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PREFACE

With the occurrence of the US crisis, internatiofoaius has shifted from
finance to financial stability, especially when eigus efforts have been
channelled worldwide to preserve financial stapiliEinancial stability
constitutes a fascinating area by virtue of itseigmt connection to a
plethora of directly or indirectly related issuas;luding macroeconomic
stability, debt sustainability and banking sectmbgity, amongst others.
Interestingly, financial stability is so importathiat | strongly believe that
the mandatory policy of any central bank in the ldiahould be first and
foremost to preserve financial stability, followeg price stability. The
reason is that price stability is a necessary btitsofficient condition for
financial stability. Beyond that, financial stabjlis more encompassing
and hence best captures the whole intricacies afcamomy’s risks, let
alone inflation risks.

| have written this book keeping in mind a broadiance. The book
offers analyses of financial stability risk assesstrat three main levels,
namely international financial markets, banks artdrnational trade. The
research is innovative, timely and highly luscioasterms of policy
implications. | believe that these three areas titots the core
fundamentals prerequisite for the smooth functigniof the global
financial system. | coin the term “Egonomics” tbéathe wrong application
of “Economics” in view of concentrating benefits dertain parties at the
expense of deadweight losses to society. Many adEs&gjonomics” have
been identified during the crisis and are repoitetiis book.

Today, the world is buffeted by three main crisesnely, debt crisis,
ageing population and climate change. In that mspi is utterly
misleading to focus solely on policies to curb atd=isis. Indeed, having
too much emphasis laid upon debt sustainabilitydsssignifies scaling up
the level of Gross Domestic Product, even at tipersge of witnessing a
considerable increase in the level of C@nissions. In a similar manner,
issues relating to a growing ageing populationga@ming momentum in
developed economies; this gnaws at savings levets subsequently
ricochets into subdued future growth prospectsdéal with these crises,
new policies have also been suggested.

| hope that the book will incite new thinking angem up possibilities
for invigorating research. The book has been writier academicians,
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policy-makers, regulators and researchers. It temlee used as a research
text in the area of financial stability. | welconamy comments from
readers.

Indranarain Ramlall

November 2012

Email: i.ramlall@uom.ac.mu/iramamam@yahoo.com



CHAPTERONE

INTRODUCTION

Today, financial stability lies at the heart of dfityancial system in the
world. Financial system stability is demonstrated the capacity of a
financial system to bear external shocks withowgeswlering significant
impairments on its macroeconomic activities. Altdively stated,
financial stability signifies the ability of thenfancial system to be resilient
against any unexpected shocks. Financial staloidityalso be defined as a
situation whereby there is public trust in the fio&l system. Conversely,
financial instability pertains to a situation whezgen a small negative
shock can create drastic and adverse consequeBygeakefault, financial
stability is deemed to be a public good because farancial crisis is
symptomatic of market failure. The US crisis canstis a major lesson to
humanity in terms of devising new policies to cditsde the resilience of
the world financial system.

One of the most widely used methods of gaugingnfife stability
pertains to systemic risk assessment, in view @fisg out any potential
threat that can spark off detrimental consequenoés the real economy.
For instance, in the case of households, a fathénshare prices of their
stock holdings not only eats up their wealth bu@oalindermines their
consumption of goods and services. Based on thetliat a systemic
financial risk constitutes a rather rare events itisually not easy for the
financial authorities to fully gauge the impact sfich a risk on their
economies. Notwithstanding, regulatory authorisbsuld be on constant
guard and regularly perform stress testing exescise

To obviate any financial crisis, authorities usyalield two main
tools: a macroprudential approach to deal withesygt risk (such as in
systemically important institutions) and a micragential approach to
cope with institution-specific risk. Whenever digtons are exerted on
financial markets, they impair on the efficientoaltion of funds and
result in subsequent costs to taxpayers. The $evefiany crisis is
principally assessed via its effects on the realnemy and is mainly
determined by the extent of financial system imdarectedness. For
example, the stronger the interconnection betweankd firms and
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households, the more pronounced the effects ofifiahinstability tend to
be. Larger financial systems constitute a doubbteddsword. On one
hand, it holds that the larger the financial systéme better its ability to
absorb any given shock. On the other hand howavéhe case of a large
global shock, the larger the financial system,dtienger the transmission
mechanisms are of the adverse effects.

The US subprime crisis, which started in 2007 wigses manifesting
at two Bear Stearns hedge funds, left behind peemtascars on the
financial system. Amongst all the financial crigeat have buffeted the
world, the US subprime crisis is considered unidtiest, the amount of
losses incurred were huge (estimated in Octobef Xy1Mark Adelson,
former chief credit officer at Standard & Poor’s, hover around $15
trillion); it is considered the worst crisis sintt&t of the Great Depression
of the 1930s. Second, the crisis manifested iteedf period of free trade,
whereby positive shocks induced positive growtleet®, while negative
shocks generated strong contagion effects. Above gibbalisation
strengthened the speed at which the crisis couldaspthroughout the
world, since many countries allowed entry to foreiganks under the
globalisation philosophy. Third, the crisis did remem to end even after
the use of distinct policies such as governmerlbbts (which were used
in the case of American Insurance Group) or uncotivral monetary
policies (Quantitative Easing).

This book is organised into seven chapters, aluecbwith innovative
research and policies. The second chapter focusesthe causes,
consequences and policies to adopt with respebtiett)S subprime crisis.
The author points out the need for a country Firsr&tability Fund that
would cater not only for systemically importanttingions but also for
those institutions imbued with a strong level otemsonnectedness.
Among other proposed solutions, the author argues gfeening or
socialising the “cost of capital” as the best wayhtdge against erratic
business cycles and thereby mitigate losses. Meredkie author finds
that Financial Stability Reports are not publisbgdill central banks (only
around 38 per cent of all central banks do pubk#mancial Stability
Reports). Above all, for those reports which arélighed, there is still a
lack of harmonised features, timeliness concerdseatent of authenticity
in reporting and even divergence when compared/fe dountry reports.
Concerted efforts between central banks and IMF/BL&ff would
undeniably leverage the quality and comparability-mancial Stability
Reports worldwide. Ironically, some countries hautterly ceased
reporting Financial Stability Reports post the drsehe crisis.
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The third chapter of the book develops a GlobakhRamal Stability
Multifactor Arbitrage Pricing Theory model to un@vany crisis-induced
irrational exuberance. This is executed through ithestigation of 29
world assets, with findings confirming potentialaitional exuberance for
certain assets. The Global Financial Stability Mattor Arbitrage Pricing
Theory model is expected to be widely used by pealimkers when
assessing international asset risk. The fourth telhagf the book probes
into banks’ specific and macroeconomic factors urare- and post-
crisis investigation by using a unique databasesdbamn country-wise
aggregate banks’ data. Findings show that capiteahgth and funding
costs constitute the most important drivers for Ksanprofitability,
considering the fact that Portugal, Italy, Greeed Spain were all subject
to problems even before the crisis. The fifth ceapievelops a credit risk
model that focuses on the repayment capacity oéldping countries in
the world with specific focus given to internatibrieade. Results show
that international trade has been particularly skating during the pre-
crisis period with a positive effect noted on tlebdtrepayment capacity of
developing countries. However, post the crisis,snoh effects prevail.
Such a finding adds significant momentum to thd faat the crisis may
already be curbing growth prospects via the trdwpel for developing
countries, with potential rekindling effects on f@ationism.

In the sixth chapter of the book, the author drattsntion to the need
to enhance public debt management functions. ladigicwith the onset of
the crisis, this can constitute the proper time developing countries to
leverage their debt management strategies. Inaftechapter of the book,
the author comments on global policies to be adbfemitigate against
not only the US subprime crisis (debt crisis) blgoatwo other crises
which have already taken firm grip on society, ngman ageing
population and the adverse effects of climate chafdpe author argues
that global policies should be trident in dimensiormitigate against any
potential backfiring effects. For instance, theernational community
seems to be so focused on the financial crisis ¢ffarts to leverage
economic activities may further aggravate carbonssions worldwide.
Similarly, ageing populations increasingly impingirupon developed
countries has the effect of triggering significattains on savings and
growth prospects. The author argues for the estabknt of long-term
approaches to policies; social banks; green finaraziical changes in the
work environment; limits to speculation in derivas; a shift from
“Egonomics” to “Economics;” checks on growth of teificial economy,
as well as a re-engineering of bank loans approvasinclusion of
sustainability reports.
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For academics, the crisis can be viewed in somgtbina positive
lightOl perhaps possessing an element of spiritually ingchiwisdom for
humankind, if you willl since it provides the opportunity to rethink the
world of finance and propose new theories. Onlyemty can kill a theory;
dead theories cause new theories to develop, vdainhin turn be utilised
until they fail. In essence, the efforts dedicaidards scaling up wealth
for years went to waste as the US witnessed masssses. This may
imply that the concept of equilibrium may need trkvised in terms of
having equilibrium as a balancing state betweemthterial world and the
spiritual world.



CHAPTERTWO

CAUSES CONSEQUENCES ANCSOLUTIONS
TO THEUS FINANCIAL CRISIS

2.0 Introduction

Three financial experts are widely acclaimed toehpredicted the global
financial crisis. Nouriel Roubini is consideredite the father of the crisis
as he anticipated the coming collapse of the USsingumarket. Charles
Morris, author of the booHrillion Dollar Meltdown, publishedin 2008,
also predicted the crisis in early 2007. Finallleo®e Magnus foresaw
that the US subprime crisis would result in recassi However, to date,
there still exists no single and clear-cut explemmags to the cause of the
US financial crisis. The underlying consensus & #n mixture of factors
contributed to the crisis, including falls in houpgces, securitisation,
information asymmetry, low interest rates, and tage effects of hedge
funds. This chapter is split into three sections¢ti®n 2.1 addresses the
causes of the US crisis, Section 2.2 deals wittcaissequences, while
Section 2.3 focuses on possible solutions.

2.1 Explanation on the chart explaining the schema
of the crisis

| identify three main factors/forces that paved they towards the US
subprime crisis: core structural weaknesses oksratomestic shocks and
external shocks as illustrated in Figure 1. Thaecstiral weaknesses refer
to existing inefficiencies that permeated the unlaigd banking sector of
the financial system, such as long periods of ddatign following the
repeal of the Glass-Steagall Banking Act of 1938 distinction between
commercial banking and investment banking), reafates bubbles,
opaqueness in securities, existence of informatamymmetry, and
perverse remuneration mechanisms. Domestic sharksip mainly to the
fall in house prices, which acted as the catalgsttiie crisis. External
shocks refer to the burgeoning difference in curr@ecount positions
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without proper adjustments in the exchange ratesiriStance, despite the
fact that China rejoiced over sustained currenbaetsurpluses, it strived
even hard to maintain a low currency value. Theichas also pointed out
the importance of catering for endogenous risksicvthad previously
triggered harmful impacts onto the financial systéanfeedback effects.

(&) Macroeconomic liquidity risk: Large capital flows are usually
associated with crisis periods. In the year 197%Bproducing countries
witnessed a significant rise in due to a fourfolehin oil prices. These
surplus countries channelled their monies to USkédhat later lent them
out to Latin American countries. However, the lattefaulted. Subsequently,
Brady bonds were created to revamp the market detituments,
allowing banks to alter their claims on developawuntries into tradable
instruments. Excess global liquidity coupled witimited assets usually
constitutes the most germane conditions for thetente of asset price
bubbles.

Ironically, the financial crisis appears to be stirmg of a repetition of
the above process. The source of the crisis endifratie macroeconomic
imbalances at the international level based oreatigiccounts imbalances
and exchange rates misalignments; for example,&Chad been clinging
to undervalued exchange rates for many years tetleports and thereby
accumulate burgeoning surpluses which then flewhte US economy.
Based on the need to generate higher returns e thmds, US banks
channelled these funds to local credit marketselinko mortgages. As
cheap funds were present, this income boosted ep dé#mand for
mortgages, thereby engendering house price bubBlesse price bubbles
fed on themselves chiefly when higher house prashrined collateral
values so as to induce more lending, which in fechto higher house
prices based on rising demand for houses.

(b) Securitisation: Credit risk transfer instruments consist of credit
derivatives like Credit Default Swaps and creditcusiisation like
Collateralised Debt Obligations. Securitisation bartechnically defined as
the transformation of illiquid nonmarketable asdats liquid marketable
ones, such as the pooling up of mortgage loansligpid Collateralised
Debt Obligations, which are then sold to investdsthout securitisation,
banks would rely on deposits to provide loans todwers endowed with
sound collaterals and repayment capacities. Veithistisation, banks were

! Technically speaking, a bubble can be defined a®rsistent and sustained
divergence of an asset market price from its furefgtai or intrinsic value.
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able to transform the loans into securities thatilccdbe offloaded to
investors. However, the issue of concern aboutriisation pertains to a
system whereby in lieu of effectively transferrititge risks, banks were
taking back the risks again via investments in thertgage-backed
securitie§] synonymous to pulling the gun’s trigger upon orfesghis is
depicted in Figure 1 as the red thick arrow coringdbanks to mortgage-
backed securities.

One of the causes of the crisis was improper useeofiritisation.
Securitisation was devised mainly for credit rigsknsfer to investors
willing to bear credit risk. However, this innovai financial tool was
misused by banks, who neglected their initial pagoby employing them
principally to increase their leverage to such atemt that a negative
shock would convert these off-balance sheets omtéatance sheet
modes® This utilisation thereby substantially increaséeé exposure of
banks. Consequently, securitisation camouflageds#paration of market
and credit risk since banking book positions cdadchedged using trading
book instruments. Banks had strong incentives talescup their
components of asset-backed securities becauseattes Involved low
capital weights based on their high ratings byngathgencies. These off-
balance sheet instruments consisted mainly of dssdted commercial
paper and structured investment vehicles. Oncejtiadity of these assets
deteriorated, investors would have recourse tobiweks, which would
then provide both liquidity and credit enhancements

As long as things remained rosy, banks would axfasluch leverage to
spur profits. However, once a negative shock entgrigfewould have
devastating consequences for both the bank, instefreroding away its’
capital base, as well as the economy as a wholehgaripple effect.
Consequently, banks were exposed to significamntatisks not truly
captured by their capital base, which evidentlysbimto larger losses for
banks having greater exposure to asset-backedits&s.urhe irony of this
is that latent risks built subsequent burgeoningniarisks which fed upon
themselves, since by having lower risk weights fizky assets, the
implicitly saved capital could be employed towarfisther leverage
activities. The process was accentuated on the dagking house prices,
which acted as a real catalyst to the securitisgtimcess. Consequently,
once the bedrock component was affected, i.entalliouse prices, this
engendered explosion in all parts of these intiqabcesses with direct

2 All three types of conduits, whether fully supartconduits, partially supported
conduits or structured investment vehicles, haveduese to the bank balance
sheet.
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effect on banks’ balance sheets in the form of fiient capital base.
This clearly explained why those banks which halsaderable exposures
to asset-backed commercial paper suffered the frwstthe crisis.

(c) Securitisation and credit boom:Securitisation has been implemented
in view of alleviating the credit risk of banks bansferring credit risk to
those willing to bear it. Since these securitigethdactions were recorded
as off-balance sheet items as long as collateralsev(house prices)
remained in the comfort zone, it signifies thatstong capital requirements
were needed for these securitisation transact®ewuritisation enabled banks
to leverage up as much as they could and in theegeothey provided
credit to bad borrowers. Excessive leverage breffigient allocation of
capital. Above all, this provided an opportunity fmanks to offload bad
borrowers’ risks onto the marke® blatant instance of adverse selection.
Bad borrowers were provided with credit as theyenmade to pay higher
interest rates, and these signified higher prdéditsbanks. In this process,
securitisation was amplified in lieu of mitigatiogedit risk, which assisted
in rendering the crisis to a mountainous scale.t@kemanks acted as
central bombs as they clung to excessively lowraste rates, which
induced robust speculative forces so as to accentha process. When
things remained positive, this booming state stated not only an
appetite for leveraging but also asset bubblesh& housing market.
However, once things turned sour, the bubble buhsteby unleashed
deleveraging and company collapses. Indeed, omcediateral value fell
below the loan value, lenders started to undertddced sales
to recoup on funds and this significantly drove dowalues of other
houses, which thereby negatively impacted on Iadorg with massive
defaults.

(d) Characteristic of subprime loans:The nature or feature of subprime
loans was such that their refinancing hinged maimythe appreciation of
mortgages’ values so that these loans generatedje-smale
macroeconomic effects. Indeed, these loans weeel fix interest rates for
the first two or three years and thereafter welges to adjustable rates
so that the borrowers either defaulted or refindniteir loans once the
fixed interest rate period was over. Substantiatdase in subprime loans
was caused by easy credit, low interest ratestanddcuritisation process,
which was stimulated by high ratings on assets.

(e) Hedge funds, leverage and shadow bankind:everage signifies
getting funds by increasing debt to amplify inveshireturns. Hedge
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funds’ along with private equity firms have mostly beérwe tcatalytic
components behind leverage investments. Howewesrdge constitutes a
double-edged sword with strong asymmetric effeictamplifies not only
profits during good times but also losses, theredmpling up the
probability of going bankrupt during bad times. Rostance, a highly
geared company can enhance its profits by takingnone debt during
periods of low interest rates. However, shouldragerates be subject to
drastic hikes, this would imply rising interestestwhich directly unleash
concerns about the company’s repayment capacity.

The shadow banking system inherent in the finansigtems of
developed countries such as the US also playedmgortant role in
inducing the crisis. In principle, shadow banks rape like normal banks
by borrowing short-term but investing the procegds long-term assets.
However, compared to the conventional banking systehadow banks
are not regulated and thereby do not respect apitataequirements.
Most importantly, hedge funds, a component of shadanking, cling to
excessive leveraging. This results in a strongesyst risk, chiefly when
hedge funds tend to demonstrate correlated posjtiavhich poses
substantial negative externalities to the finansyjestem.

(f) Interbank market and liquidity risk: Liquidity risk can be defined in
three ways. First, liquidity risk, if understood its market definition, is

when an asset can easily be sold without beingestltp major costs.
Such a definition also implies the inability to difunds despite having
high quality assets on the balance sheets. Setiqniity risk refers to

the extent of assets-liabilities mismatch and igallg captured under the
risk management section of most financial statesmanthe form of gap
analysis. A third way to classify liquidity risk vnlves the type of
focudd local or global. At a local level, liquidity perte to the extent to
which the bank can easily fund itself from the ibnk market. During
the crisis, interbank markets were frozen, whiah te rising spreads and
meant that banks found it costly to refinance tlieierbank liabilities.

These also generated negative externalities sidespite the fact that
some banks were not exposed to toxic assets, tleeg ®till subject to
financing difficulties. At the global level, macm@omic liquidity risks

manifest themselves in the form of a “savings gliké that of China,

other Asian countries, and oil-producing countigégannelling monies to
the US, the latter of which is distributed as cheaggit to uncreditworthy
borrowers, as well as funding projects of compamiaéch may not be

3 Effectively speaking, hedge funds are well-knowngelling volatility.
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endowed with positive NPV projects. In a parallelrmer, macroeconomic
liquidity lies at the basis for carry trades, whfohther increase risk.

It is important to bear in mind that ordinarilygiidity tends to work
perfectly without any constraint; however, duringessful conditions,
liquidity tends to dry up and thereby engendergliteined volatility; an
inverse relationship exists between liquidity aradatility. This explains
the need to consider liquidity stress testing dsegcin view of sieving out
any feasible liquidity risks, chiefly in the bangisector.

It can be argued that the US financial crisis odggd from
macroeconomic liquidity risk, which then transfodnénto a bank
liquidity crisis, thus engendering the need forlBdH.

(g) Credit derivatives and credit boom: Credit Default Swaps were
employed to mitigate risk exposures related to @udlateralised Debt
Obligations. With credit derivatives, banks werdeab shift credit risk to
other players, which allowed them to provide marank to borrowers.
This helped in the creation of the credit boom.

(h) Traders and herd behaviour: Traders followed the “herd behaviour,”
thereby ignoring the importance of clinging to faneental or intrinsic

values, and hence amplifying the bubble’s effeBtsort-term investment
strategies are heavily tilted towards technicalyaig tools which utterly

fail to capture fundamentals; this means that &aastment is made purely
on the basis of high short-term profits, indepemdeh whether the

company is sound in terms of financial ratios. hingple, any sound

investment undertaken should be based on three riamtoelements:

fundamental analysis, technical analysis and iotuit

(i) Extremely accommodative monetary policy and cemal bombs:
Calm water is very deep as to induce drowning—ithialso the truth in
financial markets. As central banks espoused |derést rates, the latter
induced strong speculation in view of making highed higher profits
without any checks made onto how the artificial remoy was growing
with respect to the real economy. In the processs triggered
considerable leveraging (asset bubbles) which whecked, released
deleveraging and vicious circles of falling pricassd defaultsCentral
banks were implicitly acting like central bombswith low interest rates
inducing carry trades, characterised as going fmsition in high-yielding
currencies and short position in low yielding cagies. Above all, the
Libor scandal showed that the Bank of England dititake any concrete
measures, despite being aware of the Libor martipuga
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The Libor scandal revealed deceptive activitieseutadken by banks
which adjusted the Libor rates as and when requioedenerate profits
from trades, with low Libor rates reflecting heighéd confidence in the
financial system and high Libor rates being symgtenof high levels of
risk aversion. When the Libor scandal broke, insgred that Libor
manipulations had been a common practice since .198th Libor
manipulations directly impacted on the US derivedivmarkets and
thereby engendered negative spillover effects. uneJ2012, Barclays
Bank was forced to pay $200 million to the Commpdititures Trading
Commission, with total payments of $453 million hoth UK and US
regulators.

(j) Poor regulatory structures: Lax regulatory policy prevailed since the
capital base of banks was found to be underestimattih respect to the
level of risk assumed. This was also due to regofatuthorities not
creating the proper demarcation line between comialebanking and
investment banking.

(k) Opaqueness in instruments:It should also be stressed that the
asset-backed commercial paper and structured messtvehicles were
opaque in nature; banks had no knowledge of thengiat losses, should
the asset-backed commercial paper market be sultgecstressful
conditions.

() Guarantees: Both direct guarantees in the case of deposit amse
schemes and indirect guarantees in the case afrtédnks being “too big
to fail,” ironically triggered distortions in thénfincial system in terms of
increasing the costs to taxpayers.

(m) Lax credit policies and credit boom:Imprudent credit policies were
also in place, such as increases in loan-to-valties due to easy credit
flows, which led to poor lending standards. Banlks g@ractised vigorous
lending so that securitised products were soldnt@stors who did not
understand the true nature of these products. Aablvé is a pity to note

that financial institutions lacked not only knowtgdof the loans that they
securitised, with most securitised products beiigdllp complex and not

transparent, but also knowledge of who was holdihgse complex

products. Ultimately, the craving for profits actesl a blindfold to proper
risk management.



12 Chapter Two

(n) International trade: The positive effects of globalisation have tapered
as bruised economies begin to rekindle their ovamemic activities; a
useful analogy in this instance is that if everyediouse was on fire,

each homeowner would strive hard to save their beuse first. This can

be simply captured by the basic Aggregate Demanctifon whereby if
(X-M) component does not work, stress would havieadaid upon C, |

and G components to stimulate demand and rekindld Economic
activities.

(o) Derivatives ironically inducing higher risks: Derivatives markets

have been particularly helpful in the risk managetraetivities of many

companies in the world for distinct types of rigike credit risk, interest

rate risk, liquidity risk and currency risk. By Ing hedgers, speculators
and arbitrageurs, derivatives markets also indimeidity and thereby

reduce transaction costs. Moreover derivativepérticular options) help

to sieve out volatility (implied) and thereby impeo on analysis that
would rely solely on historical volatility.

There are two types of derivatives markets: Ovex Tounter markets
and Exchanges. Exchanges have recourse towardfasi&éed contracts
which induce liquidity, transparency and well-conéal counterparty risk
since the Clearing House acts as a buyer to eelgr &nd as a seller to
every buyer. However, in the case of Over The Gaumharkets,
counterparty risks are significantly increased byue of customised and
non-standardised products. Above all, there is ghéi level of
counterparty risks since each market player diyed#als with another
market player (bilateral system) rather than trgdwith a centralised
player (like the Clearing House in an exchange etrkihe statement
made by Warren Buffet (2002) whereby “Derivativese dinancial
weapons of mass destruction, carrying dangers Wiate now latent, are
potentially lethal,” undeniably holds true.

Finally, the true meaning of “Economics” has noebeapplied in
practice but simply moulded to suit the specifiede of distinct parties,
and is properly renamed as “Egonomics,” as capturefiable 2.1. This
table depicts the differences between “Economics! &Egonomics” on
several fronts such as securitisation, financialvdéves, central banks,
and rating agencies, among others.
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Table 2.1: Establishing the demar cation line between Economics and

Egonomics

Specific Focus | Economics Egonomics

Securitisation Credit risk transfer Offload risk from bad borrowers

Financial Risk-sharing OT C-opagueness/Complex

derivatives

Balance of Surplus countries— Chinakeeping undervalued currency

payments appreciating currencies,

imbalances Deficit countries

—depreciating currencies

Information Freeflow of information | Asymmetric information-Market
players having no accessto timely
and accurate information

High Foreign Portfolio Diversification- | Skewed towardsfinancial assetsto

Reserves spread between bothreal | generate high short-term profits

and financial assets

Trading Fundamentals Herd Behaviour-Traders acting like

philosophy frantic ants

Central Banks | Sound regulators Central Banks= Central Bombs-Bank
of England aware of Libor
manipulations well before the Libor
Scandd. Extremely accommodetive
monetary policy stanceinduced
excessive risk-taking. Allowed
regulaory arbitrage

Banks Well-capitalised Shadow banking like hedge funds;
regulaory arbitrage

Rating Risky assets should be Risky assats given higher ratings;

Agencies given low ratings Rating agencies acting as both driver
and traffic controller

Credit Sound repayment “No Income, No Job and No Assets’

Processing capacity and proper (NINJA) borrowers

collatera vaues
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2.2 Consequences and implications

(a) Moral hazard and frantic bailouts

The crisis has shown increased moral hazard prabksngovernments
intervened to save important institutions like tRederal National
Mortgage Association (Fannie Mae) and the Federaméi Loan

Mortgage Corporation (Freddie Mac). It can be adgtet the failures of
these institutions would have entailed major ctstthe financial system,
let alone strong negative effects onto the reak sid the economy.
However, by saving these institutions, the govemmniedirectly increased
the scope for moral hazards in the case of systeailgit important

institutions.

(b) Central Bank Balance Sheets as Shock Absorbers

Central banks’ balance sheets for both developddiaueloping countries
have undergone drastic changes following the cridigs signifies that the
risks have now been transferred to central bankssteock absorbers)
which are now subject to new challenges in termsbalance sheet
restructuring. In that respect, empirical studies farther needed at the
central bank level to gauge the level of risks kdoy central banks. For
instance, one of the recurring aspects among nesgtat banks’ balance
sheets pertains to a considerable rise in Speca@hing Rights under the
IMF. The benefit that central banks avail of istthizeir liabilities side

does not involve major costs based on their soltedepower in the
issuance of notes and coins.

(c) Considerable deadweight losses

It is no wonder that the rising number of houseblaiho defaulted on
their loans triggered significant deadweight losteethe financial system.
Above all, selling pressures on mortgages furtleve down the prices in
a vicious spiral which could also affect househpldbo despite having
sound repayment capacity, were still subject tatieg net worth.

(d) Burgeoning Public Debt and declining private dbt

During the period of the financial crisis, massijgernment expenditures
led to escalating government debts. As far as f@idabts (household debt
makes up a large proportion of the components dfafg debts) were

concerned, they declined on the back of dwindlicgnemic activities and

incomes. Moreover, burgeoning public debt leveimgelled governments

to resort to taking austerity measures, which asblgrimpacted upon

growth, which was already feeble.
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(e) Countries operating under Fixed Exchange rateegimes bear more
pressures

It is widely accepted that countries subject te@diexchange rate regimes
have to sacrifice internal balance to maintain mwtkbalance, meaning
that an inherent conflict of objectives prevailsho¥e all, under crisis
conditions, there is a need for a higher level @erves to maintain
external balance. For instance, the Namibian d@dldinked to the South
African rand so that despite experiencing sluggsisnin demand,
Namibia is compelled to cling to a similar inflatioate as that prevailing
in South Africa so as to ensure exchange rate ypdrit that respect,
Namibia is forced to sacrifice its internal poliof/boosting demand under
crisis conditions merely to ensure exchange ratgypd his can feasibly
account for the very high unemployment rate in Naai chiefly if it
happens to be of a frictional nature.

(f) Decline in remittances, Foreign Direct Investmats Portfolio
Investments and aid flows

The crisis has engendered significant declinegimittances to developing
countries, some of which heavily relied on themspur growth. This
signifies that countries have to source funds diseavto be able to maintain
growth prospects. In a parallel manner, Foreigre®innvestments and
Portfolio Investments have undergone downward seftle crisis has also
undermined the level of aid flows to African couggrwhich indirectly bear
the adverse effects of the crisis, despite havimgmnfewer exposures to
toxic assets—a glaring instance of negative sgli@ffects.

(g9) Implicit costs of higher public debt due to poo central banks’
profitability

One important element, which has been utterly ookdd in the
aftermath of policies taken to deal with the crisgertains to the
profitability of central banks. Indeed, the eravefy low interest rates has
significantly undermined the net interest incomecehtral banks. This
results in vital repercussions on public debt sioeetral banks’ profits in
most countries go to the government purse. Suchage serves to
considerably lower the ability of governments teafice themselves from
central banks’ profits; this can therefore be cdestd as implicit costs in
terms of higher public debt.

(h) Fair Value Accountingd Curtailing excessive risk-taking
Had fair value accounting been overlooked, thisi¢cdwave caused more
risk to the financial system in the US. Indeed,niigrking to market, fair
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value accounting depicted the extent of financ&hdge to institutions. If
cost accounting were to be maintained, institutieraild be urged to
undertake even higher levels of risks in view ofking good for past
losses and thereby significantly scaling up theidgsisks to financial
stability.

(i) Lack of Regulation increases taxpayers’ costs

Lack of regulation induced perverse incentives gederated negative
externalities. The crisis has clearly shown theessity of creating a
proper demarcation line between commercial banking investment
banking. Authorities now mourn having repealed B&ass-Steagall
Banking Act of 1933 in 1999.

() Level of Financial Development: Trade-off betwen Resilience

and Contagion

The financial crisis has clearly demonstrated ti@ more financially
developed a country, the quicker the transmisssaof ishocks throughout
its whole financial system. Financial innovationlgse to scale up
resilience of the financial system with respectstiocks but they also
quickly spread to the whole system. This is theeieht trade-off imbued
with financial development: resilience versus cgiga. In a parallel

manner, the presence of foreign-owned banks helpsglitersify the

provision of credit but ironically it representseoaf the key transmission
channels of outside shocks onto the local finarsyatem.

(k) Impotency of Portfolio Diversification

Modern Portfolio Theory points out the benefits difersification in

reducing risks. However, when the US crisis brokat, goortfolio

diversification benefits faded away. In essencettes crisis engulfed
global markets, assets commoved strongly as to wvape potential

diversification benefits, thereby rendering ModeRortfolio Theory

impotent. This signifies that portfolio diversifioan constitutes a double-
edged sword; when things are going well, diveratfan does work but
when things go sour, no benefits can be derivedn frportfolio

diversification. Under the same perspective, theatsgy used by
multinational banks to enhance their value by difging their activity

base is unlikely to pay off during crisis times.

() Ponzi Schemes Unveiled and Tragedies
The crisis has unveiled the existence of ponzimese which would have
otherwise remained hidden. The longest and largesti scheme ever
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disclosed in history pertained to Bernard Madotfiowvas later sentenced
to 150 years of imprisonment for hiding a fraud $65 billion.
Unfortunately, such fraud also left behind humaagédies. The son of
Madoff, Mark Madoff, who was running a separateision at Madoff
Securities, committed suicide by hanging himself 2610. Jeremy
Friehling, son of Madoff's accountant also killeaniself after his father,
David Friehling, pleaded guilty in 2009. Althoughete is no clear
indication as to whether Jeremy Friehling’s suicisldinked to the fraud
scandal, it does appear that such things do natrand of thin air. These
examples provide robust evidence that excessivedgesads to bleed and
not to bliss.

(m) Macroeconomic evils

The crisis occasioned unwanted macroeconomic exitsh as loss of
GDP, rising unemployment with corresponding humafifiesings and loss

in wealth. In addition, by increasing the capitabb of banks to enshrine
their resiliency levels, the authorities ironicallgduced the level of
loanable funds. Alternatively stated, as banks taaied a higher capital
base to cushion any potential losses, this sighiienstraint on credit
creation process. Moreover, rising sovereign riskscertain countries

signified that banks found it difficult to obtairhat-term funding. To

scale down funding pressures, some euro-area moidsliquid assets,

including equities, which contributed towards fentlequity price declines.

(n) Vicious circles of rising yields

Countries like Portugal, Italy, Greece and Spaideuwent vicious circles
of rising yields. As debt levels rose, this leddimvnward credit ratings.
Consequently, whenever these countries neededs® fiands, they were
subject to higher costs to compensate investorsther higher risks
involved in investing in the issued bonds. Consetjyethese rising costs
led to even higher public debt which in turn inddi¢erther downgradings,
all sparking off vicious circles of higher debtsdamising costs of
issuances. Downgradings to junk bonds have also hetd for certain
countries. The standard benchmark used for captirimopean sovereign
spreads is via the difference between a given HdD-yEuropean
government bond yield with respect to its Germamserpart.

(o) Gold as the best hedge against uncertainty

Prior to the onset of the crisis, investors puredagold to harness
maximum benefits from portfolio diversification. &lcrisis triggered a
comeback for gold, so much so that gold is now eéws an alternative
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monetary market, in addition to a reference paintiriflation expectations.
Above all, gold constitutes the best hedge againsertainties. Moreover,
the very fact that interest rates are very low ifigm that the costs of
holding gold in terms of forgone interest ratesndd matter significantly,
unleashing additional impetus to hold gold.

(p) Vulnerable Capital Inflows

The low interest rates in the advanced economiesbmed with the
earlier and stronger recovery in a humber of emgrgiconomies, help to
drive significant capital inflows into emerging rkats. However, a quick
reversal can also manifest itself, as the develgmetomies require more
funds to spur their own economic growth on the baé€kthe crisis.
Consequently, risks loom large on feasible reveirsalapital inflows to
emerging markets, which could increase their vidb#ities to capital
flows shocks.

2.3 Solutions

(a) System-wide risk analysis

The best approach to regulation consists of bothystem-wide risk

analysis and institution-specific risk analysisthbof which complement

each other. The chief benefit of system-wide anglys that it fosters

financial stability by explicitly accounting for terconnectedness among
the distinct units of the financial system. The mogzopic approach to
regulation does not provide a true picture of thel risk of the financial

system as it fails to identify the interconnectesinéand hence extent of
externalities) among units of the financial systemonetheless,

microscopic analysis is crucial when it comes teeasing systemically
important institutions. Technically speaking, netkanalysis can be

applied as the appropriate tool to identify theeekbf interconnectedness.

(b) Leveraging risk management processes via impring data
and models

One of the vital avenues that can be employed tmplgate financial
stability worldwide is to leverage the risk manageinprocesses. This can
be accomplished via three main channels. First fanemost, it is of
paramount significance to have timely, accurate emtiprehensive data
so that modelling processes trigger reliable resulitherwise, this will
simply take after the GIGO (Garbage In Garbage Gygjem. Second, it
is important that human efforts are confined sotelynodelling issues and
not to the collection of data, so as to minimiseorer and distortions.



