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Abstract

The paper studies the causes of the current finhagsis and considers proposals for its
mitigation as well as for the prevention or mitigatof future crises.

The crisis is the product of a ‘perfect storm’ lgiimg together a number of microeconomic
and macroeconomic pathologies. Among the microamon systemic failures were: wanton

securitisation, fundamental flaws in the rating rages’ business model, the procyclical
behaviour of leverage in much of the financial egstand of the Basel capital adequacy
requirements, privately rational but socially ing#nt disintermediation, and competitive

international de-regulation. Reduced incentivescfafecting and disseminating information

about counterparty risk were a pervasive featurth@fmew financial world of securitisation

and off-balance sheet vehicles. So was lack afsparency about who owned what and
about who owed what and to who. Proximate loc&leds of the specific way in which these

problems manifested themselves were regulatorysapdrvisory failure in the US home loan

market.

Among the macroeconomic pathologies that contrdbutethe crisis were, first, excessive
global liquidity creation by key central banks amsgcond, arex-anteglobal saving glut,
brought about by the entry of a number of high4sgwountries (notably China) into the
global economy and by the global redistributiormafalth and income towards commodity
exporters that also had, at least in the shorthigin propensities to save.

In the UK, failures of the Tripartite financial biaty arrangement between the Treasury, the
Bank of England and the FSA, weaknesses in the Balngland’s liquidity management,
regulatory failure of the FSA, an inadequate ddpwmsurance arrangement and deficient
insolvency laws for the banking sector contribut@the financial disarray.

Despite this, it may well be possible to contaie #ipillovers over from the crisis beyond the
financial sectors of the industrial countries ahd thousing sectors of the US and a few
European countries.
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Introduction

According to a report in the Financial Timeéguropean nations are to draw up radical
proposals to improve transparency in financial meiskand to change the way credit rating
agencies operate in an attempt to prevent any reawe of the financial turmoil arising

from the credit squeezé."

Are transparency in financial markets and bettesigieed rating agencies indeed key to
preventing a recurrence of the kind of mess we limen experiencing in the world's most
developed financial economies for these past foonths? | intend to take a romp through
the crisis to see what lessons it holds for polialgers and market participants.

The problems we have recently witnessed acrossthustrialised world (but not, as yet, in

the emerging markets), were created by a ‘perfemims bringing together a number of

microeconomic and macroeconomic pathologies. Amtrg microeconomic systemic

failures were: wanton securitisation, fundamentaivé in the rating agencies’ business
model, the procyclical behaviour of marked-to-markeverage (see Adrian and Shin
(2007a,b) and also of the Basel capital adequamyinements, privately rational but socially

inefficient disintermediation, and competitive imtational de-regulation. Proximate local
drivers of the specific way in which these problemanifested themselves were regulatory
and supervisory failure in the US home loan market.

In the UK, the problems were aggravated by:

1. a flawed Tripartite arrangement between the Trgasiiwe Bank of England and the
Financial Services Authority (FSA) for dealing withancial crises;

2. supervisory failure by the FSA;

3. flaws in the Bank of England’s liquidity-orienteghen market policies (too restrictive a
definition of eligible collateral and an unwillingss to try to influence market rates at
maturities longer than overnight, even during pasiof serious lack of market liquidity);

4. flaws in the Bank of England’s discount window agieims (too restrictive a definition of
eligible collateral; only overnight lending; toostdctive a definition of eligible discount
window counterparties).

Both shortcomings in the Bank of England’s opeatamrrangements and procedures were
due to a flawed understanding in that institutiorflg the nature and determinants of market
(>iMliquidity, of (2) the Bank of England’s uniquele in the provision of market liquidity
because of its ability to create unquestioned difuiinstantaneously and costlessly, and of
(3) the conditions under which there is a tradebeffween moral hazard (bad incentives for
future bank behaviour) and tlex-postprovision of liquidity to (a) markets and (b) spiec
individual institutions with the aim of preventingnnecessary collateral damage to the
financial system and the real economy.

Among the macroeconomic pathologies that contribtiethe crisis were the following:

(1) An ex-anteglobal saving glut, brought about by the entryaohumber of high-saving
countries (notably China) into the global economy a global redistribution of wealth and

1 Financial Times, October 8, 20 plans market reforms to avert crisis




income towards commodity exporters that also hdd]east in the short run, higher
propensities to save than the losers from the giabeease in commodity prices.

(2) Excessive liquidity creation by the world’s tdeading central banks, the Fed and (to a
lesser extent the ECB) reinforced by the desirenahy new industrialising and oil and gas
exporting countries to limit the appreciation oéithcurrencies vis-a-vis the US dollar. The
behaviour of these central banks may be in paidnalised as a response to the Keynesian
effective demand weaknesses that many feared wesildted from (1).

1. The Microeconomic Pathologies of Modern Finance

1A. Securitisation
Origins

Traditionally, banks borrowed short and liquid det long and illiquid. On the liability side
of the banks’ balance sheets, deposits withdrawabldemand and subject to a sequential
service (first come, first served) constraint figairprominently. On the asset side, loans,
secured or unsecured, to businesses and houset@idshe major entry. These loans were
typically held to maturity by the banks (the ‘ongie and hold’ model). Banks therefore
transformed and extended maturity and createddityuiSuch a combination of assets and
liabilities is inherently vulnerable to bank rungdeposit holders.

Banks were deemed to be systemically importantaumee their deposits were a key part of
the payment mechanism for households and non-fiaboarporations, because they played
a central role in the clearing and settlement ajdascale transactions and of securities. To
avoid systemically costly failures by banks thatreveolvent but had become illiquid, the
authorities implemented a number of measures tegrand assist banks. Deposit insurance
was commonly introduced, paid for either by thekiag industry collectively or by the state.
In addition, central banks provided lender of lassort (LOLR) facilities to individual
deposit-taking institutions that had trouble finagcthemselves.

In return for this assistance and protection, baadcepted regulation and supervision. This
took the form of minimum capital requirements, mom liquidity requirements, other
prudential restrictions on what the banks couldlhm both sides of their balance sheets, as
well as reporting and transparency obligations.

In the 1970s, Fannie Mae (Federal National Mortgagsociation), Ginnie Mae
(Government National Mortgage Association) and BredMac (Federal Home Loan
Mortgage Corporationpegan the process of securitisation of residemtaitgages. Asset
securitisation involves the sale of income genegatinancial assets (such as mortgages, car
loans, trade receivables (including credit carceingables) and leases) by a company (the
originator of the financial assets) to a speciappse vehicle (SPV). The SPV, which might
be a trust or a company, finances the purchadeesttassets by the issue of bonds, which are
secured by those assets. The SPV is supposedlarnteuptcy-remote from the originator,
that is, it has to be an off-balance sheet entity-awis the originator. Cash-flow
securitisation works in a similar way, as when thi€ government agreed to create the



International Finance Facility which is supposed securitise future development aid
commitments.

Private institutions, especially banks, immediatedpk advantage of these securitisation
techniques to liquefy their illiquid loans. The ué#gg ‘originate and distribute’ model had

major attractions for the banks and also permistgubtential improvement in the efficiency
of the economy-wide mechanisms for intermediatioth @sk sharing. It made marketable the
non-marketable; it made liquid the illiquid. Theneas greater scope for trading risk, for
diversification and for hedging risk.

Securitisation generally involves the ‘tranching@’'tibe securities issued against a given pool
of underlying assets or cash flows. The higherdina has priority (seniority) over the lower
tranches. This permits the highest tranche seagadhst a pool of high-risk mortgages, say,
to achieve a much better credit rating than theamgeeof the assets backing all the tranches
together (the lower tranches, of course, have aespondingly lower credit rating). In
addition, various ‘enhancements’ are frequentlykpged with the securities. A common
example is insurance against default risk, whicts whtained from specialised financial
institutions, called ‘monolines ’ that had sprumgoi being to enhance the creditworthiness
(and credit ratings) of securities issued by US igipalities.

Problems

There are three problems associated with secuittiséand the generally associated creation
of off-balance sheet vehicles).

1. The greater opportunities for risk trading creatsd securitisation not only made it
possible to hedge risk better (that is, to covexnopositions); it also permitted investors
to seek out and take on additional risk, to furtherhedge' risk and to create open
positions not achievable before. When risk-tradapgportunities are enhanced through
the creation of new instruments or new institutioaad when new populations of
potential investors enter the risk-trading markets,can only be sure that the risk will
end up with those most willing to bear it. There t& no guarantee that risk will end up
being borne by those most able to bear it.

2. The ‘originate and distribute’ model destroys imi@tion compared to the ‘originate and
hold’ model. The information destruction occurshe level of the originator of the assets
that are to be securitized. Under the ‘originateé hold’ model the loan officer collecting
the information on the creditworthiness of the vabbe borrower is working for the
Principal in the investing relationship (the origiimg bank or non-bank lending
institution). Under the ‘originate and distribut@odel, the loan officer of the originating
banks works for an institution (the originating karthat is an Agent for the new
Principal in the investing relationship (the SP\attipurchases the loans from the bank
and issues securities against them). With asymeetiormation and costly monitoring,
the agency relationship dilutes the incentive fdoiimation gathering at the origination
stage. Reputation considerations will mitigate grisblem, but will not eliminate it.

3. Securitisation also puts information in the wroacp. Whatever information is collected
by the loan originator about the collateral valdigh® underlying assets and the credit
worthiness of the ultimate borrower, remains witle pbriginator and is not effectively
transmitted to the SPV, let alone to the subseqbeyers of the securities issued by the
SPV that are backed by these assets. By the tirhedge fund owned by a French
commercial bank sells ABSs (asset backed secyriieesked by US sub-prime residential



mortgages to a conduit owned by a small German Baekialising in lending to small
and medium-sized German firms, neither the buyetm® seller of the ABS has any idea
as to what is really backing the securities thattaing traded.

Partial solutions
The problems created by securitisation can be atéyjin a number of ways.

1. Simpler structures. The financial engineering that went into some loé ttcomplex
securitised structures that were issued in theféastyears before the ABS markets blew up
on August 9, 2007, at times became ludicrously derm@Bimple securitisation involved the
pooling of reasonably homogeneous assets, sagerdgsl mortgages issued during a given
period with a given risk profile (e.g. sub-primdt-A& or prime). These were pooled and
securities issued against them were tranched. awesecond-tier and higher-tier-
securitisation then took place, with tranches afuséised mortgages being pooled with
securitised credit-card receivables, car loan watdes etc. and tranched securities being
issued against this new, heterogeneous pool ofiised assets. Myriad credit enhancements
were added. In the end, it is doubtful that ever ttesigners and sellers of these
compounded, multi-tiered securitised assets knewatvihey were selling, knew its risk
properties or knew how to price it. Certainly tiedlers did not.

There is a simple solution: simpler structures.sThiill in part be market-driven, but
regulators too may put bounds on the complexitynstruments that can be issued or held by
various regulated entities. Central banks coutttptas collateral in repos or at the discount
window only reasonably transparent classes of ABS.

2. Unpicking’ securitisation. This ‘solution’ is the ultimate admission of defaat the
securitisation process. A number of American bamkih residential mortgage-backed
securities (RMBS) on their balance sheets have beeuaring the entrails of the asset pools
backing these securities and have sent staff toifsp@ddresses to assess and value the
individual residential properties. This inversidntlee securitisation matrix is, of course, very
costly and means that the benefits from risk paohnll tend to be ignored. It is an
ignominious end for the securitisations involved.

3. Retention of equity tranche by originator. When the originator of the loans is far
removed from the ultimate investor in the secwitiacked by these loans, the incentive for
careful origination is weakened. One way to migg#tis problem is for the originator to
retain the ‘equity tranche’ of securitised and ttad issues. The equity tranche or ‘first-loss
tranche' is the highest-risk tranche — the first jpb call when the servicing of the loans is
impaired. It could be made a regulatory requiremfmmt the originator of residential
mortgages, car loans etc. to retain the equityctrarof the securitised loans. Alternatively,
the ownership of the equity tranche could be reglito be made public information,
permitting the market to draw its own conclusions.

4. External ratings. The information gap could be closed or at leasuced by using
external rating agencies to provide an assessnigheareditworthiness of the securitised
assets. This has been used widely in the area @&Rk&hd of ABS. This ‘solution’ to the
information problem, however, brought with it a idnslew of new problems.

1B. Rating agencies



A small number of internationally recognised ratiagencies (really no more than three:
Standard & Poor’s, Moody’s and Fitch) account farstinof the rating of complex financial
instruments, including ABS. They got into this mess after for many years focusing mainly
on the rating of sovereign debt instruments anthigfe private corporates. They have been
given a formal regulatory role, (which will be gtgaenhanced under the about-to-be-
introduced Basel 2 Capital Adequacy regime) becahe#& ratings determine the risk
weighting of a whole range of assets bank holdheir balance sheets.

Their role raises a number of important issues liee# creates a number of problems.
Problems

1. What do they know? This is a basic but important question. One carginethat, after
many years, perhaps decades, of experience, g egancy would become expert at rating a
limited number of sovereign debtors and large peiveorporates. How would the rating
agency familiarise itself with information availabbnly to the originators of the underlying
loans or other assets and to the ultimate borr@vidmsy would the rating agency, even if it
knew as much about the underlying assets as tlggnators/ultimate borrowers, rate the
complex structures created by pooling heterogeneoderlying asset classes, slicing and
dicing the pool, tranching and enhancing the paymgrams and making the ultimate pay-
offs complex, non-linear functions of the undertyimcome streams? These ratings were
overwhelmingly model-based. The models used tetalé@ the models of the designers and
sellers of the complex structures, who work for iggiers of the instruments. The potential
for conflict of interest in the design and use lbéde models is obvious. In addition, even
honest models tend to be useless during periodssofderly markets, because we have too
few observations on disorderly markets to constreessonable empirical estimates of the
risks involved.

2. They only rate default risk. Rating agencies provide estimates of default risle (
probability of default and the expected loss caoddl on a default occurring). Even if
default risk is absent, market risk or price risi de abundant. Liquidity risk is one source
of price risk. As long as the liquidity risk doestrmutate into insolvency risk, the liquidity
risk is not reflected in the ratings provided by thating agencies. The fact that many
‘consumers’ of credit ratings misunderstood themarscope of theses ratings is not the fault
of the rating agencies, but it does point to a f[@wbthat needs to be addressed. First, there
has to be an education campaign to make investmseaof what the ratings mean and don't
mean. Second, the merits of offering (and requjrengeparate rating for, say, liquidity risk
should be evaluated.

3. They are conflicted.Rating agencies are subject to multiple potenbalflets of interest.

a. They are the only example of an industry whereabgraiser is paid by the seller rather
than the buyer, even though the buyers is likelyhtve the greatest information
deficiency.

b. They are multi-product firms that sell advisory amhsulting services to the same clients
to whom they sell ratings. This can include sellaglyice to a client on how to structure a
security so as to obtain the best rating and sulesgly rating the security designed
according to these specifications.



c. The complexity of some of the structured financedpicts they are asked to evaluate
makes it inevitable that the rating agencies vaidto work closely with the designers of
the structured products. The models used to ewldatault risk will tend to be the
models designed by the clients. This is not justptoblem that ‘marking-to-model’ can
become ‘marking-to-myth’ or ‘garbage in, garbagé.othere is the further problem that
the myth will tend to be slanted towards the irge& the seller of the securities to be
rated.

Partial solutions

There is no obvious solution other than ‘try harded don’t pretend to know more than you
know’ for the first problem. The second problemuiegs better education of the investing
public. The third problem can be mitigated in a emof ways.

1. Reputational concernsReputation is a key asset of rating agencies. Tihas, the fear of
law suits will mitigate the conflict of interest gislem. The fundamental agency problem
cannot be eliminated this way, however. Even ifriteng agencies expect to be around for a
long time (a necessary condition for reputatioratd as a constraint on opportunistic and
inappropriate behaviour), individual employees ating agencies can be here today, gone
tomorrow. A person’s reputation follows him/her bumperfectly. Reputational
considerations are therefore not a fully effectiskield against conflict of interest
materialising.

2. Remove the quasi-regulatory role of the rating gencies in Basel Il and elsewherdust

as the public provision of private goods tends ¢oblad news, so the private provision of
public goods leaves much to be desired (‘the hekigs money can buy etc.’). The official
regulatory function of private credit risk ratings Basel | and Il should be de-emphasized
and preferably ended altogether.

| may get my wish here, because Basel Il appedadiyfdoled below the waterline. It was

long recognised to have unfavourable macroeconatabilisation features, because the
capital adequacy requirements are likely to be gyaical (see Borio, Furfine and Lowe

(2001), Gordy and Howells (2004) and Kashyap amihS2004)). On top of this, the recent
financial turmoil showed that the two key inputsoirPillar 1, the ratings provided by the
rating agencies and the internal risk models obinaks, are deeply flawed.

As regards internal risk models, there are two lgrmb. The first is the unavoidable ‘garbage
in — garbage out’ problem referred to earlier, thadkes any quantitative model using
parameters estimated or calibrated using past wdts@ms useless during times of crisis,
when every crisis is different. We have really ohd one instance of a global freeze-up of
ABS markets, impairment of wholesale markets anduse of leading interbank markets
simultaneously in the US, the Eurozone and the Etimates based on a size 1 sample are
unlikely to be useful. Second, the use of intermaddels is inherently conflicted. The
builders, maintainers and users of these modelpeneeived by the operational departments
of the bank as a constraint on doing profitableirmss. They will be under relentless
pressure to massage their models to produce thésrekesired by the bank’s profit centres.
They cannot be shielded effectively from such press Chinese walls inside financial
corporations are about as effective in preventimg movement of purposeful messages
across them, as the original Great Wall of Ching wakeeping the barbarians out and the
Han Chinese in — that is, utterly ineffective.



3. Make rating agencies one-product firmsThe potential for conflict of interest when a
rating agency sells consultancy and advisory sesvis inescapable and unacceptable. Even
the sale of other products and services that ateini@rently conflicted with the rating
process is undesirable, because there is an imeetdtibias ratings in exchange for more
business in functionally unrelated areas. The aks/solution is to require any firm offering
rating services to provide just that. Having siagteduct rating agencies should also lower
the barriers to entry.

4. End payment by the issuerPayment by the buyer (the investors) is desirabtesbbject

to a ‘collective action’ or ‘free rider’ problem.n@ solution would be to have the ratings paid
for by a representative body for the (corporat@estor side of the market. This could be
financed through a levy on the firms in the industPaying the levy could be made

mandatory for all firms in a regulated industry.nCeivably, the security issuers could also
be asked to contribute. Conflict of interest isided as long as no individual issuer pays for
his own ratings. This would leave some free ridebjems, but should permit a less perverse
incentivised rating process to get off the groundbn’t think it would be necessary (or even

make sense) to socialise the rating process, sayeaying a state-financed (or even industry-
financed) body with official and exclusive powessprovide the ratings.

5. Increase competition in the rating industry. Competition in the rating process is
desirable. The current triopoly is unlikely to betimal. Entry should be easier when rating
agencies become single-product firms, althoughbéshang a reputation will inevitably take
time.

1C. The procyclical behaviour of leverage and of # Basel capital
adequacy criteria

As documented extensively in a number of contrimdi by Adrian and Shin (2007a,b),
leverage is strongly procyclical for financial inteediaries that operate mainly through the
capital markets. This includes securities brokerd dealers, hedge funds and investment
banks but not commercial banks. When assets ankemto-market, as regulators
increasingly require them to be, increases in gasets therefore tend to be associated with
rising leverage and falling asset prices with deoli leverage. If financial intermediaries
were passive and did not adjust their balance sheetesponse to changes in net worth
caused by changes in the prices of the assetshibldy leverage would be countercyclical.
Higher leverage will put upward pressure on asseeg, creating a positive feedback loop.
The response of the intermediaries to asset phieeges is therefore systemically
destabilising.

Adrian and Shin also document the procyclical behavof the value at risk to equity ratio.

A possible explanation of the procyclical naturdevierage, given by Adrian and Shin, is that
financial intermediaries target some value at tiskequity ratio, which induces them to

increase leverage when value at risk falls becabisising asset prices. This of course only
changes the statement of the puzzle; it does e g0

This pattern of procyclical leverage is reinforcdtough the Basel capital adequacy
requirements. Banks have to hold a certain minina&tion of their risk-weighted assets as
capital. Credit ratings are procyclical. Consetlye a given amount of capital can support a



larger stock of assets when the economy is boommeg when it is slumping. This further
reinforces the procyclical behaviour of leverage.

Partial solutions

There is no convincing explanation as to why finahioatermediaries might target their value
at risk to equity ratio (the 1996 Market Risk Amerght of the Basel capital accord only
prescribes a lower floor for the regulatory capithbanks relative to value at rf3k Nor do

we have much insight about the drivers of leveréme banks and non-bank financial
intermediaries. It is, however, interesting thagre is no procyclical (or countercyclical)
behaviour of commercial bank leverage. If the petical behaviour of leverage is deemed a
problem, bringing commercial bank regulatory praegito bear on other banks and non-bank
financial institutions may deserve consideration.

The procyclical effect of the Basel capital requments has been well-documented (see
Kashyap and Stein (2003)). This undesirable featand the more recent doubts about the
guality of the rating process itself) should leachh immediate re-opening and rethinking of
Basel II. It is rather disappointing having to gack to the drawing board of capital
adequacy even before Basel Il has been formallyclaed, but in view of its manifest flaws,
there is no other choice.

1D. Excessive disintermediation

There are no doubt solid economic efficiency reasion taking certain financial activities
out of commercial banks and out of investment baaksl putting them in special purpose
vehicles (SPVs), Structured Investment Vehicle¥$Sthat is, SPVs investing in long-term,
often illiquid complex securitised financial instnents and funding themselves in the short-
term wholesale markets, including the asset-baci@dmercial paper (ABCP) markets),
Conduits (SIVs closely tied to a particular bankyla host of other off-balance-sheet and
off-budget vehicles. Incentives for efficient perfmance of certain tasks, including
appropriate risk management, can, in principlealgned better in a suitably designed SPV
than in a general-purpose commercial bank. Thel@nmols that it is very difficult to come up
with any real-world examples of off-balance shesdtigles that actually appear to make sense
on efficiency grounds.

Most of the off-balance sheet vehicles (OBSVs) | familiar with are motivated primarily
by regulatory arbitrage, that is, by the desiravoid the regulatory requirements imposed on
banks and other deposit-taking institutions. Thesgude minimal capital requirements,
liquidity requirements, other prudential constrairdn permissible liabilities and assets,
reporting requirements and governance requireméitsers are created for tax efficiency
(i.e. tax avoidance) reasons or to address thesneé&édjovernments and other public
authorities for off-budget and off-balance sheeafiice, generally to get around public deficit
or debt limits.

OBSVs tend to have little or no capital, little wo transparency and opaque governance.
When opaque institutions then invest in opaquenfire instruments like the ABS discussed
earlier, systemic risk is increased. This is reioéd by the fact that muate-jureor de-facto
exposure remains for the banks that have spun haf dff-balance-sheet vehicles (the

2 Regulatory capital should not be less that thirees the 10-day, 99 percent value at risk.



‘sponsoring’ banks) to these vehicles . There sxdst jure exposure when the bank is a
shareholder or creditor of the OBSV, when the OB#¥ an undrawn credit line with the
bank or when the bank guarantees some of the OBI&\jHities. De-factoexposure exists
when, for reputational reasons, it is problematicthe bank to let an OBSV that is closely
identified with the bank go under.

Banks in many cases appear not to have been fwilyeaof the nature and extent of their
continued exposure to the OBSVs and the ABS theryechon their balance sheets. Indeed
the explosion of new instruments and new finaniciglitutions so expanded the populations
of issuers, investors and securities, that manyketgrarticipants believed that risk could not
only be traded and shared more widely and in newswhut that risk had actually been
eliminated from the system altogether. Unfortunattéde world of risk is not a doughnut: it
does not have a hole in it. All risk sold by someas bought by someone. If the system
works well, the risk ends up being born by thoséhbailling and most able to bear it.
Regrettably, it often ends up with those most nglbut not most able to bear it.

Partial solutions

Mitigation of the problems created by excessivantiksmediation will be partly market-
driven and partly regulatory.

1. Re-intermediation. Either Conduits, SIVS and other OBSVs are takerk lmac balance
sheet by their sponsoring banks, or the ABS aneérathquid securities on their balance
sheets are sold to the banks. The OBSVs then eifitieer away or vegetate at a low level of
activity.

2. Regulation. We can anticipate a regulatory response to thelgmobf opaque instruments
held by opaque OBSVs in the form of reporting regmients, and consolidation of accounts
requirements that are driven by broad principlesi¢k tests’), with constant adaptation of
specific rules addressing particular institutiomsl anstruments. For instance, if the Single
Master Liquidity Enhancement Conduit (M-LEC) or $dpnd proposed by JPMorgan
Chase, Bank of America and Citigroup, with the\setverbal support of the US Treasury,
ever gets off the ground, it is questionable whette US regulators will permit the
participating banks to keep it off-balance-sheet rgporting purposes, including earnings
reports. This would not of course, solve the probliat M-LEC, were it to get off the
ground, could be too successful in preventing saledlistressed illiquid assets held by
various OBSVs at rock-bottom prices. There is demel risk that the participating banks
would use M-LEC to buy each other’s bad assetsvattheart prices. They would thus be
able to postpone further the marking to marketheke assets at realistic values. This would
mean systemically costly further delays in the hgsmn of the paralyzing uncertainty about
who has lost how much through what exposure.

1E. Competitive Global Deregulation

Regulators of financial markets and institutions arganised on a national basis and are, in
part, cheerleaders and representatives of theestteof their national financial sectors. While
regulation is national, finance is global. The kima of financial enterprises and markets is
endogenous; many are very footloose. A thrivingricial sector creates jobs and wealth, and
is generally environmentally friendly. So regulatoiry to retain and attract financial
businesses to their jurisdictions in part by offgrmore liberal, less onerous regulations. This



competition through regulatory standards has ledless stringent regulation almost
everywhere.

There have been occasional reversals in this pgodé® Sarbanes-Oxley Act of 2002 was a
response to the corporate governance, accountidgrgporting scandals associated with
Enron, Tyco International, Peregrine Systems and®Zom. It undoubtedly contributed to a
loss of business for New York City as a global ficial centre. Because Sarbanes-Oxley
compliance is mainly a matter of box-ticking (likeost real-world compliance, especially
compliance originating in the USA), it has not nigtéy improved the informational value of
accounting or the protection offered to investors.

Is this global competitive deregulation processeécame antidote to a tendency to excessive
and heavy-handed regulation, or a race to the tmottowhich everyone loses in the end? |

believe the jury is still out on this one, althoughm inclined, if pushed, to suggest that the
following are likely to be true

- Principles-based regulation (allegedly what we hawhe UK) vs. rules-based regulation
is an unhelpful distinction. You need both. You dhearinciples that spell out the
fundamental ‘duck test’: (a) Does the institutiemd long and borrow short? (b) Does it
lend in illiquid form and borrow in markets thatdrquid in normal times although they
may turn illiquid during period of market turbulea®Do banks have substantial exposure
to the institution? If so, it should be either colidated for reporting purposes with the
bank or treated as a bank it its own right. Then gtso need rules that are constantly
adapted to keep up with developments in instrumamdsinstitutions.

- Self-regulation is no regulation unless backed rgdibly with the threat that, unless
effective self-regulation is implemented, extemggulation will be imposed.

« Voluntary codes of conduct are without significamcgess they can be and are used by
the regulator (through ‘comply or explain’ rulesr finstance) to impose and enforce
standards. That means that if the explanation istaothe regulator’s satisfaction,
consequences follow and ultimately compulsion canded.

« The UK’s ‘light-touch’ regulation has become ‘stdtich’ regulation and needs to be
tightened up in a large number of areas.

Partial solutions

1. Greater international cooperation between regulors. This is a no-brainer, but very
hard to achieve.

2. A single EU-wide regulatory regime for banks, dter financial institutions and
financial markets. National financial regulators in the EU should be tvay of the dodo.
An EU-level FSA separate from the ESCB would beoadgidea, although the central
banks (the ECB and, from January 1, 2007, 16 nalticentral banks) should collect more
information about individual banks than the BankEofgland has done since it lost
banking supervision and regulation in 1997 when Bwnk became operationally
independent for monetary policy. Adequate infororaton the liquidity positions of
systemically important banks and other financiatitations should be collected routinely
by all central banks.

3. A crackdown on “regulators of convenience”This requires tough measures towards
‘regulation havens’, some found in the Caribbedhes closer to the UK. One effective
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approach would be the non-recognition and non-eefiility of contracts, court
judgements and other legal and administrative gslinmade by non-compliant
jurisdictions.

2. The Global Macroeconomic Setting

The macroeconomic background to the crisis is @reat Moderation’ — the low and stable
global inflation and the high and stable global @BP growth of the past decade. Actually,
this moderation is more apparent from the inflatiaqures than from the GDP figures.
Figure 1 shows the spectacular decline and retaipilisy of global inflation.

Figure 1 here
(Source: IMF World Economic Outlook November 2007)

Figure 2 demonstrates two points.

Figure 2 here
(Source: IMF World Economic Outlook November 2007)

First, the stability of global GDP growth does rgpear to have increased since the early
1980s. Second, the common belief that global drawer the past 4 years has averaged over
5 percent is based on the wrong statistics — #abn data that weigh national GDPs at
purchasing power parity (PPP) exchange rates ratier market exchange rates. PPP
exchange rates are the best conversion facto@mmparisons between national standards of
living are to be made. To get the best estimatevtlopments in global economic activity,
market exchange rates should be used. GDP grdawtfakket exchange rates has averaged
around 3.5 percent per annum over the past fewsyedihe difference between the two
measures is due to the fact that PPP exchangegiagea much greater weight to developing
countries and emerging markets than do market egehaates. Since emerging markets
(China, India, Vietnam, South Africa) have been thstest growers by far over the past
decade, global growth measured at market exchatgs lhas been well below global growth
measured at PPP exchange rates. The view thaalgiwbwth has been good but not
spectacular is confirmed by the observation tha2@§6, the global share of investment in
GDP was only slightly above its previous peak valadeieved in 1994 (see Figure 1).

Another striking feature of the global macroeconomnvironment has been the declining
level of real interest rates since 2001, and spady the marked decline since the bursting
of the tech bubble at the end of 2000. This isssholearly by Figure 3, which is taken from
Desroches and Francis (2067).

Figure 3 here
(Source: Desroches and Francis (2007))

The proximate determinant of the trend decline lwbagl real interest rates is an ex-ante
saving glut, caused by the rapid growth of new gmner markets like China, which have
extraordinarily high propensities to save, andmiore recent years, the global redistribution

3 Nothing much can be concluded from eyeballingetkgpost saving and investment rates in Figur&ldey
are supposed to be identically equal, and anyréififee represents just measurement error.
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of wealth and income towards a limited number ajdpicers of primary energy sources
(especially oil and natural gas) and raw materidfar a number of years, the absorptive
capacity of the beneficiaries could not keep uphwheir new-found wealth, and vast
amounts of savings had to be recycled. The extfamaacial conservatism of many of the
big savers (in China, Japan, India, Russia, mosttitS&ast Asian and Latin American
countries and in the Gulf states, these often leeecentral banks) meant that much of the
increased demand for financial assets was diretv@dcards default-risk-free financial
instruments, especially US Treasury bonds. Withresponse of supply, risk-free real rates
fell very low indeed (see Caballero (2006)).

In addition, the response of the US monetary aiitestto the bursting of the tech bubble, the
continued liquidity trap in Japan and, for a whalso the rather relaxed monetary policy in
the Euro area resulted in massive and excessildiquidity growth, especially from 2003
till the end of 2006. Many rapidly growing and hligaving emerging markets and a number
of key oil producers (including the 6 members o tBulf Cooperation Council) pursued
policies of undervalued nominal exchange rates sdedlized intervention, which although
only partially effective, resulted in an unprecemenaccumulation of foreign exchange
reserves and, until recently, growing demand fghigrade sovereign debt instruments.

As a result of this, not only were long-term riskd nominal and real interest rates

extraordinarily low since 2003, but unprecedentddly credit risk spreads (that is, default

risk spreads) prevailed across the board. Theeeals an explosion of leverage, although
interestingly enough not in the non-financial cogie sector. Households leveraged up and
so did the financial sector. Prima facie, comnarbianks did not increase their leverage
very much. The increased leverage in the finars®ator took place outside the commercial
banks - in investment banks, hedge funds, privgtety funds and a whole range of new

financial institutions (SIVs, conduits etc), oftasing the new securitisation-based financial
instruments discussed earlier. It was insuffidieappreciated, by regulators, by the banks
and by the new financial institutions themselvémt tbeing off-balance-sheet for certain

regulatory, auditing and reporting purposes, dassnmean that there is no substantive (and
potentially substantial) financial, commercial, romic and reputational exposure.

Partial Solutions

Low global risk-free real interest rates have besing since the end of 2006, as the
absorptive capacity of the oil and gas exporters figen and as central banks at last lost
control of the management of the external assefsizl in the high-saving emerging
markets. The transfer of these resources to sigvergealth funds with a much greater
willingness to take risk and a thirst for returmsgans that at first the incremental flows, but
increasingly also the existing stocks of exterredess are being shifted out of high-grade
sovereign obligations and into such things as ggunifrastructure and other riskier but
higher-yielding investments, including commaodities.

As regards excessive liquidity creation, it loolssthough both Japan and the US may be
repeating (or be about to repeat) the policiehefliteginning of the decade. Japan appears to
be sliding back into recession, with renewed deihatry pressures and no prospects for an
early normalisation of nominal interest rates. Henanke Fed has turned out to be more
like the Greenspan Fed than | would have expeatéwped, and has, since the crisis started
in August 2007, cut the Federal Funds target ratedf® bps and the primary discount rate by
125bps, despite the presence of serious inflatjopegssures. While the exchange rates of
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many oil and gas producers have appreciated someagaanst the dollar, there has been
considerable intervention to keep down the ratapgreciation. The same has been true in
China and India. It looks as though the foundatifor the next global liquidity glut are
being laid while the world is still struggling witthe (market) liquidity crunch that started
this summer.

3. The Onset of the Financial Crisis

Facts can be ignored for a long time, but not ferevrhe realisation that risk may have been

underpriced dawned first in the USA to holdersexfisities backed by sub-prime mortgages.

During the second half of 2005, the delinquenceg @t these mortgages began to creep up
from a low of 10 percent at an annual rate (searEig).

Figure 4 here

During 2006, the delinquency rate rose further bypaarly 2007 it had reached 15 percent.
It became clear that, because many of the mortggigeged in 2005 and 2006 had up-front
‘teaser rates’, which during 2007 and 2008 wouketet much higher levels, there was only
one direction delinquencies were going to go: up.

The prices of sub-prime mortgage credit defaultpsMaegan to fall late in 2006 (see Figure
5) and dropped like a stone by the middle of ther ymdicating higher perceived default risk
for the underlying assets.

Figure 5 here

The widening of credit risk spreads that followedswnot confined to sub-prime related
instruments and institutions. As is clear from Ufg 6, which shows the behaviour of
Sterling corporate bond spreads by rating, the ajlaimderpricing of risk had affected
virtually every private financial instrument, arftetsovereign instruments issued by all but a
small number of highly creditworthy sovereigns.

Figure 6 here

The US sub-prime mortgage crisis was just the éngd the global crisis. To illustrate, early
in 2007, a large amount of unsecured household @elmsumer credit) had to be written
down/off by UK banks.

In August 2007, we say something we had never §e¢ore. The simultaneous global
freezing up of virtually all wholesale capital matg, including the interbank markets, CDO
markets, markets for asset-backed-commercial pgBCP) (where the crisis hit Canada
first) and markets for all but the very best assstked securities. Global new CDO issuance
dropped precipitously (see Figure 7) and it becanpmssible to roll over outstanding stocks
of commercial paper, especially asset-backed cowialgraper, which as a result declined
sharply (see Figure 8).

Figure 7 here

Figure 8 here

13



The financial turmoil did not just touch securiti@sd institutions associated with sub-prime
lending in the US. The underpricing of credit riskd been a global phenomenon, and the re-
pricing of credit risk, which is by no means ovettee time of writing (December 11, 2007),
has affected other financial markets, as | disausise Conclusion.

The ‘monolines’ or credit risk insurers, from thardest ones like MBIA and Ambac to
smaller ones like ACA, FGIC, Security Capital Asswre found themselves in the spotlight
and under pressure. The value of the credit rigkaecement they can provide depends
entirely on their own credit rating. A 'monolingithout a triple A rating no longer has a
viable business model. It is therefore key thaythre well-capitalised or are backed by
well-capitalised parents or sponsors who can regltetheir capital should the need arise.
That this is a real issue became clear when a¢rideof November 2007, two French banks
pledged $1.5 bn to recapitalise a small French miame CIFG. This is unlikely to be the
last rescue of a monoline in this credit cycle.

4. How Did the World's Leading Central Banks Respod to the
Crisis?

None of the world’'s leading central banks exactlyered themselves with glory, although
some did better than others, and the Bank of Exgbaobably did the worst job.

The Federal Reserve

After the crisis erupted on August 9, the FederasdRve decided to reduce its (primary)
discount rate by 50 basis points from 6.25 pertelt75 percent on August 16. This was at
best a meaningless gesture. There were no UScfalanstitutions for whom the difference

between able to borrow at the discount rate at p&fent rather than at 6.25 percent
represented the difference between survival anovascy; neither would it make a material

difference to banks considering retrenchment itir lie@ding activity to the real economy or

to other financial institutions. It was a reduation the discount window penalty margin

(previously 100 basis points) of interest only twstitutions already willing and able to

borrow there (because they had the kind of cobétaormally expected at the discount
window). It was small subsidy to such banks — alktreat for their shareholders.

A possible rationalisation of this action — thatvids a way for the Fed to say ‘we feel your
pain; we know and we care’, without doing anythsupstantive, like a cut in the Federal
Funds target rate — really makes little sensesaam & substantive viewpoint, the Fed’s action
on August 16 was cheap talk.

Subsequently, on September 18, the Fed cut thed&ldelends Rate by 50 basis points, with a
further reduction of 25 basis points following oot@ber 31. In both cases, the Discount rate
was reduced by the same amount as the Federal Fargésrate.

The Fed also extended the maturity of loans atibeount window from overnight to up to
one month. It also injected liquidity into the rkats at maturities from overnight to 3-
month. The amounts injected were somewhere betwease of the Bank of England
(allowing for differences in the size of the US asd economies) and those of the ECB.
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Throughout the four months of the crisis, it idfidiflt to avoid the impression that the Fed is
too close to the financial markets and leadingrfoia institutions, and too responsive to
their special pleadings, to make the right decsimm the economy as a whole. Historically,
the same behaviour had characterised the Greelrgaanlt came as something of a surprise
to me that the Bernanke Fed, if not quite a clohi® Greenspan Fed, displays some of the
same excess sensitivity to Wall Street concernberd is an always-present danger of a
regulator getting too close to the industry itupggosed to be regulating in the public interest.
Even if conscious regulatory capture is avoided, régulator is at risk of internalising the
objectives, fears and worldview of the regulatedustry to such an extent, that it interferes
with the regulator’s ability to make an impartiatipement about what actions are most likely
to serve its official mandate.

There can be no doubt in my view that the Fed ui@teenspan treated the stability, well-
being and profitability of the financial sector as objective in its own right, regardless of
whether this contributed to their legal triple matedlof maximum employment, stable prices
and moderate long-term interest rates. While tam&nke Fed has but a short track record,
its rather panicky reaction and actions since Atiguggest that it too may have a distorted
and exaggerated view of the importance of the firrsector for macroeconomic stability.
Time will tell.

The ECB

The European Central Bank injected liquidity bottermight and at longer maturities on an
very large scale indeed, but with limited successe (Figure 9 below). It did not cut the
policy rate or its discount rate, but it refrairfedim raising rates as it had planned to do, and
had effectively pre-announced following its laseqorisis Governing Council rate-setting
meeting on August 2. Since then there have beennfimre meetings where rates have been
kept on hold, but where the rhetoric strongly hiatsa bias towards further rate increases.
The longer talk without action persists along théses, the lower the credibility of the
forward-looking statements of President Trichet.

The Bank of Japan

The Bank of Japan did nothing in particular, bud divery well. This is justified if the
absence of evidence (of significant exposure ofadape banks to sub-prime-backed
securities or to other devalued financial instrutaers indeed evidence of absence (of such
exposure). There is, unfortunately, a long hiswiryapanese banks not owning up to asset
impairments, and refusing to write down underperniog assets. Japanese banks continue to
be opaque, even by the modest standards of thefrds¢ banking sectors of the advanced
industrial countries.

The Bank of England

The Bank of England cut neither its discount raieits policy rate until December 7, when it
cut both by 25 basis points. It injected liquidity a modest scale, at first only in the
overnight interbank market. Rather late in the, diageversed this policy and offered to repo
at 3-month maturity, but subject to an interese¢ fé&dor 100 basis points above Bank Rate,
that is, effectively at a penalty rate. No one edorward to take advantage of this facility.
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The Bank now manages the Liquidity Support Facifty Northern Rock, although the
Treasury is on the hook for any losses the Bank m#fer through its exposure to the
mortgages that it is taking from Northern Rock allateral for its use of the Facility.

Just before the Northern Rock crisis blew up, ors&ptember 2007 (in a Paper submitted to
the Treasury Committee by Mervyn King, Governoittegd Bank of England) the Bank told
the world the following:

“...the moral hazard inherent in the provision of @ast insurance to institutions that have
engaged in risky or reckless lending is no abstcactcept”.

On September 13, 2007, the announcement camehth&aink of England, as part of a joint
action by HM Treasury, the Bank of England andRhlmancial Services Authority (according
to the Memorandum of Understanding between thase tharties), had bailed out Northern
Rock, a specialist mortgage lender, by providingith a credit line (the purpose-designed
Liquidity Support Facility). Without this, NortherRock, which funds itself mainly in the

wholesale markets, would not have been able to itsefancial obligations.

Even today we don’'t know any of the details of hibwg reported credit line is secured, or
how any draw-downs of this credit line are collatised. If Northern Rock had sufficient
collateral eligible for rediscounting at the Bank Bngland’s Standing (collateralised)
Lending Facility, it presumably would have done sather than invoking this emergency
procedure involving the Bank, the FSA and the Tuga<Collateral eligible for rediscounting
at the Standing Lending Facility consists of stgyland euro-denominated instruments issued
by UK and other European Economic Area central gowents, central banks and major
international institutions rated at least Aa3 (aerceptionally, US Treasury bonds). Such
assets are said to be scarce on the balance sh¢ettioern Rock. The severity of the penalty
rate charged Northern Rock will also be importantiétermining the long-term moral hazard
damage caused by this operation.

The Bank’s September 12 Paper recognises condittbes this kind of bail out is justified:

“..., central banks, in their traditional lender o&dt resort (LOLR) role, can lend “Against
good collateral at a penalty rate” to any individudank facing temporary liquidity
problems, but that is otherwise regarded as solvEi rationale would be that the failure of
such a bank would lead to serious economic damagkiding to the customers of the bank.
The moral hazard of an increase in risk-taking tesg from the provision of LOLR lending
is reduced by making liquidity available only atpanalty rate. Such operations in this
country are covered by the tripartite arrangemesgsout in the MOU between the Treasury,
Financial Services Authority and the Bank of EnglaBecause they are made to individual
institutions, they are flexible with respect toeygf collateral and term of the facility”.

The MOU states in paragraph 14:

14. In exceptional circumstances, there may beea rier an operation which goes beyond
the Bank’s published framework for operations ire ttmoney market. Such a support
operation is expected to happen very rarely andl@vowrmally only be undertaken in the
case of a genuine threat to the stability of timardicial system to avoid a serious disturbance
to the UK economy.”
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It is clear that the conditions for a justifiablellR operation, as specified in the MOU and
reiterated in the Bank’s September 12 Paper, wetrsatisfied.

First, no evidence has been offered to supporfrétriently-heard assertion (from Northern

Rock, the Treasury, the Bank of England and the)RB&t Northern Rock (total assets £113
bn as of 30 June 2007) suffered just from illigyidiather than from the threat of insolvency.

Delinquencies on its mortgages are said to be b#tevaverage of the UK mortgage lending
industry, and that indeed is good news. Howevike organisation had followed an

extremely aggressive and high-risk strategy of agma and increasing market share,
funding itself in the expensive wholesale markets 5% of its total funding needs, and

making mortgage loans at low and ultra-competiéiffective rates of interest. In the first half

of 2007, Northern Rock accounted for over 40 pdro¢rthe gross mortgage lending in the

UK, and for 20 percent of the net. It is hard & $.ow with such a breakneck rate of
expansion, it is possible to maintain adequate ityuabntrol over the lending process.

Creditworthiness vetting must have slipped — tlaeelimits to the speed of organic growth.

In addition, the bank reputedly offered mortgagesta six times annual income, and

packages of mortgage and personal loans adding 2% percent of the value of the

collateral for the mortgage. That seems recklegsaa strategy designed to end up with non-
performing loans. There is some information surelyhe fact that Northern Rock’s share

price had been in steep decline since Februarkiisfyear, well before the financial market

turmoil hit.

In my view, the solvency of Northern Rock is a reattill to be determined. As usual, there
is no hard information to go by.

Second, it is hard to argue that the survival ofthern Rock is necessary to avoid a genuine
threat to the stability of the UK financial systeor, to avoid a serious disturbance to the
economy. The bank is not ‘too large to fail'. Agthfth largest mortgage lender in the UK, it
is not systemically significant. When all else gaithe ‘threat of contagion’ argument can be
invoked to justify bailing out even intrinsicallgther small fish, but irrational contagion, that
is, contagion not justified by objective balanceethand off-balance sheet interdependencies,
is extremely rare in practice, and could have lmressed directly had it, against the odds,
occurred, following the insolvency Northern RockVith a reasonable deposit insurance
arrangement (say one insuring personal retail despop to £50,000 and capable of making
full payment on the insured deposits in no more thacouple of working days), Northern
Rock could and should have been left to sink onmswn its own, or with any private sector
assistance it might be able to drum up withoutstingport of the UK taxpayer..

In a well-designed financial system, Northern Raduld have been taken into public
ownership, with the deposits ring-fenced and disted swiftly to the depositors, and with
the bank remaining open to manage existing expesamd commitments. This would give
everyone involved time to discover the best lortgem destination for Northern Rock, its
assets and stakeholders. The US legal and regulétamework for dealing with the

insolvency of banks has this property.

Talking tough at first but then providing liquidigupport to Northern Rock, and describing
liquidity support to the markets at longer matestias creating moral hazard (an erroneous
view, in my opinion) but subsequently offering tooyide such support after all, have
undermined the credibility of the Bank. | beliehe Bank recognises this and is taking steps
to avoid a recurrence of such mishaps.
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One of the ironies (and surprises) of this setveings is that despite the contrast between the
low-key and small-scale interventions of the Bark Emgland, the massive liquidity
injections at all maturities, including 3 month$tlee ECB,. and the rate cuts and continued
moderate liquidity injections of the Fed, the effe€t these policies on one key measure of
money market distress, the spread between -3 midhtr (the interbank rate) and the 3-
month OIS rate or Overnight Indexed Swaps, is nbauathe same for sterling, the euro and
the US dollar. Figure 9 makes that clear. Theeagbrof Libor over the Overnight Indexed
Swap rate is a better indicator of the market'swad default risk plus liquidity risk than the
spread of Libor over the policy rate, because @8rmonth horizon, the policy rate can be
expected to chandeThis has obviously been the case for the Fedenafl$-target rate since
the beginning of the crisis.

Figure 9 here
(Source: Haver.com, Goldman Sachs International)

5. Lessons to be Learnt by the UK Authorities

The way the crisis unfolded damaged the prestigkimternational standing of the City of
London - the financial capital of the world — mahan the other leading financial centres.
The damage is manageable and remediable, butfosfifiective steps are taken to correct the
many manifest weaknesses of the UK financial systexnwere brought to light by the crisis.

| believe there are thirteen lessons for the UKaurities.

(1) The Tripartite arrangement between the Treadiey Financial Services Authority and
the Bank of England, for dealing with financial talsility is flawed. Responsibility for this
design flaw must be laid at the door of the man wheated the arrangement - the former
Chancellor and current Prime Minister, Gordon Browithe Treasury, as the dominant
partner in the arrangement, also bears primaryorespility for the way in which the
Tripartite arrangement has performed operationatig continues to perform during this
crisis.

The main problem with the arrangement is that s plie information about individual banks
in a different agency (the FSA) from the agencyhuitte liquid financial resources to provide
short-term assistance to a troubled bank (the BdAnkngland). This happened when the
Bank lost banking sector supervision and regulatoegponsibility on being made
operationally independent for monetary policy byré@m Brown in 1997. It's clear this
separation of information and resources does ndt.wo

4 An Overnight Indexed Swap is a fixed/floatingeirgst rate swap with the floating leg tied to alishled
index of a daily overnight rate reference. Thernight rate is close to the policy rate, so thedixeg of an
OIS swap can be interpreted as the market’'s exj@ctaf the policy rate over a three-month horizon.

5 The damage done by weaknesses in the desige @ftmework for financial stability and the implemh&tion
of policy by the three key players, the Treasung, ESA and the Bank of England should not be exatgg:
The position of London as the world’s primary fical centre is threatened more by its grossly iqadee
transportation infrastructure, its excessive codiving (especially housing) and sub-standard and/ldly
expensive primary and secondary education fadglitian by anything connected with the recent fir@meisis.
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There are two solutions. Either the relevant el@sef banking supervision and regulation
(those having to do with liquidity management) eeirned to the Bank of England, or the
FSA is given an uncapped and open-ended creditlitrethe Bank of England, guaranteed
by the Treasury. With discretionary access toitigesources, the FSA can perform the
Lender of Last Resort function vis-a-vis individugbubled institutions. The Bank of
England would of course retain the Market MakerLatt Resort Function of providing
liquidity to markets and supporting systemicallypwntant financial instruments.

If the Bank were to regain all of banking supemsiand regulation, two deeply political
activities, its independence would be jeopardigspgecially its operational independence for
monetary policy. One solution to this problem cbile to take the Monetary Policy
Committee out of the Bank of England. The Goverobthe Bank of England would no
longer be the Chairman of the MPC, although | sgpgte (or she) could still be an external
member. The MPC would just set the target ratettierovernight interbank market. The
Bank would act as agent for the MPC in keepingawernight rate as closely to the official
target as possible. Anything else (including ldityi-oriented interventions at maturities
longer than overnight, and foreign exchange mairketrvention) would be the province of
the Bank of England, not of the MPC.

(2) Three months after the creation of the LigyidBupport Facility and the granting of
deposit insurance cover to Northern Rock (and tp @her bank that might fight itself in
similar circumstances), Northern Rock is still @a support, having drawn over £25 bn from
the LSF - just under 25 percent of its assets.s ©&a shambles. First, it never should have
been necessary to provide both liquidity suppod ardeposit guarantee for Northern Rock.
By effectively guaranteeing access to funds forthkEmn Rock and insuring virtually all
unsecured creditors to Northern Rock (and all othierbanks who might find themselves in
similar straights), the UK has socialised all riskthe liability side of the banking sector
balance sheet.

Several courses of action would have been preferabhey include the following:

(a) Let Northern Rock sink or swim on its own sgén(i.e. no Liquidity Support Facility),
but guarantee all deposits, and ensure a speedygoayof all insured deposits. This would
probably have resulted in the insolvency of Nomheock.

(b) Let Northern Rock sink or swim, but guarantégarsonal retail deposits up to £50,000,
and ensure a speedy payment of all insured deposhs would probably have resulted in
the insolvency of Northern Rock and a much smaller on the bank by depositors than
actually took place.

(c) Take Northern Rock into public ownership. Thisuld probably result in lawsuits by
existing shareholders who feel they should haveadmtter deal from the tax payer.

(3) The UK deposit insurance arrangements (whichehaeen in place since 1982) are
flawed. The amount covered (£2000 outright ando8ftent of the next £33,000) was too
low; the deductible for deposits over £2000 wasnaitation to run, and the time (allegedly

up to 6 months) it could take for depositors to tietir money back was far too long.

Responsibility lies with the Chancellor, althoudiie Bank and FSA could have been better
advisors and counsellors to the government in thmeatters. The necessary reforms are
obvious.
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(4) The FSA did not properly supervise Northern IRoclt failed to recognise the risk
attached to Northern Rock’s funding model. Sttesting was inadequate. The ‘war-games’
organised by the three parties to the Tripartitarsgement also seem to have suffered from a
lack of imagination.

(5) The much-vaunted ‘light touch’ UK model of région (based on principles) turned out
to be instead of model of ‘soft touch’ regulatidhis clear that the principles vs. rules debate
is vacuous. You need both. The principles shetdte a clear ‘duck test’. E.g. if a financial
institution borrows short and lends long, if it baws liquid (during normal times, but with
the risk of occasional illiquidity in its usual fdimg channels) and lends illiquid, and if banks
are substantially exposed to it, then it shoulddgpilated like a bank, even if it says ‘Hedge
Fund’ on the letterhead. The rules should aggrelschase the unceasing attempts, through
institutional and instrument innovation, to avosgjulation.

(6) Bank insolvency law in the UK is flawed. A lkathat goes into administration has its
deposits frozen. The UK needs a US-style arranggnwehere the regulator can take a
threatened bank promptly into public ownershipg+iance its deposits so they can be
transferred within at most two days to the deposjtand reopen the bank immediately to
manage its existing activities and commitments gvhillonger-term plan for is worked out.
Disgruntled existing shareholders should have tetnaemuch tougher test for such bank
nationalisations to be actionable through lawsarid other legal remedies.

Provided a troubled and potentially failing bank ¢z taken into public ownership, | don’t

believe there is any need to give banks a dispemsitom the laws governing its take-over

by, sale to or merger with another institution. spiee the assertions to the contrary by the
Governor of the Bank of England, the EU Market Abil§rective was never an obstacle to
an undercover rescue or support operation for idontRock.

(7) Following the announcement of the Liquidity ap Facility, there should have been a
joint appearance by the Prime Minister, the Chdarcef the Exchequer, the Governor of the
Bank of England, the Chairman of the FSA and th€®©QH the FSA, looking solemn and
reliable, and intoning jointly: ‘your money is saf# might not have prevented the banana-
republic-style bank run that started on th& 1gut it would have been worth a try.

(8) In case even the joint appearance of the Tglkdaads would not do the job, the Treasury
should have guaranteed the personal retail depokidorthern Rock at the same time the
LSF was announced.

(9) The Bank of England has a flawed liquidity pgliboth in the money markets and at the
discount window. It accepts as collateral, bothihat Standing Lending Facility (discount
window), and in liquidity-oriented open market ogtgons (sale and repurchase agreements
or repos) only instruments that are already liqUitK and European Economic Area
government bonds, bonds issued by a few highhdrateernational organisations and, under
exceptional circumstances, US Treasury securitiis3hould emulate the ECB and the Fed
and accept as collateral also private instrumemsl|uding illiquid and non-traded
instruments such as mortgages and asset-backedtisscuProvided this collateral is priced
severely or even punitively, and has a furtherrthai or discount applied to it, there will be
no moral hazard and the Bank can expect not torfaseey.
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The Bank does not need to have information sup#ritnat available to the private sector, to
ensure that the prices it pays for illiquid and tnaded securities are not excessive. Many
auctions, including the reverse Dutch auction,(egservation) price discovery mechanisms.
With the Bank acting as a monopolistic buyer aséhauctions, it could (provided there is no
collusion among the sellers) cream off most of sheplus over and above the reservation
prices of the sellers.

The Bank would not have to form a view on the muéundamental value of these securities
following the auction either. It could simply holdem on its books until maturity. That's
the advantage of being the one institution thaeiger illiquid.

(10) The Bank should recognise that the spread dmtwsay, three month Libor and the

expected policy rate over the three month perigdhiaasured, for instance, by the spread of
3-month Libor over the fixed leg of the 3-month @ught Indexed Rate Swap) can reflect

liquidity risk premia as well as default risk premiln its memo to the Treasury Committee

of September 12, it got close to arguing that $ipiead reflected just anticipated default risk.

That makes no sense.

Liquidity can vanish today, because market pardictp with surplus liquidity fear that both
they themselves and their potential counterpastiisbe illiquid in the future (say, three

months from now), when the loans would have todpaid. A credible commitment by the
Central Bank to provide liquidity in the future (@ months from now) would solve the
problem, but it is apparent that the required dnéith simply does not exist. Therefore, the
only time-consistent solution, in the absence afredible commitment mechanism, is to
intervene today at a three-month maturity.

The Bank of England should aim, through repos asehlonger maturities, to eliminate as
much of the ‘term structure of liquidity risk prestias possible. This corrects a market
failure. It does not create moral hazard if thikateral in the repos is priced properly.

Points (9) and (10) assign to the Bank the respditgito be the Market Maker of Last
Resort, to provide the public good of liquidity whelisorderly markets disrupt financial
intermediation and threaten fundamentally viabgiiations.

(11) The Bank should lend at the discount windovorager maturities than overnight. Loans
of up to one month should be available (properiggat, with a ‘short back and sides’ haircut,
and at a punitive rate). Given points (9) and (1 discount window would become, for all
banks and on demand, what the Liquidity Supportliapurpose-built for Northern Rock is
now.

(12) Northern Rock should have known about the BahlEngland's repo and discount
window policy. Given these policies, its fundinglipies were reckless.

No party involved in this debacle comes out ofnitefling of roses. At least the Bank of
England appears to be willing to learn, and eveadit that it made some errors. We are
still waiting for the Treasury to admit to anythilegs than perfection.

(13) My last observation concerns the failure deetve Parliamentary scrutiny of and

oversight over the laws, rules, regulations anditinigons that brought us this debacle.
Parliament has done little more than snipexgpostat the other principals in this drama.
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Finger-pointing and blame allocation are not, hosvewsubstitutes for effectivex-ante
Parliamentary scrutiny of the laws, rules and ragoihs and institutions, at the point that
they can still be moulded and shaped. Where wdgafa&nt when it could have done some
good?

6. Conclusion: is the Sky Falling in Both Wall Stret and Main
Street?

When all the relevant lessons have been learnt ahdappropriate recommendations
implemented, we still will not have a system in glhbanks cannot fail or in which systemic
instability cannot take hold.

Capitalism, based on greed, private property rights decentralised decision making, is both
cyclical and subject to bouts of financial manigussive illness. There is no economy-
wide auctioneer, no enforcer of systemic ‘transaléss conditions’ to rule out periodic
explosive bubble behaviour of asset prices in daéea markets. It's unfortunate, but we
have to live with it. The last time humanity tried do away with these excesses of
capitalism, we got central planning, and we allwnmow how well that worked. Hayek and
Keynes were both right.

Regulation should try to curb some of the more gigres excesses of a decentralised
capitalist market economy, but without killing tgeose that lays the golden eggs. In the
UK, the pendulum towards de-regulation and selt#&ipn has probably swung too far. It
will, however, be difficult to tighten up unilatélg as business would no doubt be lost to
other jurisdictions with more relaxed standards.egitation of financial markets and
institutions at the EU level would be a major shepvard. After that, intergovernmentalism,
that is, cooperation between national (or supranat) regulators and tax authorities, will
have to take over, to stop the regulatory raceht lottom from discrediting financial
globalisation altogether.

The present financial crisis has not yet run itarse. This is clear from Figure 9, which
shows the spread of the 3-Month Interbank Rates thneeOIS rate in the US, the Euro Area
and the UK rising sharply again from the middleNafvember until the time of writing (11
December 2007). Both the sterling spread and Baltllar spread exceed 100 basis points
and the euro spread is not much below 90 basisgoiffhese massive 3-Month spreads
cannot be attributed to technical year-end liqyi@itfects. They reflect a complete lack of
trust and confidence among the leading banks, lag#d irrational fear and panic. The
failure of the three monetary authorities involtedegularise the operation of the interbank
markets through continuous intervention in the rey@skets at all maturities where irrational
spreads manifest themselves, is no tribute to thederstanding of the issues or to their
decisiveness in addressing them. The central bdittker while the markets freeze.

The correction of the global underpricing of riskrh 2003 till the beginning of 2007 will
manifest itself beyond the US sub-prime residentiedrtgage markets, the instruments
backed by these mortgages and the institutions sexpdo them. Higher-rated residential
mortgages in the US and in Europe will suffer samtorrections. So will commercial real
estate-backed mortgages and securities backedehy, thecurities backed by car loans and
credit card receivables, and unsecured consumatitcoé all kinds. Unsustainable
construction, housing market and residential legdiooms occurred not only in the US, but
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also in the UK, Spain, Ireland, the Baltic stated ather CEE countries like Bulgaria. Unitil

quite recently, industrial country equity markets/é& continued to perform well, unaffected
by the re-appraisal and repricing of risk that lshaken many of the other markets for
financial instruments. Further equity market cotigns, in the advanced industrial countries
and certainly in some of the more bubbly emergirgkets, are due.

There remains pervasive uncertainty about the valuke credit ratings granted to complex
structured products during the period 2003-2006] about the value of the various
enhancements to these products, including the tcmésk insurance provided by the
‘monolines’

Sovereign risk is being re-priced. Even within Ehgozone, the spread of 10-year Treasury
bond yields over Bunds has increased from the QR0 bps range to the 30 bps to 40 bps
range for highly indebted, fiscally fragile couesilike Greece and Italy. Belgium’s spread
over 10-year Bunds is now in the 20s. These sprasel likely to widen further when the
budgetary positions of these countries worsenag&thiozone goes into a cyclical downturn.

Emerging market risk continues to be underpricedeeially non-sovereign emerging market
risk, a situation that will no doubt be correcteddre long.

There are, however, also signs that the outlinea (fystemic stabilisation and recovery
sometime in the second half of 2008 is beginnintak® shape. Leading commercial banks
are beginning to put their off-balance-sheet offgpback onto their balance sheets. HSBC's
announcement on November 26, 2007, that it wasgatmto its balance sheet $45bn of debt,
much of it mortgage-linked, owned by SIVs it mamage | believe, a harbinger or things to
come.

The apparent failure of the Single Master Liquididghancement Conduit, aka 'Superfund’
proposed by Citigroup, JPMorgan Chase and Bank mierca, with the active verbal
encouragement of the US Treasury, to get off tloeimsl is another positive sign. It supports
the view that it is no longer acceptable or possibt private financial institutions to avoid
the recognition of capital losses on assets helll¥s, conduits and other off-balance-sheet
vehicles, by selling them to each other at sweetlpeges. The enforced revelation of where
the losses are located will reduce the uncertanty fear about counterparty risk that have
been killing liquidity in so many markets.

Money from the ‘New Global Moneybags’ - sovereigaalth funds from the Gulf and from
other emerging markets like China, Singapore anssRu is beginning to find its way into
some of the depressed financial markets. Citigenupunced on November 26, 2007, that it
had raised $7.5bn in new capital from the Abu DHabkestment Authority, albeit at ‘junk’
rates of 11 percent. On December 10, UBS rais@dbbh worth of capital in Swiss francs
from Singaporean and Gulf Sovereign Wealth Fungainaat junk rates. More deals like this
will follow. When the dust settles on this criséssignificant share of the North-American
and West-European financial sectors will be owned eontrolled by residents of emerging
markets, including the emerging sovereigns. Thil ke accompanied by a shift in
diplomatic and political power to the new credibations.

The monetary authorities of the leading industcalintries may have learnt their lessons

about the public good nature of market liquidityhile liquidity can be managed privately,
by private financial institutions hoarding liquidsgts, this is socially inefficient if it extends
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beyond the private provision of liquidity for ortiermarket conditions. It is more likely

today that, even in the UK, the monetary authaiiee willing and ready to do what simple
applied welfare economics tells them to do: to meuiquidity on a large scale should the
need arise, say, because of disorderly conditiorsystemically important financial markets.
The announcements in late November 2007 by theaRddhe Bank of England about their
plans for year-end liquidity are an example of tjnsater official preparedness.

Most importantly, the credit boom of 2003-2006 hmed led to a massive bout of over-
investment in physical capital, except in a few egimgy markets like China. The only
sectoral exceptions in the industrial countries radential construction in the US, Spain,
Ireland, the Baltics and a few other emerging misrikke CEE, and overexpansion of the
financial sector almost everywhere in the induktmeorlid. In these countries the
contractionary effects of lower residential investihis now being felt (the US) or will be
soon (Spain, Ireland, the Baltics). But in the meatemically important of these countries,
the US, residential construction accounts for lyadeb percent of GDP. The damage even a
complete collapse of house prices can do throughréisidential construction channel is
therefore quite limited.

There is therefore little threat of widespread ssceapacity from the ‘supply side’ of the
economy. The financial position (balance sheets farahcial deficits) of the non-financial
corporate sectors throughout the industrial waslégtrong. The bulk of the financial excess
has stayed inside the financial sector or has wethe household sector.

The key question then becomes whether and to wdgaed the decline in housing wealth (in
the US) and the general tightening of the costaradlability of credit will adversely affect
household spending in the advanced industrial cast While thesign of the effect is clear

- consumption will weaken - itsnagnitudeis not. The increasing cost and decreasing
availability of household credit is likely to afteand constrain mainly those households
wishing to engage in new or additional borrowing.he increased burden of servicing
outstanding household debt, especially unsecurbt @eas likely to lead to higher defaults
as to reduced consumer spending. Personal baokngptespecially in the US, such an easy
and relatively painless option, that it is the s@iders of the financial institutions that have
made the unsecured loans, as much as the househatdok out these loans, that will
suffer the financial impact of the increased cost decreased availability of credit. If these
shareholders are typically not liquidity-constralnenlike the defaulting borrowers, the net
effect on consumption should be mild. There cafubher effects on spending through the
credit channel if, as a result of the write-offsdanrite-downs, the financial institutions
whose debt has been defaulted on become capitatraored and curtail further lending. As
always, those most affected will be new would-bedwers, households and corporates.

It is still likely, in my view, that the economialf-out from the financial crisis will be
contained mainly within the financial sector. dtdlear that, following the overexpansion of
the residential construction sector in the US and few European countries, and following
the massive overexpansion of the financial seaist gbout everywhere in the industrial
world during the past decade, there is now likelpé a retrenchment in both sectors, through
lower employment, lower profits and lower valuason From the point of view of the
efficient allocation of resources in the medium domdg term, the relative (probably even
absolute in the short run) contractions of the desiial construction sectors (in a few
countries) and of the financial sectors almost wwvbere in the industrial world, is a
desirable development. For a number of years tlosvprivate returns in the financial sector
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have exceeded the social returns by an ever-gromengin. Too much scarce analytical and
entrepreneurial talent has been attracted intwitet that, while privately profitable and
lucrative, were socially zero-sum at best. Inghert run, this cutting down to size of ‘Wall
Street’ and ‘the City’ will inevitably have somegsative side effects for Main Street also. In
the medium and long term, however, a more balaseetbral allocation of the best and the
brightest will be beneficial.

The short-run pain, concentrated in the financedtasr, and especially in the banking and
investment sector and its off-balance-sheet offigpris not suffered in silence. There is an
army of reporters and newscasters standing bygortreeach groan and moan from every
CEO whose bank has just written down another chafngareless CDO exposure. But as
long as the monetary authorities take their marsdseéeously — including their duty to act, at
a price, as lenders of last resort and market nsaddeliast resort — and as long as the growing
financial market hysteria does not spread to tlaé @eonomy, the financial market kerfuffle
should result in no more than a mild cyclical dowvntaround a robust upward trend.
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Global Inflation and Investment
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Annual % change

Figure 2

World GDP Growth at PPP and Market Exchange Rates 1980-2008
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Figure 3
Global Saving, Investment and Real Interest Rate

% of GDP 0
26 T

25

24 -

23 A

22 1

21 +

2[] T T T T T T T T T T T T T T T LI T T T T T T T T T T T T T T T '3

FLLL,LEELL S LS LES EF

L~

=== = nvestment (LHS)

Savings (LHS)

World real interest rate (RHS]||

Sources: World Bank, BIS. IMF. Bank of Canada calculations.

Figure 4 is taken from Desroches and Francis (2007)
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Figure 4
US Sub-prime mortgage delinquency rate
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{8) 30+ days delinguent.
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Figure 5
Prices of US Sub-prime Mortgage Credit Default Swap
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Source: JPMorgan Chase & Co.

(a) 2008 HZ vintage.
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Figure 6
Sterling Corporate Bond Spreads

Sterling corporate bond spreads by rating(@
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{8} COption-adjusted spreads over government bond yields.
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Figure 7
Global CDO Issuance
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(b} Unfunded data for September not available: 24
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Figure 8
US$-denominated Commercial Paper Outstanding

US$-denominated commercial paper outstanding

Uss billions

- MNaon-financial
B Financial

Asset-backed

Source: Board of Governors of the Federal Reserve.

33



%

1.20

1.00

0.80

0.60

0.40

0.20

0.00

Figure 9
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