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Some opinions......

ÅñDerivatives are financial weapons of mass destructionò Warren Buffett, 2002

ÅñThe secret formula that destroyed Wall Streetò Wired Magazine, 2009

ÅñCrime contre lôhumanit®ò Michel Rocard, 2008

ÅñWhen the music stops, in terms of liquidity, things will be complicated. But as long as 

the music is playing, youôve got to get up and dance. Weôre still dancingò Chuck Prince, 

July 2007

ÅñWe are doing Godôs workò Lloyd Blankfein, November 2009
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Traders vs Risk Managers

ÅA continuing game  

ÅA quote from one trader:

ñI have never come across controls that I could not trade aroundò

ÅKey question: Can the game be tilted more in favour of risk managers?
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Banks vs Regulators

ÅA continuing game

ÅExamples of the game

ÅRegulatory arbitrage

ÅNo incentive to consider disastrous scenarios in stress testing

ÅMechanistic approach to building VaR models

ÅKey Question: Can the game be tilted more in favour of regulators?
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Tidal Wave of Regulation....

ÅIncrease  in quality, consistency, and transparency of capital

ÅLeverage ratio (in addition to risk-based measure)

ÅImproved liquidity risk management

ÅRequirements/incentives to use central clearing houses for OTC 

ÅRequirement for countercyclical buffers

ÅUse of stressed VaR and stressed counterparty credit risk

ÅImprove governance, risk management, and transparency

ÅImproved stressed testing

ÅRequirement for living wills

ÅOriginators of credit risk keep percent of instruments created

ÅRules on compensation and incentives

ÅSystemic resolution fund

ÅLess reliance on rating agencies

ÅHigher taxes to recoup bailout costs 

Å
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Liquidity Risk

ÅTraditionally the main focus of regulation has been on capital adequacy

ÅBut the crisis has shown that liquidity management is just as important

ÅTwo sorts of liquidity risk:

ÅLiquidity trading risk

ÅLiquidity funding risk
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Liquidity Trading Risk (Traditional Ideas)

ÅBid offer spreads depend on the quantity traded

ÅUnwinding a large position is a trade off between market risk and bid-offer spreads

ÅTime horizons in VaR should reflect the time it takes to unwind a position
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A More Serious Aspect of Liquidity Risk: 

Liquidity Black Holes

ÅA liquidity black hole occurs when everyone wants to take one side of the market

ÅExamples:

ÅCrash of 1987

ÅBritish Insurance Companies 

ÅLTCM 

ÅThe credit crisis of  2007
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Potential Causes of Liquidity Black Holes

ÅFinancial institutions using similar computer models

ÅFinancial institutions responding in the same way to external events

ÅAll financial institutions being regulated in the same way

ÅThe herd mentality
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Is Liquidity Improving?

ÅSpreads are narrowing

ÅBut arguably the risks of liquidity black holes are now greater than they used to be

ÅWe need more diversity in financial markets so that different groups of investors are 

acting independently of each other



Managing Liquidity

ÅEvaluate liquidity that will be needed/available in stressed market conditions

ÅBasel committeeôs proposed ratios:
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Securitization

ÅSecuritization  played a role in the credit crisis

ÅIt enabled banks to reduce their regulatory capital

ÅSubprime mortgages were replaced with AAA rated securities on their balance sheets
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Asset Backed Security   
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The Waterfall

ñAAAò 

tranches

ñAAò tranches

Asset 

Cash 

Flows
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Mezz ABS CDO
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Reasons why risk were misjudged

ÅDefault correlation in normal times is not a good guide to default correlation in stressed 

market conditions

ÅThe all or nothing characteristics of BBB tranches

ÅBBB bonds and BBB tranches cannot be treated as similar for the purposes of 

subsequent securitization

ÅWhat happens to ABS CDO tranches if BBB tranches are very thin and default rates on 

the mortgage pool underlying the BBB tranches are perfectly correlated?
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The Future of Securitization

ÅThe first stage of securitization was reasonable

ÅBut the second (and third stages)  were not

ÅOne-stage securitization  is likely to return

ÅSecuritization will involve less complexity and more transparency (at least for a while)

ÅOriginators will be required to keep a certain percentage  of all tranches created
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Clearinghouses and OTC Derivatives

ÅRegulators and politicians in the US, UK, and European Union are pushing for rules that 

would make it compulsory for clearinghouses to be used for at least some standardized 

OTC derivatives

ÅThis will improve transparency, but may not lessen the risks of dealers
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Netting

ÅNetting has reduced the potential losses on derivatives from counterparty credit risk

ÅSuppose Company X has three transactions with Company Y worth  +$15 million, ī$10 

million, and +$3 million to Company Y

ÅWith netting, maximum amount that Company Y can lose in the event of a default by 

Company X is $8 million
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Collateralization

ÅIf Company Y required Company X to post collateral it has protection against a default 

by Company X

ÅFeatures of collateralization 

ÅOne-way or two-way

ÅThresholds

ÅHaircuts
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Rehypothecation

ÅThis is the practice of using collateral posted by one counterparty to satisfy a 

collateralization agreement with another counterparty

ÅSome of the problems hedge funds encountered when Lehman failed arise from this

ÅIt is less common than it used to be
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Example: 3 dealers; 2 product types

Dealer Exposure after 

netting

Collateral

Requirement?

A 0 70

B 100 0

C 20 50

Ave 40 40
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Impact of CDS Clearing House

Dealer Exposure 

after netting

Incl. CCH

Exposure

After netting

Excl CCH

A 120 0

B 120 120

C 90 90

Ave 110 70
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Impact of Interest Rate Swap  Clearing House

Dealer Exposure 

after netting

(incl. CCH)

Exposure 

after netting

(excl CCH)

A 120 120

B 150 30

C 70 0

Ave 113.3 50
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