring branch managers
daily to review vouchers and telex to and fromlhench. Preparation of vouchers or
telex was not undertaken by dealers themselvebybuinior book-keepers. Lloyds
determined these safeguards were circumventedllusiom between Colombo and
the Branch Manager (Egidio Mombelli). The certtfies relating to the forward
exchange positions were passed through separakekieepers, but when junior staff
queried them they were assured by the managethiaivere in order. The Lugano
branch had been inspected by head office in Ma@adt3 ivhen Colombo was hired
and was due for another inspection at the end guaul1974 just after the scandal

broke?®

At first, Jaspar Hollom, Deputy Governor at the Baih England and Lloyds officers
rather naively believed that the losses ‘might behted up’. The Treasury Secretary
Douglas Wass disagreed, but disclosure was dekyagburnalists were kept at bay
after appeals from the Swiss National Bank for irnred secrec§? The Treasury
was very frustrated by the Bank of England’s corogid attitude. Hollom at the

Bank casually remarked that there was probably ap t&@ have caught a rogue



18

dealer’s speculation in time, although he admitked the Branch Manager might
have some responsibility. His initial reaction vttaat there was no cause to change
any policies or practices. Financial Secretary Réd@chell’s view on the other hand
was that ‘no organization with any pretentionsfteciency could accept a situation in
which a loss of this magnitude was possible. Lowauld have to do something if
only to arrange that in future dealers worked iim9&@° Mitchell suggested that
Lloyds should make an announcement on the forthegheing weekend to forestall
the news dribbling out into the market but this wastaken forward. Mitchell
concluded that ‘we can have no confidence thatrtfaiger will be handled effectively
by Lloyds but | hesitate to suggest that we shouldlve ourselves more directly lest
any of the mud that may fly around sticks in themg place.” For the Financial
Secretary, avoiding any semblance of responsilpligvailed over forcing Lloyds to

take effective action.

Others were more forthright about the reputati@salects if it was discovered that
the Bank or the Treasury had colluded with Lloyasvithholding important market
information. On 29 August (two weeks after the BahEngland was aware of the
losses) the Chancellor of the Exchequer asked ami Bf England to approach
Lloyds again with a view to public disclosuYeLloyds claimed that the Swiss
authorities were asking them to wait until they evassured that all losses had been
identified and Lloyds hoped to delay an announcenastil their normal third quarter
report in October if it was not leaked to the préstn the event, the press in
Switzerland were threatening to publish the stony so the losses (and the fact that
they had already been recovered) were announc@dseptember 1974 almost a
month after the debacle had been discovered. &hasgpect for Lloyds was to avoid
an announcement until they could say that the fosad been made good. Colombo
was arrested by the Swiss authorities a week ¢tht@ged with falsification and
suppression of documents and both he and Mombetk wonvicted at Lugano
Criminal Court at the end of October 1975.

At the Bank of England, the Lugano debacle raisddlmte over whether there
should be British controls on or even supervisibhranches of UK banks overseds.
This could extend to foreign exchange limits, momitg Eurocurrency dealing or

other assets/liabilities, capital or liquidity @i John L. Sangster noted that ‘prima
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facie the losses sustained by the LBI branch inabegsuggest that we first turn to the
foreign exchange area and impose some sort oftreg@nd possibly limits akin to
those that we impose on banks in the UK’. But hiated out that UK controls on FX
dealing were not prudential, they were designgardtect the foreign exchange
reserves from demands from interest arbitragergg fsitions, so there were also
only monitored against sterling (not among otherancies). The limits were thus a
tool of exchange control related to the balanceayiments, not to contain risk of
individual institutions. Formal limits were imposbky the Bank of England to be
observed daily and spot checks could be made dfirary but reports of overall
positions were usually examined weekly with mor&aiied reports monthly. The
basic limits were £50,000 combined spot and forvegrein positions and £100,000
spot foreign assets could be held against forwalesof foreign currency, although
some banks were given larger limits (mainly muliimaals and clearers). The total
UK limits over about 240 authorised dealers inye8eptember 1974 was £55m
Open, £81m Spot held against forward sales, makitogal of £209m. Additionally
the Bank reported that ‘we very rarely find thddaak has a position exceeding £10

million in any one currency, and make enquiries mvtres occurs®*

Sangster posited ‘do we then just shrug our shosilgiethe losses incurred by LBI
Lugano? There is sometimes a management advamntage overloading
administrative procedures by over-reacting to glsimstance of loss. But there is a
problem in the LBI Lugano area which we have tdoprgerhaps to satisfy our own
misgivings and certainly to satisfy the paternaliststincts of HMT’. This problem
was whether the geographical as well as cultusthdce from normal UK practice
‘mean that foreign branches have much more autorardyscope for error and
adventure?’ and whether they are therefore addguatpervised by their parent
home office. This was tacit acceptance that thekBgorudential supervision of
banks in London was based largely on local cultor@al-suasion and peer pressure
that might not be effective in other banking cesitrélere Sangster saw an

opportunity to follow up the Lugano ‘cas®.

Pressure from the Treasury and a reluctant redogrtitat there was a gap in
supervision eventually prompted the Bank of Englandraft a letter to warn banks

to exercise effective control over their branchethhvithin and outwith the UK,
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particularly since the foreign exchange positiohranches and subsidiaries
overseas were not included in the regular returagento the Bank of Englaridl.

Even this step was controversial within the Banithwome finding it ‘otiose and
naive and that its only justification would be tesmetic effect of suggesting to
Whitehall that we were not letting Lugano pass ioitivion without taking actiort”
while Fenton argued that ‘this is an area in whighhave a responsibility’
particularly if the banks were likely to call oretheserves ‘to rectify misjudgements
or misdemeanours® Hallett advocated a ‘low key’ and ‘more chattyrfortto be sent
to general managers from Blunden or the Chief @ashther than the Governor, but
he also wanted some side mention of the ‘need tohathe relationship of young
dealers with brokers...and the danger inherent imdbpalicies which have in recent
years...laid down profit targets or created profppectations for the dealing
operations of their bankg®. After nearly a month it was finally agreed thatrhal
advice would not merely be ‘cosmetic’ and thatBaek should monitor the dealing
limits given to branches and subsidiaries to ‘eashat senior management of banks
keep such authorities under strict review’ as aslallowing the Bank to identify
where ‘unduly lax’ practices were being applf@dThe letter was to go not only to all
authorised banks registered in the UK (113), be & authorised branches of
foreign banks in London (141). The Chancellortef Exchequer was also shown the
letter in advance as evidence that the Bank wasgaome action in response to
Lugano, so it served the ‘cosmetic’ purpose. Thedenor, Gordon Richardson,
worried that the press might latch on to the ledieat urged that it be ‘played down as
much as possible in the press...certainly emphalsatdhis is not inspired by fear of
another “Lugano™’ He thus worried about perverse effects on confidérom a

general reminder of good practice.

As finally composed the letter called on banksridartake a review of internal
regulations and FX limits and set out an indicatiieck-list for that review. The
major change in practice was that the Bank askée toformed of the limits and
authorisations that head offices allowed for eddheir overseas branchasd
subsidiaries and to report when these changed and how frequinay received
reports from these offices. This marked an impurteeparture in the Bank’s

oversight of the foreign activities of London regied bank§?
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Table 2: Letter of Guidance for Banks to Conthait Overseas Branches

First Draft 25 October 1974 (Rodney
D. Galpin)

Final Draft 20 December 1974

FX dealing rules should be clear in

internal regulations

HO to set limits for branches

BoE to be told thelfXits applied to
overseas branchesd subsidiaries

Dealers should not handle confirmation

of deals or related matters

Manager/those not directly involved in
dealing should scrutinize confirmations
of FX deals

Dealers should never write their own
outgoing confirmations or receive

incoming confirmations

Spot checks on branches in addition to

regular audit visits,

Snap checks of dealing between regula

internal audits

18

Reciprocal checks with correspondents
on forward contracts recorded in their

books

Central management randomly seek
second confirmations of outstanding
forward contracts from correspondent

banks

Check with correspondent’s main office
if it notices a branch of that bank
suddenly increasing operations in forwg

market

ard

Dealers exposed by management

imposing ambitious profit targets

Monitor relations between dealers and

brokers

Forward deals confirmed immediately,
not delayed until instructions are passe

just prior to maturity.

To enhance self-regulation, the Bank recommendatdodinks exploit correspondent

relationships to monitor their branches’ activitiea suggestion that arose from

Belgian and other continental jurisdictions. A¢ game time as the letter was being
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sent to banks, Lloyds Bank made efforts to estaldipermanent system of
confirmations for FX deals to replace the arrangaséor sending confirmations to
originating branches in order to tighten up intésupervisiort® Airey, at the
Treasury, found this ‘the most promising of thei@as measures proposed so far’
since the list of checks in the Bank’s letter walready operated in prominent banks

such as Lloyd§?

A final aspect of the Lugano affair was how the BahEngland responded to the
call for foreign exchange by Lloyds to meet theigdtions of $70m. On 19 August
Lloyds was allowed by buy $25m directly from theeign exchange reserves rather
than through the market. The crisis thus led toectdrain on the foreign exchange
reserves, although this only amounted to 0.5% o¥edible currencies held in the
reserves. The Bank allowed this because of ‘the @i the initial amount required,
the desire to protect the bank’s name, the fa¢tttieafunds were wanted for the next
day rather than for ordinary value, and the gerstge of the market® Ordinarily
banks were required to borrow funds in the Euraaotiarket to transfer to branches
overseas or to buy the currency in the foreign arge market. The rest of the
transfer to cover losses (approximately $45m) veasimulated and transferred by
Lloyds through the foreign exchange market ovemie two weeks. Responsibility
to support the foreign branches of UK banks thuseda potential claim on the
foreign exchange reserves. There was also conbeut the assets of the London
branch of FNB, whose assets were claimed by theaBgxhrt of the liquidation of the
FNB. This raised an exchange control issue (wheleeassets could be transferred)
and if not then whether this might ‘imply a widexcaptance of responsibility on our

part for the conduct of London branches of fordignks than we would wisf®.

The prospect of helping banks out with their foneagirrency liabilities was a difficult
one. Hallett was rather pessimistic about thegeots for using the foreign exchange
reserves of the EEA for this purpose, despite dlseif was used for Lloyd¥.There
were legal objections since the EEA was to be osdylto avoid pressure on sterling
and to preserve the reserves. Practically, ther off such support would have to be
very quick to forestall contagion, but the ultimasdility was often not known until
much later — as was the case with the FDIC sugpoENB. He cited the case of

Israel-British Bank, where ‘if the Israel Britistath been a true London bank we
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might, so soon after Herstatt, have committed ¢isenves at once. It is only now
emerging that their assets are largely of dubi@lise; and the effect on London and
sterling has proved in the event to be negligibRather than ex post support Hallett
emphasized that ‘there are a number of preventea&snres [in the Eurocurrency
market] which it is important to keep in play dlkttime, such as inter alia avoiding
the undue pressures for which the Japanese hasetisebeen responsible, keeping a
close watch on the temperature of the market asdramg that the banks appreciate
their responsibilities and do not add to the profddy unwise behaviour’ and not
letting HMG borrowing strain the market’s liquiditMarket intelligence was also
gleened from particular participants (Stonor atiRohild International and Raw at
Italian International Bank both had telephone cosagons with McMahon to report
on how easy their access to the Eurocurrency navkas in August 1974, for
example)®

It wasn’t just branches where governance was pnaddiie. International Westminster,
a subsidiary of Natwest, also found itself with utterised credit risk in 1973 as a
result of ‘a new branch which very quickly expandechover to an almost incredible
extent’®® In the the first half of 1973 the IW branch in Rkéurt entered into deals
totalling $4.5 billion with the Banca Privata lttia. Although these were entirely
covered in the market so there was no exchangethisi« did constitute a substantial
credit risk. The deals were gradually run off atunity in the second half of the year
and reporting systems between the subsidiary angdsawere strengthened.
Another example was the suspension of the Swissnational Credit Bank in
October 1974. Its London representative office alaarly deemed to be the
responsibility of the home Swiss Federal Bankingn@ussion. The London office
was not an authorised FX dealer but did have Ik facilities; at the time of
closure about £3m of sterling deposits and $20noimsterling deposits was at risk.
The gyrations in the foreign exchange market tposed a range of institutional
structures with relatively clear trails of respdnildly, but this clarity was challenged

by the collapse of the Israel British Bank.

The Israel-British Bank
The Herstatt crisis was the proximate cause ofdihgre of a small Israeli bank,

which had far reaching policy implications, althbugwas not itself systemically
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important. The Israel-British Bank Ltd. had a sdiasy IBB (London) Ltd., which
collected mainly foreign currency deposits in Londmd remitted them to the head
office in Tel Aviv. Since it was an authorised kan London it had no limits to its
FX dealing and was not closely supervised. Atterfteezing of deposits at Herstatt,
three of IBB (London)’s customer banks were unableenew their deposits
amounting to about $18 million. IBB (London) wasabie to redeem the deposits
with its own cash, leading to a liquidity problémAdditionally, there were
undisclosed losses on the FX market, originallydveld to amount to about $4m and
DM6m. Further deposits were withdrawn and by mitxJmaking good the deposits
that had been lost was believed to require abotindiflion (E50m)’? After further
investigation, it emerged that both offices of IB&d been involved in fraud
discovered by the Bank of Israel noticing that¢berency book of the Tel Aviv

office was mismatched. The Head Office was suspaioth 9 July and the London
office closed on 11 July. The bank had originalyb owned by British national
Walter Nathan Williams and when he died in 197%,dauns-in-law (Harry Landy and
Joshua Bension) took over control of both banksirtls. They continued to report
transfers of FX to Tel Aviv on the IBB (London) b but in fact credited the funds
to four companies registered in Liechtenstein. &epents of principal and interest
from Liechtenstein were reported as coming fromdhaféice but in July 1974 they
ceased to be remitted, leaving the banks insolvent.

The Bank of England’s position was that the pabamk in Israel was responsible to
make good the foreign currency losses and thaB#mik would not sell foreign
exchange from the reserves for this purpose. Timsdpproach found agreement in
the Treasury® The Bank of Israel quickly accepted responsibfiitythe Israel-

British Bank in Tel Aviv (guaranteeing deposits gndting the bank into the
management of Bank Leumi), but the Israeli Cabietitsed to allow them to take
over the London subsidiary without further inveatign of its busines¥. In the
meantime, the Chairman, Harry Landy (a British oradi) was persuaded by the Bank

to take on Natwest and Rea Brothers (merchant lbshéie adviser§.

The Bank of England was adamant that they wouldgat responsibility for the
deposits of the London subsidiary and that theigoreeserves should not be used to

support a foreign controlled bank. The Treasuyameto question whether it might
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be worth the $77 million to avoid a loss of confide in the City if that was
threatened. However, the IBB (London) did not @pge have any contagious effects
since it was a small bank and had taken deposits & large number of parties so
that no other bank was particularly expo&edsiven the dangers of a precedent for
British responsibility for subsidiaries, the Treastequested formally that it expected
to be consulted about any further action shouldgreeli authorities not be persuaded
to take responsibility’ The Department of Trade (responsible for authogiianks

to deal in FX) was concerned that this meant thdtaised dealers in London would
not be ‘assured of rescue if they are foreign adle’. They worried that this would
not have been understood ex ante to many deposiiorsas insurance companies
and building societie® ‘Authorisation’ seemed to imply some supervisiom
responsibility that was not backed up the BankmflBnd’s actual practice.

On the morning of Friday 2 August 1974, Moshe SanBavernor of the Bank of
Israel told Richardson that he could not recommntertids government that it assume
any responsibility for IBB (London) since ‘therens doubt in my mind that this
institution has engaged in unsound and irrespomgitactices™ This decision
implicitly put the blame on the Bank of England failing to exercise prudential
supervision, a claim made explicitly in the TregsuRH Seebohm remarked that ‘the
Bank seem to have exercised no thorough supervigitBB and much explanation
will be called for'®® That day IBB (London) applied to go into voluntéiguidation
and six days later, after a report by Binder Handgrthe London office, Bension was
arrested in Tel Aviv. IBB (London) at this poirddhabout £3-5 million of ‘good’
assets, a range of assets related to Landy conspamiepersonal loans to Landy of
about £1 million. Currency deposits amounted &dbuivalent of £40 million
including liabilities to ‘reputable’ banks and t@eown Agents, although no single
deposit exceeded £2 millidh. The Williams family also controlled two insurance
companies who had deposits (Sentinal life assurandéNational Insurance and
Guarantee property insurance) as well as a propertpany London City and
Westcliff. Apal Travel (aka ‘See Spain’) held agice from the CAA against a
£140,000 bond by IBB which was also at risk, affegsome 10,000 holiday makers
(it subsequently ceased trading). The systemig&ibgrihreat, however, was
considered minimal given the broad spread of dépasso the Bank of England

remained opposed to any bail out of local depasitor
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At this time relations with the Israeli governmevdre complicated by British refusal
to relax exchange control on British residents bgysraeli bonds, but it was decided
that raising the IBB (London) debacle in this casation would likely further sour
relations®? In September the Bank of England anticipatedah@anadian company
would take over the Williams empire and meet mdshe liabilities of IBB

(London), but this plan was later abandoffe®y early October the Bank of England
had persuaded the Bank of Israel to take some megplity for London depositors,
mainly by agreeing to contribute support themsethiesugh a transfer to the Bank of
Israel. Private depositors were to be paid in hdinks at a discount and Williams
family creditors left unpaifl’ The negotiations were prolonged until Septemb&51
when the Bank of Israel agreed to relinquish its3h deposit (c.£5.5m) with IBB
(London) so long as the bank of England agreedmiribute £3m to meet claims
against IBB (London), although the Bank of Isra@htinued to claim that the
subsidiary was outside its prudential and regugitaisdiction® The deal allowed

all personal depositors under £25,000 in IBB (Lando be repaid in full, remaining
creditors about 38% and Williams family interesits mhe Bank of England’s
position was that its concession was only due eddht that the failure occurred
before it was clear to the market that subsidiaares branches should look to their
home authorities for support, making clear thatdlveas no precedent being set for
the Bank bailing out foreign-owned banks in theifef® The IBB debacle led

directly to Governor Richardson pressing for aexdlive ruling at the BIS on
responsibilities for different forms of internatedrbanking institution even before the
foundation of the Basel Committée.This subsequently became a primary focus of
the Committee’s deliberations, culminating in then€ordat of 1975 after it had

rejected the ‘early warning system’ prompted byHeestatt collapse.

Conclusion

The failure of a range of banks across Europe la@dJSA as well as the need to
activate lender of last resort facilities to a widenge of institutions exposed a variety
of institutional structures operating across caestrbut also prompted some
similarities in response. Importantly, in eacheciee domestic banks were ‘bailed in’

to the solution. In the cases of Germany, the UK tiie USA lender of last resort
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responsibilities were shared between central bankscommercial banks either
through ad hoc institutions such as the Lifeboahore permanent arrangements such
as the LiKo-Bank. For the USA the FDIC took onglaeesponsibilities as a receiver
for failed US banks and broker for selling them éfhded by subscriptions from the
banking system, but ad hoc arrangements also tbailéehe banking sector: in the
case of the Franklin National Bank, the New York#&ing House members
contributed a substantial line of credit. The legal practical problem of
determining who was responsible for internatioraaiking liabilities was a more
contentious issue and was dealt with in an ad hecthat at times damaged market
confidence. More starkly, the rash of bank fakuegposed a dangerous lacuna in
international banking supervision of branches anitsgliaries of foreign banks,
which seemed to fall between home and host autbrit

The collapse of Herstatt affected internationalkats briefly in the Summer of 1974,
but this was mainly overcome by the end of Septersbéehe effects were fleeting.
The bank had little systemic impact beyond tighigraredit and access to the foreign
exchange market for smaller international banksthrsdwas overcome by promises
of support from the Bank of England and restrairthmg‘bidding up’ of interest rates
by the banks themselves. The most important elenfehe collapse was its timing,
which revealed the vulnerability of London’s markes actions taken in other
jurisdictions. This reinforced the impetus for @pexr information exchange among
supervisors. In this case, the Bundesbank clatimatcthe timing of the closure was
out of their hands, so it is not clear that certtaatk contacts would address the issue,
but this was nevertheless the format for developifmymal flows of information at
the BCBS. The Herstatt and the FNB also revedledriconsistent nature of how
central bankers dealt with market information -bath cases the fragility of the banks
was clearly known well in advance but little was\d@ver a period of some months
until the banks were insolvent. Further informeatlegange of information was

unlikely to resolve the problem, which had more&sowith how domestic prudential

regulations were enforced.

The impetus for British involvement in the Baseln@uittee was to fill the apparent
gaps in supervisory oversight for internationalksa(both branches and subsidiaries)

and this occupied the early meetings of the Baseh@ittee after the early warning
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system was abandoned. This issue did not arise thhe Herstatt or FNB collapses
but from the less famous IBB (London) and Lloyds\Bénternational affairs which
brought out the jurisdictional gaps clearly. le tase of losses in a branch of a
London bank, the Lugano affair showed that thgb@asibility was uncontroversially
at the door of the parent institution, if necessargported by the foreign exchange
reserves of the home country. The involvemenhef3wiss authorities as they tried
to ascertain the extent of the losses merely ddl#ye announcement and there was
no consideration that they might be involved in ajy-out if it were necessary.
Although the losses were not great and there waystemic effect, the extent of
rogue trading at the Lugano office of one of thganhondon clearing banks
prompted an overhaul of domestic banking supemia®it revealed the gap in the
British system which ignored foreign branches ofidlon banks. As the guidance to
banks was developed, it moved to encompass notbwahches but also subsidiaries
of UK banks.

For the Bank of England, the prolonged conflicthwtite Bank of Israel over
responsibility for a London subsidiary of a foreigank, and their eventual
capitulation to partially bail out creditors, prded a stark lesson of the need to
clarify jurisdiction for international banks. Thégpd assumed that a tacit principle of
responsibility of home offices for branches wouktieed to subsidiaries but this was
clearly not the case. They had to acknowledgettigat own understanding that the
Bank would not support London subsidiaries of fomdbanks was not necessarily
understood ex ante by the banking community antderend the Bank of England
had to contribute to the bail out (providing ‘nemrbney, where the Bank of Israel

merely wrote off its deposit at the IBB (London)).

While the Herstatt and FNB failures captured thadfiees and have been entrenched
as the impetus of the Basel Committee, this paggishown that two smaller
episodes had greater impact on the Committee’soapprand agenda. Blunden as
chair of the Basel Committee quickly abandonedpihas for an early warning
system prompted by the Herstatt and FNB collapsésgating it to exchange of
‘gossip’ at the monthly meetings of the Committéestead, the main efforts of the
Committee were tightening up governance of the FXket and establishing the

concordat on supervisory jurisdictions: promptedhsy/Lloyds and IBB respectively.
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