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CONVERGENCE, SAFETY AND STABILITY OF THE
CONTEMPORARY BANKING SYSTEM — SELECTED
ISSUES

The study is descriptive-systematizing. Selectsedes related to the convergence, security
and stability of the modern banking system andnfona innovations were made. The phe-
nomenon of convergence and institutional-structieatures of the models of the financial
system were discussed. It also presents the ingbacinvergence in the financial system on
its stability in the theoretical perspective, witarticular emphasis on the factors of financial
instability in the shot of H.P. Minski. It seemdildaly to analyze changes in financial systems
in a holistic way in terms of their similarity. ik more appropriate to analyze modifications,
including similarities and differences in financ®istems of different countries through the
individual elements of these systems. This pasitulapplies to financial innovations in the
product, process and organizational dimensionak noticed that the elements of the finan-
cial system seem to evolve in such a direction fimaincial innovations show significant
similarities in countries with diverse financialssgms.

Keywords: financial system convergencability of banking system, safety of banking sys-
tem, models of banking system, deregulation.

1. INTRODUCTION

The global financial crisis that began in the @diStates in 2007 is one of the biggest
crises in the history of the global economy. Itarse can be traced to the model of invest-
ment imbalance and financial instability of H. Mkys|t seems that today in the conditions
of existing interdependencies between countriestia@aonvergence of financial systems,
the international transmission of financial cris&® consequence of progressive conver-
gence.

The aim of the study is to descriptively-systesmtihe concept of convergence and
security of the banking system, and thus to makeeskind of introduction to the issue of
convergence and its impact on the stability ofrtftelern banking system. The considera-
tions undertaken are a contribution to the furthralysis of the problem, including describ-
ing and examining the dependencies and their direcbetween convergence and financial
stability. Due to the breadth of the notion, theaficial system in the elaboration is limited
to the banking system, which in the continental elasl its main element, and universal

1 Kinga Stpien, PhD, Jarostaw fbrowski Military Technical Academy in Warsaw, Detpaent of
Logistics, Institute of Security and Defense Systegen. Sylwestra Kaliskiego 2b Street, 00-908
Warszawa 46; e-mail: kinga.stepien@wat.edu.pl. ORODO0-0001-6564-3574.



64 K. Stepien

banks accumulate a significant part of the asddteentire financial systehThe study is
the author's starting point for a comprehensivdyaigof the impact of financial conver-
gence on the stability of the banking system. Tdsearch method used in the preparation
of this study was the analysis of domestic andidoréterature.

2. CONVERGENCE OF FINANCIAL SYSTEMS AND INSTITUTION AL-
-STRUCTURAL FEATURES OF MODELS OF THE FINANCIAL SYSTEM

The national financial systems in recent decade® been influenced by such factors
as globalization, deregulation and liberalizatiang the development of information and
communication technologies. Financial deregulatiod innovations introduced in the last
two decades of the 20th century stimulated the ldpweent of financial markets.

The elimination of barriers between types of ficiahintermediation and financial ser-
vices leads to the similarity of financial produetsd markets. In this sense, one can talk
about the convergence of financial systems, whiehs&rongly differentiated and protec-
tionist, evolving towards the single market. A sigihconvergence is the increasing im-
portance of the capital market in the accumuladiod allocation of capital in the economies
of countries in which the continental model of fimancial system has developed and the
increase of universalism of financial intermediafieading to the unification of their prod-
uct offerings and organizational structures.

In the considerations on the convergence of filsystems one can distinguish sev-
eral threads, which in the most general terms rteféhe causes of this phenomenon, the
strategy and organizational forms of financial imediaries and potential threats and risks
resulting from the similarity of financial systendgan der Berghe, Verwiere, Carchon,
1999). In the last case, the phenomenon of “fireizetion” and the financial crisis of 2008
are widely considered (Kgiyk [red.], 2013). One of the currents of the debate
on the convergence of financial systems is to ctarsihe consequences of globalization
and financial deregulation for the internationdiiza and harmonization of the financial
sector regulation system, and thus the model oftfoning of financial intermediaries.
t. Jabtaski points out that the convergence of the regwyaphere can be treated as
a process of countries becoming similar in ternfsioétioning socio-economic institutions,
including formal institutions, which are undoubtgdinancial intermediaries and central
institutions of the financial system (Jaffii, 2012). From the previous considerations on
the convergence of financial systems, it followast tthe discussion focuses on attempts to
answer the questions of what are the convergewtera how it is approached, and how to
measure the degree of modeling of the financiatesysmodels (Berger, Boot, Thakor,
1997; Mester, 2003; Bos, Kolari, van Lamoen, 2013).

One of the spheres of the market economy in whictvergence takes place is the do-
mestic financial system. In general terms, it &tof commercial institutions and mecha-
nisms allowing the accumulation and allocationin&iicial capital in the economy. Thus,
it is an infrastructure enabling the meeting offiy@nd demand for capital (the entity side)
as well as standards and financial instrumentsatetised for this purpose (subject). The
functions of the financial system are classifiethia literature using various criteria. Apart

2 Banking systems in individual countries show hiffedences. This is a consequence of the regula-
tion that these systems are subject to.
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from the deliberations on the differences betwédenfinancial system and financial mar-
kets, it can be assumed with some simplificatiat the functions of financial markets are
identical to those of the financial system becdhe& implementation by the financial sys-
tem supports economic developmesiderowicz, 2001)

The literature on the subject shows that therebasgcally three perspectives for de-
scribing and analyzing the financial system: ingitinal approach, financial intermediation
and functional. The institutional analysis is doatad by a descriptive approach focusing
on describing the institutions of the financialteys and their activities. A frequently ac-
cused allegation is that it is incomplete, but mehedess sufficient to characterize the struc-
ture of the national financial systems and to diffetween them. In the second case, the
involvement of banks and other financial institnsdn the process of financial intermedi-
ation is highlighted, taking into account varioygéds of transformations and mitigating the
conflict of interests between the capital providand the borrowers. The key role is played
by financial intermediaries (financial institutign@nd among them the most important
function is fulfilled by banks that transform thegaired funds into long-term capital. It
seems that the progressive integration of the fonstof financial institutions requires a
functional approach that overcomes the limitatiohboth previous ones. In this case, the
emphasis is put on the functions that the finansjatem implements for the economy
(Marton, Bodie, 1995; Schmidt, Hacketthal, Tyrdlf99; Bodie, Merton, 2000; Allen,
Chui, Maddaloni, 2004).

The reasons for the convergence of financial systean be seen in the processes of
consolidation of financial institutions, intenséiion of cross-border financial operations,
technical and technological progress as well asitinersalization of banks' offer and cre-
ation of financial conglomerates. In addition, lie tderegulation and liberalization of most
economies and financial innovations, in particitaasset securitization. These factors af-
fect the financial systems in a combined way (Kuka2008). As a result, the modern
capitalist economy aims at a model that would comlbhe features of the financial systems
of the most developed world economies, i.e. systenvergence.

Taking into account the stages of the evolutiotheffinancial system, at the level of
significant generalizations, two basic models @dirg capital can be indicated. The crite-
rion for distinguishing these models is the domtrigipe of financing in a given economy:
direct based on financial markets and indirect wlih dominant role of financial interme-
diarie$. On this basis, a market model is distinguishedeld on financial markets with
a significant role of the capital market and, caustly, financial institutions and instru-
ments characteristic of this segment of the finainciarket (Anglo-American model) and
a banking model in which universal banks throudfaak loan provide capital to economy
(German-Japanese modelJhe presented classification, despite the faattithis probably
the most used one, did not resist criticism. Théroajections formulated in its direction
is the limitation of a group of countries on thesisaof which the model of the financial
system is determined to the United States of Amesitd the United Kingdom in the case
of the market model (Anglo-American) and Germang dapan in the German-Japanese
model, and also a false assumption about the existef two ideal models of the financial
system while in practice both forms may occur irefial (Matysek-ddrych, 2007). In ad-

3 The model is characteristic of the economy ofuis#\ and Great Britain.
4 A model characteristic of continental Europeanntdes and Japan.
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dition, international surveys emphasize that altfiothere is evidence of a relationship be-
tween the degree of development of the financistesy and the level of economic growth,
there is no confirmation that any of the modelgheffinancial system separated on the basis
of this classification has a better impact on eooicogrowth (Levine 2002; Demirguc-
-Kunt, Huzingo, 2000; Solar2005).

A characteristic feature of the continental madehe acquisition of external financing
by enterprises primarily in the form of bank lognanted to them by universal banks. This
determines the model of the banking system, whictieiveloped countries is highly con-
centrated and based on universal banks. Other tfffesncial intermediaries are less de-
veloped (eg investment funds, such as ventureatdpitds). In this model, universal banks
play a dominant role in the financial market ane af particular importance for ensuring
efficient, proper, effective and safe functionirfgtee entire financial system and, as a con-
sequence, of the economic system. In an indiregt when deciding on the availability of
financing sources, banks influence the implemematif investment projects. In the conti-
nental model there is also a proper form of corgogmvernance (corporate governance)
consisting in the monitoring of ventures and bormby banks.

In the market model, enterprises acquire financagdital primarily through issues of
transferable financial instruments (mainly shar&$le supply of liquid instruments com-
peting with the classic forms of investing the rateeturn on capital is an impulse for the
development of this market. As a result, the ligyiénd depth of the capital market in-
creases and contributes to easier obtaining ohdiila capital from this market and to the
development of investment funds. They offer investbe opportunity to reduce the invest-
ment risk while ensuring a return rate higher thank deposits. The liquidity characteristic
of the stock market creates impulses for obtair@ing analyzing information, which in-
creases the probability of achieving profits froompleted transactions. The increase in the
role of investment funds limits the importance afuersal banks, which mainly perform
payment and settlement functiom®egelopment of the financial system2014).

The structural features of this financial systeodsi include the financial market as the
dominant form of the institution and a clear sphgiaf financial institutions, including
banks that display the profile of a deposit andlittgank or an investment bank. The degree
of concentration of the banking system in the Ap§toerican model is low, while the
segments of the financial market are charactetizeligh degree of liquidity. In addition,
the capital market strengthens corporate governamtéacilitates mergers and acquisitions
of enterprises.

There is no evidence in the literature for thestice of an advantage of any of the
financial system models discussed. It turns out tha impact on economic growth has
a degree of development of the financial systemitsistructure (Demirguc-Kunt, Huzingo,
2000; Demirguc-Kunt, Feyen, Leviy2011). In practice, you can talk about a certaonie
plementation” of both models in different propontsoand the following relationships:

» the high-growth and liquidity stock market can effshe negative effects of the

banks' advantage over enterprises,

» banks and markets provide financing for diversitieiness entities.

A cross-sectional study on the convergence offife systems in Europe in the period
1980-1998 shows that it was impossible to talk affinancial systems becoming similar.
The German financial system was close to the cental model with the dominant role of
universal banks, while the structure of the finahsiystem in the United Kingdom demon-
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strated the characteristics of the market modelvéd@r, the changes in the structure of the
financial system in France have been noticed, wisiclifficult to clearly identify as a con-
tinental or market one (Schmidt, Hackethal, Tyr2llp1). This statement is confirmed by
more recent studies, which are a comprehensivenatienal comparative analysis of the
structure of the financial system. It shows that fgroups of countries can be distinguished
due to the criterion of financial market dominancéanks in the financial system (Bijlsma,
Zwart, 2013). Firstly, countries with market financial &yms (the Netherlands, the United
Kingdom, Belgium, Finland, France and Sweden), sdlgocountries with a model of
a financial system dominated by banks (Austria, Dark, Germany, Greece, Italy, Portu-
gal, Spain), then the financial system of the coestof Central and Eastern Europe (Bul-
garia, the Czech Republic, Estonia, Hungary, Latvihuania, Poland, Romania, Slovakia
and Slovenia) and others (Ireland, Malta, Cyprussdmbourg), which are characterized
by a very large banking sector and a high ratilmafs to GDP.

A general analysis of the structure of the finahsystem in Poland leads to the conclu-
sion that it is close to the banking model. In éissets of the financial system, the largest
share is held by banks (around 85% of GDP), whiehtlae main providers of capital for
the enterprise sector. In recent years, howevearitbe noted that the importance of banks
in the financial system is reduced in favor of otfigancial intermediaries (insurance com-
panies, pension and investment funds) active incdptal market. This is probably the
result of the growing level of development, highiguidity and depth of the Polish capital
market.

3. STABILITY AND SECURITY OF THE BANKING SYSTEM

The stability of the banking, financial and ecomosystem gained in importance at the
beginning of the 21st century. This was mainly thuéhe negative effects of the financial
crisis 2007-2008, which severely affected many tes at different levels of develop-
ment. Comparative arguments from international canaifive studies suggest that the effi-
ciency of institutions creating and operating witliie banking and financial system sig-
nificantly determine the functioning of the econorsystem per se on the one hand, and on
the other is an important factor stabilizing theise of real economic processes, ie growth
and economic development (Barlevy, Tsiddon, 20@60B, Meissner, 2011; Beer, 2012).
Negative experiences of this crisis have showndmsatiptions in the area of stability may
cause disturbances on the financial markets arkdeimeal economy. Therefore, the effi-
ciency of banking and financial systems is or stidnd the goal of not only the institutions
of the state acting as a macroregulator of realgeges, but also institutions that are part of
the financial sphere of the economy.

The experience of banking indicates the existeficependence between the reliability
and good condition of banks and economic efficieftye efficiency of the banking system
determines the functioning of modern economiess Theconfirmed by the relationship be-
tween the degree of development of financial marleetd the economy (Levine, 1996;
Wojtyna, 1997; Summers, 2000; Kose, Prasad, RoWdéf, 2006). A. Wojtyna explains
that theoretical and empirical studies seem toioonthe hypothesis about the significant
influence of modernity and the stability of thedintial system on the rate of economic
growth. With the increase in real national incomee gapita, the share of financial institu-
tions in creating national income (financial degpghincreases. In practice, this means
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that an increasing portion of assets takes thadiaaform. In the conditions of rapid eco-

nomic development, the increase in the averageevafiassets of financial institutions to

national income is also faster. Therefore, it gitlmate that in each state, due to the func-
tions performed, the efficiency of the banking eed$ an essential factor in the develop-
ment of the entire economy. Disruptions in the fioming of the banking system may jeop-

ardize the stability of the entire economy, inchglby disrupting the process of collecting

funds and allocating them for investment. Centealking system institutions play an unri-

valed role in ensuring the stability of the banksygtem. Against the background of the
2007-2008 crisis, it can be said that the shapesldement and functions of the Financial

Safety Net (SBF) should adapt to the changing ¢mmdi of the internal and external envi-

ronment.

In the literature on the subject, there is a dismn on the concept of financial stability.
The conclusions from it lead to the conclusion thatissue of defining financial stability
can be approached in two ways: specifying whatniancial stability or by defining the
opposing concept — financial instability (Zygierewi 2013). The existing definitions em-
phasize the relationship between the financialesysind the real sphere of the economy:
on the one hand, the condition of the economy dépen the efficiency of the financial
system, and on the other hand the state of theoetpmay be the source of external shocks
that disturb the system. At the same time, thenfifed system alone is able to prevent crises
(Szczepaska, Sotomska-Krzysztofik, Pawliszyn, Pawlikows¥04). The stability of the
financial system is also defined as a state in Wwihe financial system performs all its
functions in a continuous and effective mannerpewethe event of unexpected and unfa-
vorable disturbances on a large scale (Solarz,)2@04 noted that in conditions of banking
system stability there may be incidental problemsame institutions, changes in asset
prices or bank failure. However, as long as theyaiothreaten the entire banking system,
the stability of the banking system is still beitigcussed.

The financial crisis of 2007—2008 has significagthntributed to the attempt to redefine
the security and financial stability and the rofehee SBF institution in its provision. The
analysis of the literature, however, leads to otite that attention is focused on systemic
risk and providing prudential solutions adequatéggacale. Attempts are made to identify
and classify sources of financial instabilit§l¢bal Financial Stability Report, 2008;
Bullard, Neely, Wheelock, 2009).

4. CONSEQUENCES OF FINANCIAL SYSTEM CONVERGENCE FOR
SECURITY AND STABILITY IN THE THEORETICAL PERSP ECTIVE

The financial convergence that has taken plagdénbanking system in the last two
decades of the 20th century and at the beginnitigeo?1st century, beyond the undisputed
positive influence, also caused threats to itsisigcand stability. Most of these threats may
be associated with the already mentioned procedsgsbalization, financial liberalization
and progress. technology. The IMF surveys show ttiede threats can be divided into:
macroeconomic sources of instability and sourcesifp to the banking sector (sector-
specific sources). One of the economists who thgitjuexamined and comprehensively
explained the crisis phenomena in the economyudtiiey the reasons for the instability of
the financial system was H.P. Minskvirfsky, 1986) In his research he paid attention that
the economically dramatic events of the Great Degpoe and the Second World War fol-
lowing them, resulted in the development of sai@bgization mechanisms in the American
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economy. However, the stable structure of the firnsystem being a legacy after the
Second World War and the financial conservatismeltgped as a consequence of the
“Great Depression” disorders (which together ctwiied to the stability of the system),
over the years lost their importance under theigrfte of new economic trends. As a result,
the deregulation of the 1980s has evolved a newetsire of the financial system, on the
one hand more flexible, with significant benefitg fnarket participants with an open ap-
proach to innovative market practices, on the otierd more complex, less stable and
more prone to crisis. As Minsky rightly pointed ot different periods the economy oper-
ates differently and its mechanisms are subjetitdampact of diverse conditions. For ex-
ample, the American economy of the 1970s and 1@88@smore volatile than it was in the
1950s, in the early 1960s and even in the 19605 tha should be attributed to, among
other things, changes in the structure of finari@ailities and in changing financial stand-
ards. The financial standards are reflected inctiveditions for settling liabilities. These
conditions reflect the current trends in the finahenarkets and expectations as to their
future changes.

According to Minsky, one of the important reasdoisthe sensitivity of the modern
financial system can be considered changes inttbetsre of financing enterprises and
households. Today, to a much greater extent than afew decades ago, both enterprises
and households finance their current projects (@opdion) and investment projects from
external funds obtained on the financial markee gteater than ever exposure of compa-
nies and individuals to the financial market, intthg in particular its debt segment, makes
the financial condition of these entities to a ¢ge&xtent dependent on the current condi-
tions on the financial markets and vice versa —dfability of the financial market to
a greater extent than ever before depends on thditmm of enterprises and households
participating in operations on this market. As &eotreason for the greater vulnerability of
the modern financial system to crisis phenomenastwoeld indicate changes in the struc-
ture of liabilities of business entities; in recelgcades, the share of short-term liabilities
has been gradually increasing at the expense gftlerm liabilities. It results from the ten-
dency to finance long-term investment undertakiofggompanies with short-term indebt-
edness, which is then rolled up. The main reasothf® more risky deviation from long-
term financing to short-term financing includesteg costs of servicing long-term debt,
whether in the form of loans or issuance of debtigges. Under normal conditions, short-
term interest rates are lower than long-term rates,to the risk of financing, higher in the
long run. The consequence of changes in the steuctuliabilities is related to another
reason for the sensitivity of the modern finansigtem, namely the repayment of liabilities
from the ability to incur new ones. Nowadays, pdgdiabilities, both in their interest part
and in the capital part, are regulated by fundeged internally by the company (eg rev-
enues from the sale of goods or services) or bgdimaids (remuneration), while the form
of regulating matured liabilities due to their refhcing, ie the repayment of liabilities from
funds obtained from a new loan (rollover), is becggmmore and more popular. The reason
for susceptibility to crisis phenomena of the madfénancial system can also be seen in
the dynamic development of the segment of “exdfiicdncing instruments. Because the
“inventors” who are rewarded with the interest eguers and investors and finally addi-
tional revenues for the creation and successfuldawf a new generation financial instru-
ment, entire staffs of professionals and finaneraineers are working on more and more
exotic and dynamic solutions for the financial nerk
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Deregulation also introduced changes in the canaiegegulating the financial market.
Modern “legislative thought” aims at influencingog@@mic processes to a minimal extent,
only in what it is necessary to stimulate econognawth. Legislation also affects the mech-
anisms of the financial market (through legal @&td central bank policy) and attitudes of
participants in this market, but the legislativéiative in the field of financial market is
undertaken mostly only in those areas in whichniaeket directly affects the real economy.
As Minsky pointed out, one of the most importarssens for the greater crisis threat of the
modern financial system is the increase in risketipppamong financial institutions. Banks,
like most business entities, are institutions geaoeprofit in their operations. Banks also
have their owners — shareholders who in returrpforiding capital institutions (through
the purchase of shares) have specific expectati®tsthe rate of return on this investment.
Because the relationship between risk and returimegstment has a positive slope, only
by accepting a higher level of risk, banks are ablgenerate high returns on capital for
their owners. It can also be said that the growémglency of banks to risk in recent decades
was “supported” in the past by government inteneenimeasures in critical moments for
the banking sector; Bankrupt banks on the verdemokruptcy received government assis-
tance.

5. SUMMARY

The article attempts a descriptive-systematizipgraach to the phenomenon of con-
vergence, security and stability in the bankingtesys and thus introducing the issue of
convergence and its relationships with the mentiaceegories. On the basis of the con-
siderations, some observations may be made, wihiskever, are not general conclusions.
These require further research into the relatiggssbf financial convergence with the se-
curity and stability of the banking system.

First the issue of financial stability and segudan be considered from the perspective
of institutional, functional and regulatory changexlerstood as convergence. Models of
financial systems are constantly changing undeimtfhgence of conscious or unintentional
actions. In addition to shocks and technologicalnges, the evolution of national coordi-
nation mechanisms (macroregulation, economic pplityese models are subject to modi-
fications, especially under the influence of glakeation resulting from the expansion of
global capitalism.Financial stability is a publiogg in a market economy. Secondly the
importance of financial stability results from tlwe and functions of financial institutions
in the economy, regardless of the model of thenfired system. There is agreement that the
stability of the banking system is a sine qua nomdé@ion for maintaining the stability of
the entire financial system, which together with security determines the smooth and
proper functioning of financial markets. Thirdlywas noted that the definitions of financial
stability underline the relationship between thadition (safety, situation) of the financial
systemand the real sphere of the economy. This sniket the economic situation may
cause disruptions in the functioning of the systelowever, it should be emphasized that
the financial system may operate even under camditdf individual disturbances (inci-
dental problems in some institutions, changes $etgsrices), as long as they do not desta-
bilize the whole financial system. Fourthly, thengergence in the financial system, except
for the positive phenomena, also brought aboutrdtiveats that can be divided into: mac-
roeconomic sources of instability and sources $igeo the banking sector. According to
H.P. Minsky deregulation in the 1980s has develapadw, more flexible structure of the
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financial system, which provides benefits for magsrticipants with an open approach to
innovative market practices. However, due to itmplex structure, it is less stable and
more vulnerable to the occurrence of crises. Ingmdrteasons for the possible instability
of the modern financial system include changehérstructure of financing enterprises and
households, making repayment of liabilities comuditil on the ability to incur new ones and
an increase in risk appetite among financial ingtns.
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