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C.E. ALTAMURA, UNIVERSITY OF GENEVA AND UPPSALA UNIVERSITY

IS IT POSSIBLE TO REGULATE INTERNATIONAL FINANCE?
EVIDENCES FROM THE DEBATE ON THE EURODOLLAR MARKET IN
BASEL, WASHINGTON AND PARIS.

ABSTRACT

Eurodollar market, which developed in London and other European
financial centres in the late 1950s and early 1960s, is the progenitor of

e the modern financial system.

Despite its steady growth during the 1960s, the Eurodollar market
remained under the radar of national and international monetary
authorities until the end of the decade. By that time this offshore and

unregulated market became a major issue of concern for some Western countries, wortied of

possible unwelcome capital flows and imported inflationary pressures. Other countries, on the
contrary, saw in the unfettered expansion of the Eurodollar market a modern and efficient way to
transfer capital on a global scale.

The debate between the ‘Controllers’ and the ‘Free-Marketeers’ was articulated within several
International Organisations (IOs), particulatly the Bank for International Settlements (BIS), the
International Monetary Fund (IMF) and the Organisation for Economic Co-Operation and
Development (OECD). The possible regulation of the Eurodollar market was the first debate
about the regulation of finance at a continental level.

This paper will seek to study the interactions both between national institutions and between
International Organisations in order to provide some fresh insights into the process of
transnational bargaining and to understand how the issue of the Eurodollar regulation was
tackled, who were the ‘Controllers’ and the ‘Free-Marketeers’ and which were the outcomes.

This study could prove particularly interesting to historicise the present-day debate on possible
European measures to regulate international financial flows and institutions.

The first section of our paper will introduce the post-war ‘embedded liberalist’” order and
illustrate how things started to change with the appearance of the Eurodollar market. The second
section will deal with the debate between ‘controllers’ and ‘free-marketeers’ on the regulation of
this offshore market. The third section will show how the oil shock of 1973 shifted the priorities
of the regulators. Section four will introduce some comparisons with modern-day Europe and
conclude.

This article will rely on a wide range of primary sources such as the IMF, the BIS, the OECD and
the Bank of England (BoE). Understanding how national and international actors dealt with the
regulation of the Eurodollar market shall provide us with new analytical tools to understand the
present challenges to the regulation of finance.
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Coping with Globalisation:
France at the OECD WP3 and the Reform of the International Monetary System
(1961-1979)

F.Galeazzi Rouen University
Abstract (532words)

France is commonly supposed to have played a peculiar role in the history of the
international monetary system since the beginning of the 1960s until the present time. « White
Knight », at best, or « watchdog », at worst (Bordo, Simard and White, 1999; Quennouélle 2002),
it constant attempt to reform the international monetary system is generally seen, by focusing
on the colourful personality of De Gaulle, as the mere expression of its imperialism or at least the
indefectible nationalism of the “grande nation” (De Lattre, 1966).

This view is probably not completely wrong. Our paper, however, aims to revisit it, by
questioning, on one hand, the variable positions held at the OECD WP3 by the two
representatives of France, namely the treasury and the Bank of France. To what extend did they
express the official position of the French government? Did the Central Bank always stay on the
same line with the Treasury? Or did it take part to the emerging epistemic community of central
bankers, especially at the European scale (Galeazzi, 2012, Feiertag and Clavert 2011)? On the
other hand, we will not only consider the French policy at the WP3 but also its economics
evolutions. Did the successive designs propose by France for the international monetary system
fit with the evolution of its own international economic situation, as regards the evolution of its
balance of payments as well the international status of its currency?

This contribution is structured around three key moments. The prime, over from the
creation of the OECD to the publication of the WP3 report’s on adjustment mechanisms within
the Bretton Woods system in 1966. The aim is to highlight the convergences and divergences
between France and other member states on the reform of international monetary system (IMS).
In addition, the 1966 report was the only published report of the WP3, at least until the 90s. It
put out the selected reflections lines of the group and their proximity to the French "thought”,
especially on the payments adjustment issue. From 1967 to 1971, France has only one
obsession: its gold reserves. This section wants to stress the implications of the French attitude
in the end of Bretton Woods. It focuses on the problems raised by the politicization of the debate
on the international liquidity issue; but also on the relationship between the gold, the dollar and
the Sterling Pound crisis of 1967. The Last time presented the French position in the debates
surrounding the introduction of floating exchange rates. Campaigner for the System Restoration
and ended by resigned to the impossibility of maintaining international fixed exchange rates. It
especially underlines the increasing gap between France and other European countries which
gradually isolate the French proposals in international negotiations between 1971 and 1979.

Our purpose is to demonstrate that from the first dollar crisis in 1960-61 to the
emergence of the EMS in 1978-79, the French international monetary policy could be
interpreted as an answer to the increasing challenge of the globalisation of currency markets.

This paper will be mainly laid on primary sources, as the archives of the WP3 itself but
also as the archives of Bank of France and of the Ministry of Finance.
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MARKET EVALUATIONS AND STRATEGIC FACTORS:
A COMPARISON FROM ASIAN BANKS’ M&A AND ALLIANCES

Aoyama Gakuin University Yoko Shirasu

This paper covers Asian stock exchanges to empirically examine market responses
to alliances, M&A announcements, and changes in management strategy made by
listed banks. Based on Altunbas and Marques (2008) study, this study examines the
relevant strategic management factors using regressions with the SCAR as its
dependent variable and six strategic factors as independent variables.

The cross-sectional results suggest that a cross-border diversification strategy
anticipates value creation and that investors are not interested in industry
diversification. Investors evaluate banks having low loan ratios with a view to later
increasing the loan book by acquiring business loans through a mutually
complementary alliance or M&A. Investors value banks with low loan ratios as ways to
purchase larger loans for business through mutually complementary alliances between
acquirers and targets. The M&A tools deployed by Asian banks’ appear to be relief
methods for unsound banks.

The cross-border effect is dependent on the differences among countries’ credit
ratings, degree of economic freedom, and the nature of their legal and regulatory

financial systems.

JEL Codes: G34, G21 and G15
Key word: Bank M&A, Asian markets, Cross-border, Diversification
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Bank Diversification into the Insurance Business:
Effects of Deregulation of Bank-Sales Channel at Japanese Banks

Masaru Konishi (Hitotsubashi University)
Eiji Okuyama (Chuo University)
Yukihiro Yasuda (Tokyo Keizai University)

We empirically examine the diversification effects of the deregulation of bank-sales
channel into the insurance business at Japanese banks. Using Japanese unique data
set on fee-based revenues, we can identify separate fee-based revenues such as
insurance and/or mutual fund sales. We find that banks with more branches, higher
BIS ratio, and higher loan-to-deposit ratio tend to shift toward insurance fee
businesses. This indicates that branch expansion and bank health can affect the fee
business strategy at each bank. We find that banks with higher mutual fund fees tend
to earn more insurance fees, implying that there is a complement relationship between
them. In contrast, the relationships between mutual fund and insurance sales have,
interestingly, changed to be substitutes after the Global Financial Crisis. We also find
that banks with higher insurance revenues are riskier, which is consistent with the

previous international evidence.
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How Does the Regional Monetary Unit Work as a Surveillance Tool

in East Asia?

Toyo University Kentaro Kawasaki

To utilize the Chiang Mai Initiative Multilateralization (CMIM) for the crisis
management method, the macroeconomic surveillance over the member economies
should be ex-ante conditionality. Hence, the ASEAN plus Three Macroeconomic
Research Office (AMRO) established to detect possibilities of economic crises and to
prompt to restructure or reform a rigid structure or system. Although monitoring
exchange rates of currencies of these countries vis-a-vis the USD is essential for
surveillance, the AMRO should have an original tool to consider region-specific factors
and more efficient tools than the IMF surveillance.

Therefore, this paper proposes usage of the Regional Monetary Unit (RMU) in
monitoring exchange rates. The empirical analysis of this paper confirmed that the
deviation indicator of the regional monetary unit such as the AMU DI is expected to
work as a useful tool for the macroeconomic surveillance This paper also tries to define
the country’s equilibrium exchange rate vis-a-vis the RMU to provide useful statistical
information about exchange rates misalignments among East Asian currencies by
employing the Permanent-Transitory decomposition proposed by Gonzalo and Granger

(1995).

Key words: Equilibrium exchange rate, regional monetary unit, Cointegration,
Permanent-Transitory decomposition
JEL classification: F31, F33, F36
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Term Structure Dynamics with Macro Factors using High Frequency Data

Hwagyun Kim (Texas A&M University)

Hail Park (Bank of Korea)

This paper empirically studies the role of macro factors in explaining and
predicting daily bond yields. In general, macro-finance models use low-frequency data
to match with macroeconomic variables available only at low frequencies. To deal with
this, we construct and estimate a tractable no-arbitrage affine model with both
conventional latent factors and macro factors by imposing cross-equation restrictions on
the daily yields of bonds with different maturities, credit risks, and inflation indexation.
The estimation results using both the US and UK data show that the estimated macro
factors significantly predict actual inflation and the output gap.

In addition, our daily macro term structure model forecasts better than

no-arbitrage models with only latent factors as well as other statistical models.
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The Impact of Sudden Change on Long Memory between Japanese and
Korean Stock Market

Sang Hoon Kang (Pusan National University)

Seong-Min Yoon (Pusan National University)

The volatility of stock markets is affected substantially by infrequent sudden
changes or regime shifts, corresponding to domestic and global economic
events. Examples include the 1997 Asian currency crisis, the IT dot com bubbles, and
the recent global crisis in 2007-2010. Such a sudden change in the underlying economy
and or fundamentals is an important component of managing market risk and
uncertainty, and in the construction of investment portfolios and the pricing of
derivative securities. In addition, these changes have brought about stock volatility
linkages or information transmission channels across domestic and international
markets. In fact, it is important to take into account the possible existence of sudden
changes in the time series behaviors of their volatilities.

This study assessed the impacts of sudden changes on volatility persistence or long

memory, and then incorporated these impacts into the multivariate FIGARCH-CCC
estimation in order to understand the information flow and volatility transmission
between Korean and Japanese stock markets.
The principal objectives of this study are twofold: First, this study detects the sudden
changes using the iterated cumulative sums of squared (ICSS) algorithm and evaluates
the impact of sudden changes on volatility persistence using a univariate fractional
integrated GARCH (FIGACH) model. In particular, we examines whether the inclusion
of sudden changes in the FIGARCH model reduces the coefficients of volatility
persistence/ long memory or not. Second, this study takes into account those sudden
changes to analyze accurately the origin, intensity and direction of wvolatility
transmission between Korean and Japanese stock markets. We employ the CCC
parameterization of the multivariate FIGARCH model which does not impose the
restriction of constant correlation among variables over time. Our empirical finding
might indicate that ignoring the sudden changes might overestimate the degree of
volatility transmission that actually exists between the conditional variance of Korean
and Japanese stock markets.

We conclude that ignoring sudden changes results may cause misinterpretations of
the degree of volatility transmission that actually exists between the conditional
variances of two stock markets. These findings provide important implications for
building accurate asset price models, forecasting volatility of stock returns, managing

market capitalization and further understanding information transmission mechanism.
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Measuring Core Inflation under Price Divergence

Ryan Greenaway-McGrevy (Bureau of Economic Analysis)
Young Se Kim (Sungkyunkwan University)
Donggyu Sul (University of Texas at Dallas)

Core inflation is commonly understood as the component in headline inflation that
1s expected to persist over the medium term. Timely conventional measures include
limited influence estimators (e.g. trimmed means and medians) and excluded-item
measures (e.g. headline inflation excluding food and/or energy items). These measures
are appropriate when a single component underlies persistent price changes in the
basket of consumption items. However, in this paper we present statistical evidence
suggesting that (i) prices of consumer items are diverging over time, and (ii) several
sub-convergent clubs underlie this overall price divergence. Underprice divergence, the
conventional core inflation measures become inaccurate, and are likely to be biased over
longer time intervals. However, because price changes within each convergence club
share the same persistent component, we can construct an accurate measure based on
these groupings. Indeed, we show that our proposed estimate performs better than
extant measures when evaluated by the conventional statistical criteria. In particular,
it provides a more accurate forecast of headline inflation in terms of mean square

prediction error.

Keywords: Core Inflation, log t regression, time varying common factor representation,

median estimator.
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Function of Collateral
When Asset Class is Account Receivables and Inventory:

A Comparative Analysis of Japanese and US Bank Inspection Manuals

Aki Kinjo (Kansai Gaidai University)

Why do lenders seek collateral? Is collecting cash from the disposal of assets in the

event of default the only function of collateral, when the asset class is not real estate?

This question is relevant today because loans that use business assets such as

accounts receivable and inventory as collateral have been recently introduced to Japan.

They are typically called “moveable assets and credit collateral loans” (dosan saiken
tanpo yushi) or Asset Based Lending (ABL).

This paper conducts a comparative analysis of inspection manuals for banks in both
Japan and the US to analyze the function of collateral in such type of loans. The
manuals provide empirical evidence in not only the regulatory framework, but also the
thinking of the regulators on the expected behavior of banking practitioners in both
countries.

By carefully examining the manuals and supplementary documents, it becomes
evident that both US and Japanese regulators recognize the importance of collateral as
a medium to gain comprehensive and timely understanding of the borrower. Such
function of collateral, in addition to providing liquidation value to mitigate potential

losses, 1s one that cannot be expected when real estate is used as collateral.
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Structure of Bank Loan Debt: Evidence from Newly Listed Firms in Japan

Nagasaki University Masayo Shikimi

This study investigates how firms determine their bank loan structure to balance
the benefits and costs of multiple banking relationships. Using the bank loan share
data for newly listed firms in Japan, it is found that firms with fewer tangible assets
and greater financial risks choose heterogeneous multiple banking relationships,
consisting of a large relationship lender and other banks. It is also found that firms'
banking relationships are less concentrated among bank loan dependent firms. On the
other hand, profitable firms are found to choose more concentrated and homogeneous
banking relationships. These results suggest that firms choose both the debt and bank

loan structure to balance the risk of hold-up problems and coordination failure.

Key words: bank competition; lending relationships; growing firms; hold-up problems;

coordination failure
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Bank Competition and Local Employment in Japan: A Causal Link

T N SN R % 2

The aim of this paper is to provide solid evidence of how competition in the
local banking industry affects the condition of local employment, by using data on the
banking and manufacturing industries in the 47 Japanese prefectures. The main
findings are as follows. A higher concentration in local Japanese banking markets is
beneficial for employment at relatively large firms at the expense of employment at
small firms. This is especially true in economically less-developed prefectures. The
large differences in the magnitude of the effect across prefectures suggest that the
positive effect of banking concentration on employment at relatively large firms is
partly offset by the conventional interest rate channel that restricts the availability of

credit to all borrowers regardless of firm size in some highly competitive local markets.

JEL Classification Numbers: E24; E51; G21

Keywords: Bank competition, Local employment, Spatial market segmentation, Japan
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Optimal Risk Sharing in the Presence of Moral Hazard
under Market Risk and Jump Risk

Hitotsubashi University = Takashi Misumi
Hitotsubashi University HisashiNakamura

Hitotsubashi University  Koichiro Takaoka

This paper provides a tractable framework to study optimal risk sharing between
an investor and a firm with general utility forms in the presence of moral hazard under
market risk and jump risk. We show that, for any two-date discrete-time moral hazard
model, there exists a continuous-time model that obtains the same optimal result. More-
over, we characterize the optimal risk sharing explicitly, in particular, the structural

effect of jump risk on the optimal allocations.



53

(Bl 1)

What Future for the Eurozone Governance

IDEI, Université Toulouse 1  Jean Tirole

The Eurozone crisis brought serious institutional design problems to light. Academics
and politicians have called for a reform of institutions, often in the direction of more
federalism. Yet, short of a full-fledged political union, “federalism” is given many
interpretations: larger European budget, joint-and-several liability (the Eurobonds
proposals), various forms of banking union, and European unemployment insurance, to
name a few. Meanwhile, new prudential regulations and structural reforms concerning
the interaction between retail and investment banking will impact the European
financial industry, and Europe may have to face a hard choice between debt
repudiation and debt monetization. The lecture will discuss the desirability and

likelihood of alternatives, emphasizing the incentive view of Eurozone institutions.
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Non-regular Workers and the Stagnant Economy

Kobe University, Graduate Student Shingo Umino !

This paper specifically examines features of labor supply heterogeneity in Japanese households
and describes how such a structure affects household expenditure, which has stagnated during the
last two decades. The particular circumstances represent the increase of non-regular workers but
are not necessarily limited to Japan. Non-regular workers are definable in many dimensions, but a
common feature is that they have quite unstable contracts of employment. If such labor increases
greatly, then one can assess the impact on the actual economy. Therefore, a general equilibrium
model was constructed to explain some empirical VAR evidence. The model shows that the reactions
of aggregate consumption and housing investment to the shock of increasing non-regular worker
ratio are negative and that they are consistent with empirical results. Housing investment exhibits
greater sensitivity to the shock. Moreover, decreasing output for consumption goods and housing
investment in response to the shock is greater than that decrease of demand. This paper suggests
that employing few non-regular workers is preferred and that non-regular workers should not be

employed for long periods.

Keywords: non-regular workers, collateral constraint, stagnated demand, DSGE model.
JEL Classification Number: J23, E24, E32.

! Kobe University, 2-1 Rokko-dai, Nada, Kobe 657-8501 (E-mail: shingo.umino@gmail.com).
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Pairwise Tests of Convergence of Japanese Local Price Levels
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Exchange Rate Appreciation and Export Price Competitiveness:
Industry-specific Real Effective Exchange Rates of Japan, Korea and China”

Kiyotaka SatoT,

Junko Shimizu¥,

Nagendra Shrestha$,
Shajuan Zhang™*

This paper constructs a new data set of the industry-specific real effective
exchange rate (REER), based on the producer price indexes, of the Japanese yen,
Korean won and Chinese renminbi at a daily basis from 2005 to the present in order to
provide a better indicator for international price competitiveness of three countries. We
also investigate the recent trend of export and import price indices in both domestic and
contract currency terms especially in Japan and Korea, and provide empirical evidence
of the exchange rate pass-through/pricing-to-market. It is revealed that a substantial
fall of domestic producer prices has enhanced the Korean firms’ export competitiveness
compared to the Japanese one especially in the electric machinery industry. A small
degree of exchange rate pass-through in domestic prices as well as the US dollar
invoicing trade with large nominal depreciation has also increased the relative export

competitiveness of Korean firms to the Japanese counterparts.

JEL Classification: F31, F33, F15
Keywords: Real effective exchange rate (REER), industry-specific exchange rate, export

competitiveness, exchange rate pass-through
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Industry (RIETI), the Center for Economic and Social Studies in Asia (CESSA) at
Yokohama National University, and the JSPS (Japan Society for the Promotion of
Science) Grant-in-Aid for Scientific Research (B) No. 24330101. We wish to thank
Takatoshi Ito, Eiji Ogawa and Keiko Ito for valuable comments on the earlier version of
this paper.
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Exchange Rate Risk Management of Japanese Firms:
New Findings from Questionnaire Survey

Gakushuin University Shimizu Junko
University of Tokyo Takatoshi Ito

Chuo University  Satoshi Koibuchi

Yokohama National University Kiyotaka Sato

It is often said that a strong yen causes a big influence on both the business
performances of the Japanese firms in the short term and the corporate strategies
including the placement of the production base in the medium to long term. The degree of
these influences might depend on each firm's exchange rate risk management. Japanese
firms utilize a combination of financial hedges and operational hedges to manage their
currency exposure. While the financial hedges are conducted to hedge their currency
exposure by using foreign exchange derivatives in foreign exchange market, operational
hedges are utilized among the firm's international subsidiaries to reduce their foreign
exchange exposure. In addition, Japanese exporting firms have promoted the transfer of
production bases overseas, or increase capacity of existing overseas bases, and increase the
proportion of imported components from overseas and other measures to ensure the
benefits.

In this paper, we investigate the exchange rate risk management of Japanese
firms based on the questionnaire survey. Questionnaires were sent to all Japanese
manufacturing firms listed in the Tokyo stock exchange in September 2009 with the
cooperation of the Research Institute of Economy, Trade, and Industry (RIETI). The
questionnaire survey (henceforth, 2009 RIETI survey) covers rich information not only on
the firms' foreign exchange rate risk management but also on the firms' choice of invoicing
currency and price revision (pass-through) strategy. The survey results are classified by
industry and by the firm size, using annual financial reports of sample firms, through
which new evidences of Japanese firm's exchange rate risk management, such as the usage
of financial and operational hedging and price revision are presented.

Our analysis shows how Japanese firms combine three different tools of exchange
rate risk management policies, operational and financial hedging and exchange rate
pass-through under their own choice of invoicing currency, to mitigate the influence of
exchange rate risk. Given growing regional production network of Japanese firms, our
findings based on the questionnaire study will have important implications for future

exchange rate policies to support more effective exchange rate risk managements.
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