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Lessons	
  from	
  the	
  Crisis	
  about	
  Systemic	
  Risk	
  

1.   MicroprudenHal	
  supervision	
  may	
  not	
  suffice	
  to	
  prevent	
  systemic	
  events	
  

2.   Systemic	
  risks	
  can	
  emerge	
  during	
  benign	
  periods	
  
•  Systemic	
  risk	
  built	
  up	
  during	
  the	
  period	
  of	
  low	
  vola>lity	
  
•  Accoun>ng	
  and	
  risk	
  measurement	
  problems	
  can	
  obscure	
  risk	
  taking	
  
	
  

3.   Systemic	
  risk	
  externaliHes	
  have	
  first	
  order,	
  aggregate	
  effects	
  
•  Fire	
  sales	
  and	
  effects	
  on	
  the	
  real	
  economy	
  	
  
•  Interconnec>ons	
  transmit	
  distress	
  	
  	
  
	
  

4.   Shadow	
  banking	
  system	
  affects	
  core	
  financial	
  insHtuHons	
  
•  Vulnerability	
  to	
  runs	
  
•  Implicit	
  and	
  explicit	
  guarantees	
  from	
  core	
  ins>tu>ons	
  to	
  shadow	
  

ins>tu>ons	
  
	
  

5.   Aggregate	
  leverage	
  and	
  maturity	
  transformaHon	
  maQer	
  
•  Financial	
  innova>on	
  might	
  increase	
  aggregate	
  risk	
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ImplicaHons	
  of	
  Crisis	
  for	
  Monitoring	
  Financial	
  Stability	
  

Pre-­‐empHve	
  assessment	
  process:	
  	
  

1.  Iden>fy	
  possible	
  shocks	
  from	
  scenarios	
  (with	
  caveats)	
  	
  

2.  Assess	
  amplifica>on	
  mechanisms:	
  

–  transmission	
  channels	
  and	
  vulnerabili>es	
  in	
  the	
  financial	
  system	
  

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

3.  Evaluate	
  how	
  these	
  vulnerabili>es	
  could	
  amplify	
  shocks,	
  disrup>ng	
  financial	
  

intermedia>on	
  and	
  impairing	
  real	
  economic	
  ac>vity	
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Broad	
  Monitoring	
  Framework	
  

1.   SIFIS	
  (bank	
  and	
  nonbank)	
  and	
  FMUs	
  
	
  Firms	
  are	
  considered	
  systemically	
  important	
  because	
  their	
  distress	
  or	
  failure	
  
could	
  disrupt	
  the	
  func>oning	
  of	
  the	
  broader	
  financial	
  system	
  and	
  inflict	
  harm	
  
on	
  the	
  real	
  economy	
  

	
  

2.   Shadow	
  Banking	
  	
  
	
  Shadow	
  banks	
  (and	
  chains)	
  provide	
  maturity	
  and	
  credit	
  transforma>on	
  
without	
  public	
  sources	
  of	
  backstops	
  and	
  represent	
  systemic	
  risks	
  due	
  to	
  their	
  
connec>ons	
  to	
  other	
  financial	
  ins>tu>ons	
  

	
  

3.   Asset	
  Values	
  
	
   	
  The	
  risk	
  of	
  abrupt	
  reversals	
  in	
  asset	
  values	
  tends	
  to	
  increase	
  when	
  the	
  

	
  pricing	
  of	
  risk	
  is	
  compressed	
  
	
  

4.   Real	
  Economy	
  
	
  Linkage	
  of	
  financial	
  sector	
  to	
  real	
  economy	
  is	
  via	
  the	
  provision	
  of	
  credit	
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1.	
  SIFI	
  and	
  FMU	
  Monitoring	
  

Measures	
  of	
  default	
  risk	
  
•  Capital	
  and	
  leverage	
  ra>os;	
  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	
  capitaliza>on,	
  market	
  betas	
  

	
  

Measures	
  of	
  liability	
  risk:	
  runs	
  and	
  funding	
  squeezes,	
  cross	
  border	
  
	
  

Measures	
  of	
  systemic	
  importance	
  
•  Size,	
  interconnectedness,	
  complexity,	
  and	
  cri>cal	
  services	
  

–  Interconnectedness:	
  Intra-­‐financial	
  assets	
  and	
  liabili>es,	
  counterparty	
  credit	
  exposures	
  
–  Complexity	
  –	
  business	
  lines;	
  number	
  of	
  legal	
  en>>es;	
  countries	
  of	
  opera>on	
  	
  

•  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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Monitoring	
  SIFIs:	
  
Capital	
  RaHos	
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Monitoring	
  SIFIs:	
  
BHC	
  Liability	
  Structure	
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Monitoring	
  SIFIs:	
  
CDS	
  Premiums	
  and	
  Market-­‐based	
  Capital	
  RaHos	
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Monitoring	
  SIFIs:	
  
Minimum	
  Tier	
  1	
  Common	
  RaHo	
  in	
  the	
  Supervisory	
  Stress	
  Scenario	
  (%)	
  



Monitoring	
  SIFIs:	
  
Market	
  Based	
  Systemic	
  Risk	
  Measures	
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2.	
  Shadow	
  Bank	
  Monitoring	
  

Leverage	
  Cycle,	
  Maturity	
  Mismatch,	
  and	
  Run	
  Risk	
  
•  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	
  



Monitoring	
  Shadow	
  Banking:	
  
Interconnectedness	
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Monitoring	
  Shadow	
  Banking:	
  
Margins	
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Monitoring	
  Shadow	
  Banking:	
  
Shadow	
  Banking	
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Monitoring	
  Shadow	
  Banking:	
  
Wholesale	
  Money	
  Market	
  Funding	
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Monitoring	
  Shadow	
  Banking:	
  
SecuriHzaHon	
  Issuance	
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3.	
  Monitoring	
  Asset	
  Values	
  	
  

	
  
PotenHal	
  for	
  Destabilizing	
  Drops	
  in	
  Asset	
  Prices	
  

•  Inflated	
  asset	
  valua>ons	
  in	
  	
  booms	
  increase	
  the	
  risk	
  of	
  asset	
  price	
  crashes	
  in	
  
busts	
  

•  Price	
  and	
  non-­‐price	
  measures	
  of	
  poten>al	
  bubbles,	
  extremely	
  low	
  vola>lity	
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Monitoring	
  Asset	
  Values:	
  
Treasury	
  Term	
  Premia	
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Monitoring	
  Asset	
  Values:	
  
Forward	
  Credit	
  Spreads	
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Monitoring	
  Asset	
  Values:	
  
House	
  Price	
  ValuaHons	
  

Adrian,	
  Covitz,	
  Liang:	
  Financial	
  Stability	
  Monitoring	
   20	
  



4.	
  Real	
  Economy	
  Monitoring	
  

Nonfinancial	
  sector	
  risk	
  	
  

•  Leverage	
  of	
  nonfinancial	
  sector—households,	
  businesses,	
  governments	
  	
  

•  Nonfinancial	
  credit	
  that	
  is	
  ul>mately	
  funded	
  with	
  short-­‐term	
  debt	
  

Effect	
  of	
  financial	
  sector	
  on	
  economic	
  acHvity	
  	
  

•  Underwri>ng	
  standards,	
  risk	
  appe>te,	
  and	
  balance	
  sheet	
  capacity	
  of	
  financial	
  

ins>tu>ons	
  	
  

•  Indicators	
  of	
  macro-­‐economy	
  vulnerability	
  to	
  financial	
  risks	
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Real	
  Economy	
  Monitoring:	
  
Nonfinancial	
  Sector	
  Credit-­‐to-­‐GDP	
  RaHo	
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Real	
  Economy	
  Monitoring:	
  
Debt-­‐to-­‐asset	
  RaHos	
  of	
  Non-­‐financial	
  Firms	
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Real	
  Economy	
  Monitoring:	
  
Underwater	
  Mortgages	
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Policy	
  Response	
  to	
  Systemic	
  Risk	
  

Monitoring	
  indicates	
  the	
  extent	
  to	
  which	
  shocks	
  might	
  trigger	
  systemic	
  events	
  

•  Monitoring	
  informs	
  us	
  about	
  exposures	
  to	
  changes	
  in	
  the	
  pricing	
  of	
  risk	
  	
  

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

Tradeoff	
  between	
  systemic	
  risk	
  and	
  the	
  price	
  of	
  risk	
  

•  Regula>on	
  is	
  trading	
  off	
  the	
  price	
  of	
  risk	
  with	
  the	
  level	
  of	
  systemic	
  risk	
  

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

	
  

Tougher	
  regulaHon,	
  higher	
  price	
  of	
  risk,	
  less	
  systemic	
  risk	
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Conceptual	
  Framework	
  for	
  Financial	
  Stability	
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1.   The	
  price	
  of	
  risk,	
  p,	
  increases	
  with	
  financial	
  shocks,	
  s	
  
2.   p	
  is	
  more	
  sensiHve	
  to	
  s	
  when	
  vulnerabiliHes,	
  v,	
  are	
  high	
  
3.   When	
  s	
  is	
  low,	
  p	
  is	
  decreasing	
  in	
  v	
  

Trade-­‐off	
  between	
  the	
  pricing	
  of	
  risk	
  in	
  normal	
  Hmes,	
  and	
  in	
  crises	
  


