Addressing potential interactions and feedback loops
within the financial system: Lessonslearned and

what can regulatorsdo

Bandid Nijathaworn

Bank of Thailand

First, let me thank the Financial Stability Instguand the
Monetary Authority of Singapore for the invitatiomAll the issues we are

discussing here today are both timely and important

My presentation this afternoon will focus excldiwv on the
interactions and the feedbacks within the finansystem as a key aspect of
macroprudential framework. But before | do thdtriee say at the outset
that | am not surprised by the resurgence of isteom macroprudential
surveillance, which is now seen as an importanesugory tool. We, in
Asia, have learned this well during the Asian ficiah crisis in the late
1990’s. Then, the crisis demonstrated clearly tmportance of the

feedbacks between the financial sector and theexalomy, especially the
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impact that fragility in the banking sector can @dasn the real economy.
And in the context of macroprudential analysis, #sian experience
highlighted the importance of the time-dimension systemic risk i.e,

procyclicality linked to the credit and businessleg.

The current global crisis, however, exposes amotimportant
dimension of systemic risk where interactions witthe financial system, as
opposed to interactions between the financial systand the

macroeconomy, have played a critical role in angpld the losses.

As we know, back in 2007, losses associated wighstubprime
mortgage market were initially estimated to be he torder of US$ 50
billion. Thereafter, the dynamic of the interaoBowithin the financial
system, driven by risk management practices of $atiiie response to the
funding liquidity constraint by market participantgnd heightened concern
about counterparty risk, resulted in a protractedgol of market distress,
the drying up of liquidity, and set the stage faparal of losses. As it turns
out, writedowns and losses worldwide have grownrraoasly. And to an
appreciable extent, this amplification of lossesretated partly to the

interactions and the feedbacks within the finangyatem.
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Therefore, compared to the “time-dimension” ok ressociated
with procyclicality through which credit risk ismaajor propagation channel,
the current crisis shows that the dynamic of theractions within the
financial system can also be very damaging, pdailyuin the financial
system that is large and complex. In the curreisis; the forces at work
were the positive feedback loops and the interastamongst them. The
Interactions operated through the propagation aflarof joint exposures to

common risk drivers and network linkages betweerfitancial institutions.

In general, the feedbacks within the financialteyscan be both
positive (i.e. self-reinforcing) or negative (iampening). Typically, what
we would like to have is a balance between the swthat the system will
have its own stabilizing mechanism when the shdaks But in this crisis,
apparently the positive feedbacks had been ovemihgl Let me cite a

few examples of the positive feedback loops thatwe play.



Example A: Originate-to-Distribute => Positive Feedback Loop

Subprime Funds eager
Housing Boom to buy Credits

(fueled by easy financing) (i.e. through CDO & ABCP)

%axed Loan i

Screenings

(knowing credit risks will be transferred)

The first, example A, is the origmdio-distribute model, which
was prominent at the formative period of the crisi¢ere, we see that with
the housing sector booming, investment funds wageeto seek entries into
the credit business, despite the fact that theyrimadxpertise in evaluating
credit risks of mortgage loans, or the complex @ggosures when mortgage
loans were packaged, first into CDO, then into camal papers backed by
CDO, and so on. So, with a ready market for se&satron or structured
products, banks, who were assured that credit igkdd be transferred off
their balance sheets, enlarged their lending aietsvi This is a classic moral

hazard problem that helped fuel the already boornogsing market.



Example B: Positive Feedback Loop =—> SIV Shutdown

Subprime ash CDO Losses
(rise in default rates directly impair

Defau |tS junior tranches; whereas senior tranches
(news make headlines) are hit by arise in default correlation)

IV cannot
Issue ABCP

(prompting banks, the SIV sponsors, to rescue,
i.e. fearing disrepute could shut themselves
off from further access to interbank liquidity)

Example B is a positive feedback loop linked te #tress on the
SIV. Once subprime mortgages began to defaulestors in the junior
tranches of cash CDO started losing money. Whppdr@ed was that not
only the ex post rate of defaults increased, beitsémior tranches were also
hit by a rise in ex ante default correlation, cagdosses in the senior cash
CDO tranches. As a result, the whole class oftasaeked commercial
papers (ABCP) suddenly appeared risky to investdisxt, as the special
investment vehicles (SIV), which essentially wemual bank that financed
mortgage/long-term lending by issuing ABCP, could longer fund
themselves as no new ABCP could be sold, the bamhks,were the SIV

sponsors, had to come to rescue for the fear bmatdputation risk could



harm their access to the interbank market. Theumsas we know, led to

large balance-sheet losses.

Example C: Positive Feedback Loop => Loss Spiral

Marked-to-Market Asset
Losses to Portfolios Fire Sales

(trading book accounting) (esp. for leveraged positions)

anic Asset
Devaluation

(thereby hurting all other financial institutions)

Example C is the loss spiral linked to mark-to-ke&raccounting
and asset fire sales. In this feedback loop, veerdee what has been termed
a loss spiral, whereby some financial institutioos, suffering marked-to-
market losses to their asset portfolios, were fbitoeconduct ‘fire sales’ of
assets. Maybe the fire sales were necessiatedh liyceeasingly difficult
funding environment, or by the need to comply witlternal risk
management limits and/or capital ratios, or becabseoriginal positions
were so highly geared that a small percentage s foggered large asset

sales merely to keep the leverage ratio constant.



Whatever the main reason, the fire sales affestedybody. Other
financial institutions with the same or highly celated assets suddenly
found themselves facing heavy losses from wholesaleines in asset
values. They, in turn, for the same reasons, bawbhduct their own ‘fire

sales’, further depressing asset prices.

Example D: Positive Feedback Loop = Liquidity Spiral .‘

Is my counterparty Better hoard
a counterparty to quuidity'
prOblem bank (not on-lending, even i.f able to)

(network uncertainty, i.e. Knightian)

Iliquidity
forces default

Lastly, example D is the case of a positive feedbdaop linked to
liquidity. In this loop, we describe what has béermed a liquidity spiral,
where an initially liquid bank’s concern about tle®lvency of its
counterparty (or solvencies of its counterpartydsirterparties) or perhaps

concern that itself may run into funding difficuliy the future, decided to
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forgo interbank interests and began to hoard liguid When enough
Institutions embarked on the same actions, a gkerfiereze in liquidity
ensued, leading to ‘unnecessary’ defaults thahéuréxascerbated doubts in

the system.

These examples of positive feedback loops wereesomthe
Interactions that took place in the amplificatidage of the crisis, as market
participants responded to specific problems ancigémistress. But while
the feedbacks were important in themselves innggttiff deleveraging and
losses, it was also the interactions between tfeetbacks that contributed
hugely to intensifying the problem and multiplidtetlosses into a larger
systemic problem. What we saw was the rapidly @mirg) crisis that
spread beyond financial institutions into money aagital markets. On this
aspect of loss intensification, a number of stuciase pointed to joint
exposures to common risk drivers and network ligsagetween financial
institutions to be the two key propagation channékst me elaborate further

on this point.

First, propagation channel in the form of jointpegures to
common risk drivers means that different finanmatitutions are becoming
not so different. In other words, their investmsinategies and methods for

minimising regulatory capital were beginning to game another. So it is
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no surprise that a risk factor which adversely @ffeone institution would
simultaneously hurt another. With fair value actdmng, everyone has to
mark their positions to the same volatile markét.number of intitutional

investors also abide not to hold any assets beloxertain credit rating,
hence a hard cut-off. So when borderline assdtsilg@ngrade, all these
institutional players have to liquidate their pmsis, all at the same time.
Meanwhile, as VaR methodologies and risk managemoeid employed by
different banks become increasingly converge, #mlts of the analysis
also tend to converge. The main point is that whemsk factor moves
adversely, these similarly exposed institutionsuinthe same direction of
losses, whence their largely identical respons®ratfurther distress the

market, thereby completing the feedback circuit.

The second propagation channel in the form of adkvinkages
between institutions presupposes that there exigis bilateral relationships
between financial institutions. A good examplénishe clearing, payment,
and settlement activities where the bilateral lislsimply the amount that
must be cleared, paid, or settled. But with raaktgross settlement, the
vulnerability in this area featured very little this crisis. Instead, in this
crisis, the direct interbank liquidity/funding lieeproved to be the most
critical network of bilateral relationships. Whene bank becomes illiquid,

this triggers cascading illiquidity to all other ks that are direct
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counterparties, or counterparties to the countagsar And also what new in
this crisis is the implicit linkage through reputat risk as noted earlier, that
Is, banks became obligated to rescue failing SMshavhen there were no

explicit contractual obligations to do so.

Against this background, what then can regulattrdo address
the interactions and the feedback problems. Thist going to be an easy

task, but let me try to frame the discussion intmatext.

First, it is clear that systemic risk is endogesiouRisk is first
encouraged by procyclicality and once the tippiranp is reached, the
interactions within the system takes over, turnfim@ncial fragility into
systemic risk. From the current crisis, it is clé@at the scope and intensity
of systemic risk are related closely to three fexcto (1) the collective
behaviour of market participants that contributegshte positive feedback
loops; (2) the underlying structure of markets amarket practices which
dictate the manner through which the interactioris feedbacks are
propogated throughout the financial system; andtlig) authorities’ own
responses. Therefore, to address the problemeeé to focus our efforts

on all of the three areas.
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First, on the collective behaviour of market papi@ants, the key
objective must be to tame or dampen the positieeldacks through right
incentives and better regulation. For exampleyleggpn to disallow capital
reduction for credit risk transfer off-balance gheeuld have discouraged
the originate-to-distribute model. Second, on raarikfrastructure and
practices, establishing central counterparty esfigdor OTC transactions
could have helped improve market infrastucture &xbten the risk of
liquidity hoarding. And third, pre-approved ligiti facilities by central
bank, subject to certain prudential arrangementsexample, a satisfactory
stress-test result, could also have helped cddwrak to inject liquidity more
effectively and faster without creating a stigmaues to the requesting

institution.

And lastly, given all that has been said, how do put all these
together into a framework for policy. My tentativeew is that, to be
effective, a financial stability orientation polidyas many crucial elements,
with macroprudential being one of the componeiiis this end, an effective
framework should include at least four policy p#la The first is monetary
policy, with a willingness for monetary policy tedn against the wind when
the price stability objective of monetary policynst compromised but there
Is a concern on financial stability. Second is teorgy supervisory

framework with vigilant implementation. By “strohd mean adopting a
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strengthened risk-based framework for microprudérgupervision with a
vigilant implementation. This crisis, to me, is m@ crisis of supervision

than crisis of regulation.

And third is the macroprudential oversight of whithe key
components should include a good process of maadeptial surveillance,
an effective coordination between different sup®ry agencies so that
timely actions can be taken, and calibration ofitemltal macroprudential
overlays as needed, which can either take the édnmeasures implemented
at an industry-wide level aimed at taming the dreycle, or specific capital

and liquidity buffers for selected systemically ionfant institutions.

And finally the fourth pillar is market developnteand central
bank’s response to improve market efficiency, tpanancy, as well as the
ability of central bank to response comprehensivedythe emerging
situations, especially liquidity provision and theoportive legal framework.
These four pillars, in my view, are the key mininsifor implementing an

effective financial-stability orientation policy.

Thank you.



