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—a-=‘v hy did Credit Risk Measurement Models fail?

; - WhICh fISkS were underestimated?




Apnatomyrofithe Storm: The Phases
PIRtIE"Crisis = Bank of England” ™
" Chart 1 The phases of the crisls

Rising 15 sub-prime maortgage armsars

|

Lossas and downgrades on related assst-backed securities (ABS)
and other structured instrurnents
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Loss of confidence in the value of ABS globalky
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Wider flight from risk in credit and other marksts

|

Risks floes back to banks' balance shests
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Maney markets tighten as liquidity is hoarded
|
Furding problems for some banlks
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2 SUDYf and “teaser” rate Mortgadges depend on rsing
'rou~ ng prices to:
—--‘ Sfinance upon! hitting expiration of introductory teaser

| ate BUE, there is a strong correlation between PD and
—= IeveI off rates (see, Stiglitz and Weiss)

= — Gale of property in the event of borrower’s inability to
make payments. If housing prices increase, Loss Given
Default = 0

— Both PD and LGD exhibit “procyclicality”
— Thus underestimate PD, LGD and p (PD, interest rates).




o Phigserlifeifthe Stormi: Rising
SpiEdds on RIVBS —

Chart 6 Residentlal mortgage-backed securities spreads
across selected countriestalit)
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Source: Lehrman Brothers.

[a) A-rated five-year spreads ower Libaor except for Spain which usssten-year spreads ower Libor,
[E) &l countries’ data are prime residential mortgage-backed securitles except far the Unitsd
stateswhich usas home equity loans, whichwill t2nd to b2 of lower quality.

e Underestimate p (RMBS vs. RMBS ¢z

Source: Bank of England, Financial Stability Report, October 2007, Issue 22, page 7.



- Prizise II:FHigher Spreads, lower

IHEES, fewer MBS eriginations

Chart 1.9 Prices of US sub-prime mortgage credit
default swapsia
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Source: |PMorgan Chase & Co

{3} DDE H2 wintags.

e Underestimate p (AAA, BBB-)
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21z e?of the Storm: The CI’ISIS
SPreads to Other ABS Markets
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> CRO) Spreads increase
SEONssuance declines
PAiEVeraged Loan prices fall
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e Underestimate p across debt markets, /7.e., p (RMBS, CDOs)

Source: Loan Pricing Corporation website.
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e Underestimate p (RMBS, HLT)

Source: Leveraged Loan Index is the CSFB Leveraged Loan Index Plus Average Price, expressed as a percentage of par, Bloomberg Ticker = DLILPX
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PiiE e’".\'f“Rlsk Flows Back te; Banks
r{f I ermediation —_—

fe thablerto ISsUe ASSet-Backed Commerciall Paper

laceess their backup lines of liquidity and take down
Imes

Sare unable to securitize or syndicate these loans
10 the decreased volume of new deals

ventiithey could sell off these unwanted loans, the
prlces would be low as spreads increase.

. SO: Banks did not really remove the risks from their
balance, sheets.

® Underestimate correlation between on and off-balance
sheet risk , i.e., p (Risk on, Risk off)

-
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e Underestimate p (credit risk, liquidity risk)

Source: St. Louis Federal Reserve Bank database, FRED website.
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ROVWAHO Wersteer: out of+tiesstorm?™

SESELERRISKIVIodeling
= P of fisk was set too low in the mortgage market.
BN QUiEhtity of risk was underestimated — the pitfalls of hidden
L IEVerage.
= improve credit rating models PD and LGD.
= Analyze correlation across markets, risks and countries

= 8- Align Incentives
s — What does it tell you when informed lenders treat their loans like
hot potatoes?

s Avoid Regulatory Mispricings
— Basel II implications




apitalis reguired:

SEStcdendized model sk weights:

ong-term rating category

External Credit
Assessment

AAA to AA-

A+ to
A-

EEB+to

BB+ to

B+ and below or
unrated

Risk Weight

20%

50%

100%

350%

Deduction

Short-term rating category

External Credit A-1/P-1 A-2/P-2 A-3/P-3 All other ratings or
Assessment unrated
20% 50% 100% Deduction

Risk Weight

® Credit Conversion Factor for Off-Balance Sheet Items:
® 100% unless “eligible liquidity facility” — limited

draw-down privileges unrelated to default — then
50% CCF for maturity > 1 year and 20% CCF for
maturity < 1 year
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teeririgﬁ@ut' Potential PitfaIIs o)
WENSESE] 11 Securitizationss
REGUIrements.. ——

HECES heavy reliance onl external credit

r]l" gs
BStandardized model uses credit ratings
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o — In the hierarchy of IRB approaches, RBA is
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:1' —  preferred — tied to credit ratings

- o What happens when the credit ratings are
Wrong?




