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The views in this presentation do not necessarily represent the views of the Federal
Reserve Board, the Federal Reserve Bank of New York, or the Federal Reserve System.
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e Systemic risk built up during the period of low volatility
 Accounting and risk measurement problems can obscure risk taking
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*  Fire sales and effects on the real economy
 |Interconnections transmit distress
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Vulnerability to runs

 Implicit and explicit guarantees from core institutions to shadow
institutions
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&f 4 * Financial innovation might increase aggregate risk
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1. ldentify possible shocks from scenarios (with caveats)

2. Assess amplification mechanisms:

— transmission channels and vulnerabilities in the financial system

(structural or cyclical) that could transmit and amplify possible shocks

3. Evaluate how these vulnerabilities could amplify shocks, disrupting financial

intermediation and impairing real economic activity
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Firms are considered systemically important because their distress or failure
could disrupt the functioning of the broader financial system and inflict harm
on the real economy

JF (CE3-@'=%#>"#/"
Shadow banks (and chains) provide maturity and credit transformation

without public sources of backstops and represent systemic risks due to their
connections to other financial institutions

KF 2116)'Y$iD61"

The risk of abrupt reversals in asset values tends to increase when the
pricing of risk is compressed

OF <6%'Z%-#-B+'
Linkage of financial sector to real economy is via the provision of credit
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* (Capital and leverage ratios; off-balance sheet commitments
* Stress test results (CCAR) — best forward-looking measure

* Market-based measures
— CDS, sub-debt bond spreads
— Stock prices, price to book, market equity capitalization, market betas

, 631D.61"-7¢"'$*"1")+"."1>U". D#1'$#3"D#3"#/' 1| D669614'%. -11"*-.36."
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* Size, interconnectedness, complexity, and critical services

— Interconnectedness: Intra-financial assets and liabilities, counterparty credit exposures
— Complexity — business lines; number of legal entities; countries of operation

* Market-based measures of systemic risk — CoVaR, SES, DIP
— Adrian and Brunnermeier (2008), Huang, Zhou, Zhu (2009), Acharya et al (2010) '
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— — — Citigroup
— Goldman Sachs
— — — Maraan Stanlev.
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* Measures of leverage in financial system (including on and off balance sheet
exposures)

* Measures of maturity mismatch and vulnerability
* Hedge funds, insurers, pension funds, and other financial firms that are not
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* Inflated asset valuations in booms increase the risk of asset price crashes in
busts

* Price and non-price measures of potential bubbles, extremely low volatility
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* Leverage of nonfinancial sector—households, businesses, governments

* Nonfinancial credit that is ultimately funded with short-term debt

ZNGB%)'-7"M#SHN"$6' 16%) - .- #'6%-#- B "' $hH8")+"
* Underwriting standards, risk appetite, and balance sheet capacity of financial

institutions

* Indicators of macro-economy vulnerability to financial risks
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Chart 20
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* Monitoring informs us about exposures to changes in the pricing of risk

e Sharp increases in the pricing of risk can generate systemic risk

0.$36-N"*6)@66#'1+1)6B"'."1>'$#3")C6'G."h6"'-7"."1>"
* Regulation is trading off the price of risk with the level of systemic risk

* Higher price of risk today may reduce buildup of systemic risk
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