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Aspects of the recent financial crisis:
Common exposures EOEVD

New issuance of asset-backed securilies
in previous three months

(TS0 Billiows)
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I Moral hazard was a main cause for the deterioration in credit quality

IIn the early 2000’s the share of subprime mortgages was 9 % of new
mortgages. In 2006 the share was above 40 %. Subprime mortgages accounted
for 14 % of outstanding securitized mortgages, up from 7 % in 2001.

IIn 2006 the share of the stock of securitized mortgages in which the loan
accounted for more than 90 % of the property value was 14 % (5 % in 2001).

I In 2006 18 % of securitized mortgages had limited documentation (7 % in
2001)

(Hellwig 2008)
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Contagion D
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1“How could problems with subprime mortgages, being such a small sector of
global financial markets, provoke such a dislocation?” (BIS 2008)

ILiterature on contagion distinguishes between different channels
I Contractual relations
Prominent example: Failure of Lehman Brothers
I Asset prices

Mark-to-market or value accounting: Banks value assets at current market
prices. Fire sales led to undervaluation of certain assets.

I Information contagion
Retrenchment in interbank markets.

4



Maturity Transformation (Liquidity Risk)

I Balance sheet of Lehman Brothers
(Adrian, Shin, 2008)

Liabilities
Short-term
Equity debt
Long-term 3% 8%
debt
18%
Short position
22%
Payables
12%
Collateralised
borrewing
37%
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Leverage

IIn the build up of the crisis banks increased their risk and their exposure to
aggregate risk.

ICredit risk transfer played a crucial role in this regard
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Leverage "

Leverage growth and asset growth
of US investment banks

(Y axis: Total assef growth, % guarterly, X axis: Leverage growth, % quarterly)

20
[ ] L J
a
b
10 'n '. o.
200817 apae
- [ - 1 oy
. o *2007-3
c‘ a®
S «2007-4
-10
*1998-4
20 5 -10 0 10 20

Sources: SEC; Adrian and Shin (2007),

~



' ?
Dejavu* ADEUTSCHE
Tigure 1: Real Housing Prices and Banking Crises “BUNDESBANK
EUROSYSTEM
135 ~
130 +
125 US, 2003=100
»
120 4 M
»
-
-
115 ~ ¥
E I e ] A ]
= 5 o *
fh=] s‘s
110 1 * s e T .
Average for bankmg crses m M

advanced economies *

105 d
&
»
L ]
&
100 + . . *
Tndex t-4=100 Average for the "Big 5"
Crises
95 | 1
t-4 t-3 t-2 t-1 T t+ tH2 t+3

Reinhart, Rogoff, 2008

8



A long decline in capital ...

Capital ratios for UK and US banks
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Source: P Alessandri and A Haldane, presentation at the Federal
Reserve Bank of Chicago/MVorld Bank ewvent “International financial
crisis: have the rules of finance changed?”, 24 September 2009,
Chart 2.

Goodhart 2010
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... lead to the introduction of Basel |

I Catalyst was the Mexican, Argentine, Brazilian crisis of 1982.

ICitibank’s CEO at the time: , Sovereign countries do not default.”

IUS city centre banks were insolvent on mark to market basis.

ICongress insisted on stronger capital base.

IBCBS to agree on international standard to bank capital.
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Macroprudential policy D
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I IMF, FSB and BIS definition of systemic risk: , a risk of disruption to financial
services that is caused by an impairment of all parts of the financial system
and has the potential to have serious negative consequences for the real
economy.” (Guidance ot assess the systemic importance of financial institions,
markets and instruments: initial considerations, October 2009)

IThe two dimensions of systemic risk

Time dimension: build-up of financial imbalances (eg increasing exposure to
subprime mortgage market)

Cross sectional dimension: common exposures, risk concentrations,
linkages and interdependencies
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Macroprudential Instruments: Overview M oEuTscHE
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Macroprudential instruments by vulnerability and financial system component
Financial system component
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e surcharge (CCP)
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CGFS (2010)
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Macroprudential tools: issues

IMacroprudential tools often adapt existing microprudential tools, eg
I Capital and liquidity requirements
I Limits of leverage
I Constraints on currency mismatches
I Strengthening of financial infrastructure
IUnderstanding of financial markets is incomplete
ISignal extraction
IRules vs. Discretion
IRegulatory arbitrage and cross-border coordination
IRelationship with monetary policy
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International initiatives (FSB, IMF, BIS)

IBasel lll: countercyclical buffer, capital conservation buffer, minimum
leverage ratio, liquidity standards

ICGF recommendations on margins and haircuts

IIASB and FASB exosure drafts on expected provisioning.
IHigher capital requirements, liquidity requirements (Basel Ill)
I SIFI framework

IOTC derivative framework

14



Capital regulation (Basel 3)

Capital
Conservation
Buffer 2.5%

Countercyclical
buffer 0 — 2.5 %

Systemic Risk
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Capital Conservation Buffer S
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IServes as additional buffer
IAvoids the pro-cyclicality of binding minimim capital requirements
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The cyclicality of capital requirements D
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IThe pro-cyclical effects of capital requirements has been adressed in many
academic papers.

IProblem of binding requirements: Under 8 % MRC, arise in capital by 1 €
leads to an increase in loans by more than 12 €. Conversely, a drop in capital
in the amount of 1 € leads to reduction in lending by 12 €.

ICapital conservation buffer mitigates this effect.
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Basel 2 and the problem of cyclicality

I Systemic risks often arise in periods of strong credit growth.

I At the same time, ideosyncratic risks often appear to be low.

IBasel Il is based on borrowers’ creditworthiness (probability of default, PD)
IPDs tend to decrease during credit expansion.

I Solution: Add capital buffer based on macro factor (e.g. credit growth)
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Simulating Basel 2 N
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Countercyclical Capital Buffer

IBCBS envisages capital buffer between 0-2.5 %
Ilmplementation in CRD IV. Valid from 1 Jan 2016
INational requirements: Countercyclical buffer based on credit-GDP gap

IBank specific requiremtent: Buffer reflects geographic composition of bank's
portfolio

IRecriprocity of requirements
IResponsibility with national supervisors
ICoordinating function of ESRB
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Liquidity regulation: Liquidity coverage

ratio D
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Iintended to promote resilience to liquidity disruptions over a thirty day
horizon.

IEnsures that global banks have sufficient liquid assets to offset net cash
outflows in a stress scenario

Stock of high-quality liquid assets
Total net cash outflows over the next 30 calendar days

>100%
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Liquidity regulation: Net stable funding
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IIRequires a minimum of stable sources of funding to the liquidity profile of
assets over a one-year horizon.

Available amount of stable funding
, — >100%
Required amount of stable funding
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Systemically important institutions:
Introduction (1)

Evolution of systemic risk based on ES indicator
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Systemically important institutions:
Introduction (ll) B

I Systemic risk contribution of individual institutions
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Policy framework for GSIFIS

IDefining features of SIFIS
ISize
I Complexity
I Systemic interconnectedness

IComponents of Policy Framework
I Resolution framework
I Higher loss absorbing capacity
I More intense supervisory oversight
I Robust financial infrastructure
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Loss absorbency

IBCBS study to be completed by mid 2011 on magnitude of capital surcharge

IFSB in consultation with BCBS will give recommendation by Dec 2011

Thema der Prasentation 26



Resolution framework N
B

IResolution of financial institutions without taxpayers exposure while
protecting vital economic functions

IDesignated resolution authority
IMechanisms to allow recapitalization
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