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I Cunrenthankseglalation

1. Risk of eaclbank in isolatione=) Value at Risk
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VaR

2. Procyclicakapital requirements

3. Focus orasset sidf the balance sheet matter

. G Asset side
A Asset by asseg risk weighted:> diversify in offbalance SPV
A Value at Risk(aR
G Liability sidez maturity mismatch gets little attention
A Maturity rat race
A Implicit subsidies for shotterm funding
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1. Focus orexternalitiesz systemic risk contribution
G What are the externalities?
G How to measure contribution to systemic risk?
A CoVaRnfluences
' 7ET OET O1 A AA OAcCOI AGAAe j1!)Y'h 8(Q
| What is the optimal
1 capital charge (cap),
1 Pigouviantax
1 Private insurance scheme?

2. Countercyclical regulation
G How to avoidprocyclicality?

3. Incorporatefunding structure
assetliability interaction, debt maturity, liquidity risk



I 1. BExternalities AOOAA EHEOY E

1. Fire-sale externality

G Maturity mismatch+ Leverage liquidity
A Raise new funds FUNDING LIQUIDITY  (rollover risk)
A Sell off assets MARKETLIQUIDITY

(at fire sale prices)

i) Firesales depress price also for others
2. Hoarding externality Bank 2

G micro-prudent response: ‘
Hoard funds/reduce lending k

G not macro-prudent B / Ba}k 3
G Systemic risk is endogenousitiple equ) .aﬁ , ‘
3. Runsz dynamic ceopetition -~

4. Network Externality
G Hidingl x Tconimitmentm=) uncertainty for counterparties




I 2. Procydlicalitydue to [Liguitityssptials

A Losssspiral
=) same leverage
G mark-to-market e o
A Margin/haircutsspiral /
=) delevet TN T ———

G mark-to-mode

H|gher Margins

A Mark-to-funding
m

BrunnermeleFPedersen (2009



I Margin/haircut sspiral Procyclicality

A Margins/haircut increase in times of cri%ig) delever
margin = f(risk measure)

A  Two Reasons

1. Backwardlooking estimation of risk measure
A Use forward looking measures
A Use long enough data series

2. Adverse selection
H A Debt becomes more information sensitivevt so much out of the money anymore)

[ I———
A Credit bubbles cashiiow

G whose bursting undermines financial system
m) Countercydclicalsegulation
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I Macre-prudential regiitation

1. Externality:

G Measure contribution of institution to systemic riskpVaR

G Response to current regulatlon |
OEAT ¢ 11T O TQEAOO AT A OAEA bPiI OEOEIT O OEAO |
(maximize bailout probabilit Meoral Hazard

A become big
A become interconnected

2. Procyclicality AAAAA

. G , AAT ACAET 00 ztad@dhAeBEponsdh OA AT AO6
A Bubble + maturity mismatch impair financial system (vs. NASDAQ bubble
G Impose Capital requirementBigouviantax/Private insurance scheme
A notdirectlyi T Co¥aR but on
A frequently observed factors, Ilke maturltxmlsmatch leverage, B/M
crowdedness £ OOAAAOTAOAAEON

3. Funding:AssetLiability Maturity Match



I Who shaouilthbedegutatéd?

group examples macro- prudentlal micro- prudentlal

OET AEOE A O International banks
OUOOAIT EAd (national

champions)
OOUOOAI BfA Leveragedhedge Yes No
A EAOAO® funds
non-systemiclarge  Pension funds NO Yes
Qiniesd unlevered NO No

1 A Micro: based on risk in isolation

A Macro: Classification on systemic risk contribution
measure, e.gCoVanr B SM DisegovianeGoodhart2009)

A Annual list (not publicized)
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I CoVaR

A

G CoVaR=VaRconditional on | S
Institute 1 (index) Is In distress A OVaRléval)C
G 3CoVaR=CoVaR VaR

G  Various options (e.gw.r.t. conditioning)

E=) ExposureCoVaR
A QZ1:Which institutions are most exposed if there is a systemic crisi

A VaR| system in distress

G ContributionCoVaR
A Q2:Which institutions contributein a noncausal sense)

A VaRysten institutioni in distress



A Measuring Systemic Risk Contribution
G contribution vs. exposur€oVaR

A One MethodQuantileRegressions
A CoVaRvs.VaR
A AddressingProcyclicality

pd Pal pd Pal ~ Pal P d LI Pa

A Balance sheet variables
A- AOEAO OAOEAAIT AO j#%$3h EI Bl EAA
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