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Credit crisis? Lessons drawn from the current turmoil

It is a great honour and privilege for me to have been invited by the Club de Gestión de Riesgos de España to this seminar to share with you some thoughts on the current turbulences in financial markets. It is challenging to speak here, all the more because according to several etymologists the English word risk was borrowed by from the Spanish word risco, — originally a sailor’s term — and meaning attempting to circumvent dangers posed by a barrier reef. Meanings and etymologies are of course often disputed so I am not sure whether this is the real root of the word, but the turbulence in early August indisputably appeared as if the schooner of the financial markets had run against a rocky reef.
In my address I wish to share with you first some general considerations on the nature and the roots of the recent episode, then I attempt to outline, what responses the regulators intend to give. Although still not at the end of the turmoil, already a pretty number of articles, analyses and papers were published on it. In my presentation I rely much on the analyses prepared by renowned experts and reputable international institutions, however the views expressed in my presentation are solely those of mine and do not necessarily represent those of the Commission or Commission policy.

Risks are uncertainties, which can be described by known probability distribution. Uncertainties, however, with unknown probability distribution or which are associated with a priori unknown incidents are the Knightian risks, named after the American professor Frank H. Knight, one of the 20th century’s most eclectic economists and perhaps the deepest thinker and scholar American economics has produced, who illustrated them in his famous book “Risk, Uncertainty, and Profit“. Based on a quite distinct approach Yale-professor Benoit Mandelbrot, founder of the fractal mathematics, on identified also two different, mutually exclusive types of randomness: the “mild” or Gaussian on the one hand, and the “wild”, fractal or scalable power laws on the other. Measurements that exhibit mild randomness are suitable for treatment by the bell curve or Gaussian models, whereas those that are susceptible to wild randomness can only be expressed correctly by using fractal scale. Gaussian models assume that whenever one has seen in the past a large move of, say, 10 per cent, one can conclude that a fluctuation of this magnitude would be the worst one can expect for the future. This method however neglects the fact that crashes happen without antecedents. For example before the crash of 1987, classical stress testing would not have allowed for a 22 per cent move. However almost all man-made variables, like wealth, market returns, size of hedge funds or returns in the financial markets are showing randomness of wild character.

The current episode is a textbook example of uncertain events in Knightian sense: although the problems on the US housing and mortgage market were perceived for a long while, entirely unexpected developments occurred on the international financial markets. While it was possible to perceive the risk factors, it was nearly impossible to predict the precise moment that the market will choose to trigger the crisis, the exact forms it will take or the links decisive for its propagation. That investors of US subprime instruments had to suffer considerable losses was not a real surprise. Astonishing was rather the sudden massive loss of confidence in the banking system and the severe impairment of the international money- and FX-swap markets. Barely anyone had predicted the evolvement of the current credit crisis in the form as it appeared; consequently no one was able to anticipate the probability of its occurrence.
And it was also astonishing that over a so long period such a huge volume of malinvestments was induced again — in spite that only few years have elapsed since the last bubble, in spite of the allegedly highly sophisticated risk management at the banks and in spite of so many potentially well informed investors and analysts. Many market participants trusted overly their complex mathematical-statistical models which however gave wrong signals, whilst only few acted with sound judgement and common sense.

Why all this happened?

Beyond the already mentioned unpredictability of the events also self-deception could be observed. For long time many analysts argued that the huge run-up in US housing prices was at all not a bubble, but rather justified by financial innovation (including to sub-prime mortgages), as well as by the steady inflow of capital from Asia and oil exporters. The vast increase of equity prices was similarly argued to be sustainable thanks to a surge in US productivity growth, a fall in risk that accompanied the “Great Moderation” in macroeconomic volatility. As for the extraordinary string of outsized US current account deficits, which at their peak accounted for more than two-thirds of all the world’s current account surpluses, many analysts argued that these, too, could be justified by new elements of the global economy. Thanks to a combination of a flexible economy and the innovation of the tech boom, the United States could be expected to enjoy superior productivity growth for decades, while superior American know-how meant higher returns on physical and financial investment than foreigners could expect in the US. Also it was argued that financial crises were typically triggered by such events as wars and other episodes of politically motivated violence, reflecting institutional deficiencies and political instability, or by major frauds, but none of these factors were perceived. Furthermore the falling tendency of volatility was often explained without due consideration as reduction of risk, neglecting the fact that most of the financial risks have — as quite well known — long tails.

But then came suddenly the bitter awakening. Starting in the summer of 2007, the United States experienced a striking contraction in wealth, increase in risk spreads, and deterioration in credit market functioning. The sub-prime crisis, of course, had it roots in falling US housing prices, which have in turn led to higher default levels particularly among less credit-worthy borrowers. The impact of these defaults on the financial sector has been greatly magnified due to the complex bundling of obligations that was thought to spread risk efficiently. Unfortunately, that innovation also made the resulting instruments extremely non-transparent and illiquid in the face of falling house prices.

How we arrived to this point?

The world economy has experienced in the recent years high economic growth and a generally benign credit environment. The default rates of speculative-grade corporate bonds fell to 1.6% in 2006 — reaching their lowest level in more than 25 years and well below the long-run average default rate of 4.9%. There were, however, several indications that some of the largest economies are slowing down and that the world economy may be entering a period of increased credit losses and tighter liquidity.

The ratio of total household debt to aggregate personal income in the United States has risen from an average of 0.6 in the 1980s to an average of 1.0 in 2006. Demographic shifts, house price increases and financial innovation all appear to have contributed to the rise. Households have become more exposed to shocks to asset prices through the greater leverage in their balance sheets, and more exposed to unexpected changes in income and interest rates because of higher debt payments relative to income.

The bankruptcy filing in April 2007 of New Century Financial, hitherto the second largest lender in the US subprime mortgage market foreshadowed the difficulties of the US housing market well before the burst in August, and also the potential for broader contagion. A number of European housing markets showed similar signs of stress triggered by slowdown in housing prices, rising interest rates and the continued relaxation of lending criteria. Some UK mortgage lenders, for example, were offering mortgages that amount to 5-6 times gross salary whereas the rule of thumb used to be 3-4 times gross salary. The Spanish housing market appeared particularly over-heated with property prices falling in some areas after a long period of strong growth. Nonetheless until the burst the bullish lending activity barely declined and also the spreads did not much reflected the deteriorating market conditions.
The turbulence in financial markets has presented a classic case for central bank intervention on financial stability grounds. A key difference was however, with the exception of the classic bank run on the British Northern Rock in September that the problems have emerged outside the traditional banking sector. 
Although the evaporation of liquidity was the immediate cause of the turbulence, there seems to be agreement that the underlying cause was the explosion of credit growth in financial markets over the past few years. This was coupled with increased disintermediation of one of the banks’ classic functions — borrowing short and lending long — by new vehicles less well able than banks to cope with maturity and liquidity transformation.

Risks have increasingly been securitised and sold by banks to non-bank investors, some of whom did not had the same degree of experience as banks in assessing them.

There has been too great reliance on ratings for the valuation of complex financial instruments and their use as collateral.

It is also alleged that there were conflicts of interest, both in the case of credit rating agencies and of hedge funds in the valuation of complex financial products.

As a result of these structural weaknesses, there is no doubt that credit risks were mis-priced. In particular, some asset-backed securities — with high yields but also high credit ratings — have proved not to be as sound, or as liquid, as they appeared. Many “conduits” were very conservatively structured, but some “structured investment vehicles” have taken on too much leverage. SIVs are typically invested in longer-term securities, but funded short term in the asset-backed commercial paper market, so they were dependent on the funding being rolled over. In the absence of liquidity, the sponsoring banks have sometimes had to fund off-balance sheet vehicles from their own balance sheets. De-leveraging has also led to forced asset sales.

That was the position on the sell-side. On the buy-side, the withdrawal of liquidity has meant that some money market funds invested in asset-backed securities have had difficulties in pricing their net asset values and in finding sufficient liquidity to handle redemptions. 
What were the factors to which closer attention should be paid?

An important finding is that low interest rates induce additional degree of pro-cyclical risk taking into financial markets. The point, therefore, is that common factors like low interest rates — potentially caused by accommodative monetary policy — can engender excessive tolerance for risk on both sides of financial transactions. When markets are integrated, these phenomena can spill across borders. An industrial country’s monetary policy, while appropriate for its domestic circumstances, may be inappropriate taking into account spill-over effects on other economies.

But also incentives came in focus of attention. One is the incentive to take risk that is concealed from investors. Typically, the kinds of risks that can most easily be concealed, given the requirement of periodic reporting, are risks that generate severe adverse consequences with small probability but, in return, offer generous compensation the rest of the time. Taking such risks, managers look as if they outperform peers given the risk taken by them. A second form of perverse behaviour is the incentive to herd with other investment managers on investment choices, because herding provides insurance the manager will not underperform his peers. Herd behaviour however can move asset prices away from fundamentals.

But incentives influence also the behaviour and business policy of organisations. If for example banks can sell much of the risk off their balance sheets, they have an incentive to originate the assets that are in high demand and thus feed the frenzy. If it is housing, banks have an incentive to provide whatever mortgages are demanded, even if they are risky “interest-only” mortgages. In the midst of a speculative frenzy banks are unlikely to maintain much spare risk bearing capacity. If the returns to originating risk are high, and banks have to keep a piece of every risk originated, they have every incentive to utilize their balance sheets fully when the frenzy is on, rather than buck the trend and keep spare capacity for a potential crisis.

This also means that to the extent frenzy has contributed to a misalignment of asset prices, bank balance sheets barely remain fully isolated from a realignment of those prices with fundamentals. In addition to explicit bank liabilities, significant downturns can bring along a number of contingent and implicit commitments. Given that banks are increasingly in the guarantee business and are concerned about their future reputations, they will attempt to fulfil these commitments, especially while the extent of the downturn is still unclear. This weakens further the quality of their balance sheet. Finally, in an arm’s length market, participants always have recourse to litigation, which can bring further uncertainty and liabilities to the balance sheets of those who are perceived to have fed the frenzy.

As originators of credit risk, banks hold usually first loss positions. A downturn in the economy caused by asset price realignment results in actual losses, which have to be swallowed by banks. Of course, banks hedge some positions through dynamic, options-like strategies. However as liquidity falls and prices decrease more, they will have to make larger and larger trades to offset those initial losses, thus demanding liquidity from the market precisely when it has little to offer.
If banks face credit losses and there is uncertainty about where those losses are located, only the very few unimpeachable banks will receive the supply of liquidity fleeing other markets. If these banks also lose confidence in their liquidity-short brethren, the inter-bank market freezes up, and a full blown financial crisis evolves.

There are two types of liquidity risks. Funding liquidity risk is determined by flows: a bank becomes illiquid if its cash outflows are exceeding continuously and/or to large extent the cash inflows, including income from asset sales and new borrowing. Market liquidity risk is if assets cannot be sold at their fair value with immediacy, for example, when markets are incomplete or characterised by inefficient liquidity provision. Although generally the two sorts are not necessarily correlated, in the current episode several banks suffered from both.

In addition to liquidity management also the issue capital requirement received great attention. Capital requirements act as a budget constraint for the risk a particular financial institution can take, however are less effective in setting aggregate macro-prudential limits, especially if fresh capital can be easily raised. Furthermore capital requirements are focussing on the individual default risk thus are relatively ineffective against the long-tailed correlation risks. Hence banks become creative in order to raise the unpriced correlation risks for example through securitizing assets. 
Furthermore the current turmoil has shined spotlight on issues related to transparency of financial institutions and the importance of preserving stability in the core financial markets — not only for the well-being of local investors, but also to avoid harmful international contagion. While transparency and disclosure are useful tools, they are, however, no panaceas. We need to understand better how we can communicate the extent of risk that is being undertaken by an institution in a way that is easy to grasp for both supervisors and investors.

Finally the recent episode directed again attention of policymakers, market participants and academics to the issue of pro-cyclicality. Prudential regulation was alleged to favouring excessive pro-cyclicality; thus some experts call for anticyclical capital requirements — suggesting for instance that capital adequacy requirement on mortgage lending should be related to the rise in house prices. Let me here to mention that mandatory provisioning in good times — similarly like the forward-looking or dynamic provisioning system adopted in Spain — provides indeed buffer against insolvency, although of course it isn’t a shield against illiquidity. Some other components of the regulation showed pro-cyclical character and seemingly aggravated the troubles. For example in the current episode valuation and rating of securities and of institutions was amplified in vicious circle the losses. It is not clear whether Basel II and MiFID, if they had come into effect earlier, would have made a significant difference either in preventing financial market turbulence or in resolving the problems that have emerged, though they would have led to greater disclosure. One particular problem is that the treatment of collateral under Basel II may need to be rethought.
What does this all mean for the authorities with responsibilities for financial stability?

The debate on these issues is likely to become more prominent still in the years ahead. Yet we are a long way from knowing all the answers on how to reduce the risk of financial instability. It seems however obvious that we should use all the innovations that finance has created in order to prevent market forces from creating excessive risk. We have to steer between the Scylla of excessive intervention and the Charybdis of a belief that the markets will always get it right.

In light of these considerations what are the task for the future?

Some deficiencies of the current regulatory framework were already recognised well before the burst of the bubble. The turbulence caused on the one hand the speeding up of their elaboration, on the other hand necessitated the clarification and regulation of certain aspects of newly revealed weaknesses. European regulators as well as their colleagues in other developed countries immediately started to react on the crises.
The Financial Stability Forum’s Working Group on Market and Institutional Resilience presented on 9th February in Tokyo their Interim Report to the G7 Finance Ministers and Central Bank Governors. The Working Group named six areas for policy consideration:

1. Supervisory framework and oversight

· Capital arrangements: A resilient framework for capital requirements is central to creating appropriate capital buffers in the system and the right incentives for risk management. The implementation of Basel II, and the use of its three reinforcing pillars, is an important step to achieve this. The Basel Committee will take account of the lessons from recent events and assess whether refinements to the Basel II framework are needed, including with respect to the calibration of certain aspects of the securitisation framework. Supervisors will need to monitor and use the flexibility within Basel II, including its Pillar 2, to ensure that capital buffers are appropriately forward-looking and take account of uncertainty associated with valuations. Bearing in mind that some financial institutions have had to raise additional capital as a result of the turmoil, supervisors should also consider the need for additional capital buffers or, as appropriate in national contexts, supplementary measures of capital strength as a complement to risk-based capital adequacy measures.

· Liquidity buffers: The turmoil has demonstrated the need for larger and more robust liquidity buffers and an internationally shared view among supervisors on sound liquidity risk management guidelines. Strengthening industry and supervisory sound practice standards for liquidity risk management, including stress testing, contingency funding plans, disclosure and control of intra-day risks, should have the highest priority. The Basel Committee is developing recommendations on this subject. Supervisors and central banks should also examine the scope for the development of a more robust and internationally consistent approach to liquidity risk supervision for cross-border banks. Large banks’ liquidity contingency plans should be shared with central banks.

· Risk management practices: Supervisors should focus on the capacity of a firm as a whole to manage risk. This involves not only assessing firms’ risk management capacity but also the extent to which firms integrate their risk assessments into their overall decision-making processes and controls. Supervisors need to sharpen firms’ focus on tail risks and enhance stress-testing regimes in order to identify and mitigate the build-up of excessive risk exposures and concentration risks. Firms’ managements need to act proactively in response to stress test results. Pillar 2 of Basel II provides a useful framework for implementing these approaches. The ongoing multilateral supervisory review will also make recommendations in these areas.

· Off-balance sheet activities: Basel II strengthens incentives in the financial system to manage risks appropriately and will reduce the regulatory arbitrage that generated large off-balance-sheet risk exposures. Basel II provides a framework within which to adapt capital requirements and associated guidance to ensure that its incentives remain appropriate as financial markets and the complexity of financial products evolve. Supervisors will examine the incentives provided by Basel II and accounting treatments that might induce financial institutions to remove assets from the balance sheet.

2. Underpinnings of the originate-to-distribute model

· The underpinnings of the OTD model — including origination and underwriting standards, transparency at each stage of the securitisation process, the role and uses of credit ratings — need to be strengthened. Originators, underwriters, rating agencies and investors are working to this end. Authorities must ensure that an appropriate incentive structure comes into place. US regulatory authorities must continue to investigate the extent to which underwriting weaknesses or possibly fraudulent practices comprised part of the broader sub-prime problem.

· Institutions arranging securitised products should be transparent about the underwriting standards for the underlying assets and the risk characteristics of structured financial products. They should also make available to investors and CRAs the results of their own due diligence. Market-based measures to address potential incentive problems in the securitisation chain are crucial to the viability of the OTD model.

· Authorities should encourage private sector initiatives to increase access to information on underlying assets.

3. The uses and role of credit ratings

· Investors, many of whom have relied inappropriately on ratings in making investment decisions, must obtain the information needed to exercise due diligence. Investment guidelines should recognise the uncertainty around ratings and differentiate products according to their risk characteristics.

· CRAs must clarify and augment the information they provide to investors on structured finance products. They should ensure that uncertainties surrounding their models and rating methodologies are made transparent. We welcome that CRAs are considering differentiating ratings of such products from corporate ratings.

· Issuers, underwriters and sponsors should take reasonable steps to ensure the accuracy and robustness of information provided to CRAs as well as to investors. CRA assessment of the credibility of this information is needed to improve rating accuracy.

· CRAs need to take adequate steps to address concerns about potential conflicts of interest, including concerns about their remuneration models. The IOSCO Code of Conduct will be modified to address these concerns.

· Authorities should examine whether the roles that they have assigned to ratings in regulation and supervisory rules are consistent with the objective of having investors make independent judgment of risks and perform their own due diligence, and do not induce uncritical reliance on credit ratings as a substitute for that independent evaluation.

· Authorities are aware that credit ratings play an important role in investment and risk management frameworks. The transitional implications of any changes to ratings frameworks or to regulation and supervisory rules should be carefully considered.

4. Market transparency

· Financial institutions need to improve the usability of disclosed information about risk exposures and valuations, including those related to structured products and off-balance sheet vehicles. Investors, industry representatives and auditors should work together to identify the types of relevant and useful disclosures, including those about valuation methodologies and the key valuation assumptions and drivers of changes in value.

· Further improvements are needed in firms’ valuation methodologies and in the data that they use as inputs to their valuation processes, in particular when markets are illiquid. Firms that ordinarily look to prices established in liquid markets need to have in place methodologies for valuing assets when markets become illiquid. Industry associations, standard setters and auditors should work to this end.

· Authorities should encourage market-led improvements in market transparency and disclosure standards. But a more prescriptive approach by securities market regulators, bank supervisors and accounting standard setters may prove necessary if these are inadequate.

· The disclosure requirements under Pillar 3 of Basel II are an effective tool for enhancing transparency and risk management practices at banks in light of market developments. The Basel Committee should encourage proper implementation of Pillar 3 disclosures (including risk information about exposures, securitisations, and structured products), and consider whether they need to be further enhanced.

5. Supervisory and regulatory responsiveness to risks

· Supervisors, central banks and financial authorities — individually and collectively — need to become more effective in translating risk analysis into action. Cooperation, including the exchange of information, needs to improve at both national and international levels.

· Supervisors and regulators must ensure that the skills of supervisors and the scope of risk management systems keep pace with and take account of financial innovation.

· Supervisors and regulators should communicate early their concerns about risk exposures and the quality of risk management practices to the boards and senior management of firms.

· International committees should speed up their policy decision-making processes concerning areas of risk in financial institutions and markets.

· Coordination between the supervision of individual institutions and the broader view arising from central banks’ financial stability analysis should be enhanced. The supervision of individual institutions should be informed by the results of central banks’ assessments of the stability of the broader financial system, and the central bank assessments should be informed by supervisory assessment of individual institutions.

6. Authorities’ ability to respond to crises

· Central banks’ operational frameworks must be able to supply liquidity effectively when markets and institutions are under stress. Central banks are actively investigating what lessons they can draw from recent experiences for their operational frameworks, including the capacity to provide liquidity broadly and flexibly under stressed conditions, for their communication with markets, and for the steps that might be advisable across central banks to address liquidity needs in globalized financial markets. This includes an examination of the scope for greater consistency in eligible collateral policies.

· Authorities need to strengthen, where appropriate, arrangements (legal frameworks for resolution, deposit insurance, etc) for dealing with weak and failing banks, both nationally and cross-border.

Furthermore the IMF and the FSF had been asked to identify potential vulnerabilities and enhancing early warning capabilities.

The roadmap of actions prepared by the Commission in response to the financial turmoil corresponds to the global agenda of the Financial Stability Forum and is accordingly comprehensive. The roadmap builds on the following three elements which were endorsed by the ECOFIN Council in October and December last year:

· the first element of the roadmap consists of a working programme, which runs until the end of 2008, aimed at reviewing, along with the EU’s international partners, how to further improve: (i) transparency; (ii) valuation standards; (iii) the prudential framework, risk management and supervision, and (iv) market functioning;

· the second element was also endorsed by the October ECOFIN and sets out further steps, at both the EU and national levels, for the development of financial stability arrangements. These steps include establishing common principles for cross-border financial crisis management and initiatives for enhancing cooperation and preparedness and for reviewing the tools for crisis prevention, management and resolution, and

· the third element was endorsed by the December ECOFIN and identifies actions to be taken by the Commission, the Level 3 Committees and Member States with the view to strengthen the Lamfalussy framework and in particular to enhance supervisory cooperation and convergence at Level 3.

In many issues self-regulation might be better than public regulation and supervision, because norms can be set by those with experience of the business, and can be monitored by those who know how the norms can be evaded. Industry groups also have the incentive to keep the cost of bureaucracy down. Responses to the turmoil rely to large extent to self-regulatory arrangements, e.g. in case of disclosure, governance, hedge funds or in creating global, multi-bank, cross-asset client valuations platform. However, on the one hand this requires hard efforts from industry, on the other hand one should not underestimate the costs of setting up an apparatus for monitoring and enforcing norms or overestimate the political will to do so. Countries with developed markets and powerful investment industries may not have the political consensus to encourage desirable steps.

There are also issues, where self-regulation does not seem to be appropriate or feasible solution for legal reasons or for enforceability. In such cases legal regulation is unavertable. Therefore it is very likely that a directive will amend the CRD — and if necessary other relevant directives — to introduce those internationally agreed modifications, which will ensure that necessary changes are going to happen. 
Of course one may say, that the new regulations — whether industry standards or legislative pieces — impose (further) burdens on banks. This may be true, however the recognised flaws of the present regulatory framework and of the practice of the banks had its cost: only the write-offs and losses became apparent at the banks to date represent the multiple of the amounts which had been invested into the preparations to Basel II.
Thank you very much for your attention.

