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Preamble

dWe are facing the most severe financial crisis
since the Great Depression

It will certainly be the topic of research for a
generation of economists

It is very audacious to try to summarize any
lesson at this point.

dHindsight is 20/20
1 Be aware that the next crisis will be different

because the market learns from the previous
mistakes (at least for a while).
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la) Structural mistakes

1) The Rubin doctrine

— From Mexico 94 to LTCM to post internet bubble,
the continuous rescue lead to an excess
complacency among lenders

2) The wrong monetary policy - inflation

— Housing cost not properly accounted in measure of
inflation

— No risk of deflation in 02-04 with house prices
raising in double digit
3) The wrong monetary policy — bubbles

— Not all the bubbles equal. A bubble affecting the
banking system much more dangerous

4) Lack of supervision on lending standards



1b) Contingent Mistakes

 Crisis moved in slow motion from February 07 to August
08.

1 Lack of understanding of interconnections in the system
L Exposure in the CDS market
1 Short term debt exposure
dLiquidity dependent vehicles
URepo market
QABCP

asiv
JAuction rate securities

 Lack of understanding of the dependence of the banking
system from the market
dMark-to-market
dLiquidity



What Could Have Been Done?

 Most of these problems should have
been addressed before the crisis not
during It.

1. Forcing a centralized clearing and
transparency of the derivative liabllities

2. Introducing some of the liquidity
enhancing facilities earlier

3. Decoupling regulation from mark-to-
market accounting



2) Problems in managing the
CrisSIS

a. Consistency

b. How vested interest can influence the
agenda

c. Rule of law and breaching of contracts
d. Need of a resolution mechanism

e. llliquidity vs. insolvency

f. Effects of mark-to-markets



2a) Lack of consistency

e Save Bear Stearns, Fannie and Freddie
 Let Lehman and Wa Mu go under

e Save AIG, Citigroup, BoA.

e David Swensen:

“the government has done it with an extreme
degree of inconsistency. You almost have to be
trying to do things in an incoherent and
Inconsistent way to end up with the huge range
of ways they have come up with to address
these problems.”
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2b) Vested Interest

« Majority of Americans favors housing reliefs
but against bank reliefs
— Why we got the second but not the first?

e Asset purchased was favored by the industry

— Swagel declarations
* Nuclear option pulled when Goldman Sachs

became at risk

— Appearance of a conflict of interest is as bad as
the conflict of interest itself
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Need for a Principled Based
Approach

 Without a theoretical framework of
reference -> |lobbying pressure
Irresistible

=> Need for a principled-based approach
« What are these principles?

1) ldentify market failure

2) Minimize intervention to fix failures

3) Minimize taxpayers’ cost




2c) Rule of law and breaching of
contracts

* Important to preserve rule of law but

— Why does it apply to executives but not to
union contracts?

— Why does it apply to the bondholders of
Citigroup but not to those of GM?
 Reason why you want to respect contracts
IS because you do not want to adversely
affect expectations

— What about CDS contracts?



2d) Need for a resolution
mechanism

* Lobby to save every Institution
strengthened by the lack of a credible way
to take over these Institutions and manage

the process

e Chapter 11 invented to minimize the
disruption of bankruptcy for industrial
companies

 We need a similar process for financial
companies



2e) llliquidity vs. insolvency

 No borrowers have ever admitted to be
Insolvent, they are all facing a temporary
liquidity crisis.

 Need for some ways to separate the two
— Term structure of CDS can help
— Develop a timely stress-test mechanism

e How much TARP would have cost us?
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2f) Effects of Mark-to-Market

* Inconsistency In application

— Models different across companies and not
disclosed

— Commercial banks have a majority held to
maturity

 Requlation tied to accounting -> pressure
to hide losses

e Rating tied to accounting



3.How to avoid a future crisis

 |f largefinancial institutions (LFIs) are too big to fail,
we need a mechanism that performs the same

functions as bankruptcy but without the systemic
drawbacks.

e Bankruptcy

o facilitates the efficient choice to be made between
reorganization and liquidation;

 penalizesincumbent management and sharehol ders;
 resolves conflicting claims.

« Hart and Zingales (2009) designs such mechanism



Intuition

It mimics the way margin calls function.

* LFIs will post enough collateral (equity) to
ensure that the debt is paid w. p. 1.

 When the fluctuation in the value of the
underlying assets puts debt at risk, LFI
equityholders are faced with a margin call

— they must either inject new capital
— or lose their equity in the bank.



Intuition -2

« 2 differences with the margin calls:

1) Trigger mechanism: based on the CDS
price

2) Resolution mechanism: If equity Is not
Issued, regulator verifies the value of the
firm and

— If debt is not at risk, he infuse some funds in the
form of pari passu debt

— If debt is at risk, he fires the manager and
appoint a receiver who imposes a haircut on
creditors




Resolution M echanism

 We assumed that the receiver
— wipes out the initial equity and debt;

— puts in place a new value-maximizing capital structure
that avoids future bankruptcy;

— sells the LFI expeditiously;

— distributes the proceeds to former creditors, ensuring
that creditors are not fully repaid.

e An alternative would be to have the receiver force
a debt for equity swap.

« But more difficult to impose a haircut on creditors.




Does It Help to Avoid Systemic
Crisis?
e 3reasonswhy an LFI fallure has systemic effects:
1) Losses on the credit extended to the insolvent LFI can
make other LFIs insolvent.
e Our mechanism eliminates this problem
2) Thefailure of an LFI can force assets liquidation

leading to downward spiral in assets prices

— Our mechanism does not force any asset liquidation, thus
avoiding adownward spiral in assets prices.

3) LFI failure reduces financia and human resources
dedicated to trading certain assets classes.
— Our mechanism increases the amount of capital invested in

the sector, alleviating the shortage which is at the root of
many Crises.



1)
2)

3)

Conclusions

Albeit the new crisiswill be different, it is
Important to try to draw lessons from the
current one.

Need for atheoretical framework to ensure
consistency and resistance to lobbying

Need for a resolution mechanism to reduce
threat power

Need for a new capital requirement to
prevent arepeat




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000500044004600206587686353ef901a8fc7684c976262535370673a548c002000700072006f006f00660065007200208fdb884c9ad88d2891cf62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef653ef5728684c9762537088686a5f548c002000700072006f006f00660065007200204e0a73725f979ad854c18cea7684521753706548679c300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020b370c2a4d06cd0d10020d504b9b0d1300020bc0f0020ad50c815ae30c5d0c11c0020ace0d488c9c8b85c0020c778c1c4d560002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken voor kwaliteitsafdrukken op desktopprinters en proofers. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents for quality printing on desktop printers and proofers.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /NoConversion
      /DestinationProfileName ()
      /DestinationProfileSelector /NA
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure true
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles true
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /NA
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /LeaveUntagged
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


