Can Capital Ratios be the Centre of
Banking Regulation — A Case Study

Milena MARINOVA

1 Introduction

Since the financial crisis started mid-2007, theorpeconomic
conditions affected adversely numerous banks. Télected banks
analyzed in this paper were affected more tharr theers although
their capital ratios were far above the regulatarinimum capital
charges of eight percent.

1.1 Objectives of this paper

| elaborate a case study in order to question gefulness and
reasonability of the full regulatory reliance orpital ratios. This paper
should be viewed as a contribution of mine to timalgsis of the
reasons for the numerous bank runs, and of thesfeawl failures in the
current financial regulation and treatment of seiaations.

| focus my analysis on capital ratios, so in thkof@ing sections
| concentrate on the capital management and regylaapital issues in
selected banks. | analyze the several selected caseder to show that
capital ratios alone cannot be a measure for tiseluency of an
individual financial institution.

In particular, the common pattern of the selectadkb is that they
largely invested in mortgage origination and sdmation, which in
turn increased their leveraged exposures.

The high leverage and parallelly the drain of dreidk out of the
single banks’ balance sheets are not captured égulrent European
regulatory capital requirements and cannot be cagtuby the
regulatory capital ratios in their current form.
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For that reason neither disclosure of the finan@ébs, including
capital ratios, nor disclosure of other internald aaxternal risk
management techniques provided a signal of thergpmins until they
factually came.

All the selected banks in my analysis were largekposed to
securitization and resecuritization transactiomaprag others of U.S.
sub-prime mortgages.

It is nowadays obvious that the “current” bankiegulation Basel
Il possesses numerous flaws, in particular withie securitization
framework. As regulators slowly perceived the estrad the current
situation in the financial markets enhancementthé&Basel Il capital
requirements regarding securitizations were pragio€®mments on
the latest proposals are out of the scope of tyep

2 Case Studies

2.1 The IKB case

IKB Deutsche Industriebank is a specialist bank ¢orporate
lending in Germany and Europe. Its target groups small and
medium-sized enterprises as well as multinationatierprises and
project partners.

As such, IKB is subject to the regulations applieato German
banks and bank groupsRisk-weighted assets must be backed with at
least 8% equity (capital or solvency ratio). Riskighted assets that are
backed with core capital are subject to a minimatnorof 4% (core
capital ratio).

IKB applied the transitional regulation for implenmiag Basel If
and continued to calculate regulatory indicatorsagtordance with
principle | (Grundsatz ) until 31 December 2007orR 1st January
2008 the Basel Il regulations were applied (SolvRjsk-weighted
assets were determined according to the Standdréigproach.

In particular, these are paragraphs 10 and 18@dWG (Kreditwesengesetz) and
Principle | (Grundsatz I, the German Capital Regmients Directive according to
Basel 1), which state that sufficient regulatorpital must be held.

Paragraphs 339 (9) of the German Solvability @adce (Solvabilitatsverordnung)
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The graph below shows the capital ratios (cap#&abrand the core
capital ratio) of IKB in the past ten years.

Fig. 1: Capital ratios in percent, IKB — 1998 to 2008
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Source: own presentations based on IKB (2007a, 2081308, 2009)

As can be seen, the capital ratios have always feeabove the
minimum capital requirements according to BaselisThct however
did not help IKB to escape the sub-prime crisis.

IKB was completely destroyed by its investmentshe U.S. sub-
prime mortgage market. In fact, IKB had investedjioups of assets to
U.S. sub-prime real estate loans via its off badasbeet vehicles
Rhineland Funding and Rhinebridge plc. In Augus©072@he bank
ousted its chief financial officer (CFO) as a resg® to its financial
collapse.

As a response to the collapse of IKB, Kreditanstélr
Wiederaufbau (KfW) — a strong German state-ownedditute, being
the controlling shareholder in IKB with 38 percepbured €8.1 billion
into the off balance sheet vehicles Rhineland Fum@ind €80 million
in Rhinebridge plc in order to save IKB.
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According to IKB, in the financial year 2007/08 timain purpose of
capital management was to ensure the minimum regylaatios that
were required as a result of the financial crisis.

The main problems of IKB were its securitizaflanvestments in
the U.S. mortgage market. It can be seen in tdig#tsy that about fifty
percent of IKB’s portfolio investments was invest@edsecuritization
notes (ABS), with the greatest part of it (morenttarty percent) in
turn invested in sub-prime mortgages.

Tab. 1: Asset structure of IKB’s portfolio investments, 30June

2008
30" June, 200831 March, 2008
. . Nominal |in| Nominal |in
Underlying portfolios amount in €| % [amount in €| %
billion billion
Corporates 25 50 2.7 46
ABS 2.2 43 2.3 41
therof with sub-prime content 1.7 34 1.8 32
ABS / Corporates mixed 0.4 7 0.7 13
therof with sub-prime content 0.2 4 0.2 4
Total 5.1 10( 5.7 10(

Source: IKB, interim report June, 2008

According to IKB’s Annual Report 2008 the followirrggulatory
and risk management treatment of securitization iangarticularly
structured finance notes (collateralized debt abiapns CDOs, also
known as resecuritization exposures) applied ansl pvasented under
the category “Spread risk”:

% Securitization is a process in which assets,ivabkes or financial instruments are
being pooled, and sold as “collateralized” assetmvestors. These collateralized
assets are “backed” by the cash flow or value efdhginally underlying assets.
Thus securitization is a method of transferringg frdim one party, the Originator,
to Investors through capital market transactionbe Tisks of the originally
underlying assets are transferred to Investorshbycash sale of debt instruments
(bonds), known as Asset Backed Securities (ABS)osehcash flows and
performance are completely dependent on the uridgrportfolio of assets sold.
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“Spread risk results from changes in the default #igdidity
premiums over the risk-free interest rate that iqd into securities
and derivatives. Spread risk is particularly relavato the Bank’s
portfolio investments (see table above). At theddrttle first quarter of
the current financial year, CDOs of Corporates a@®Os of CDOs
were included in VaR calculations for the first éimising historical
simulation in order to allow an integrated perspeet for the
calculation of the overall risk-bearing capacity.”

Die inadequateness of VaR as a measure for the hilden in
securitization and resecuritization products is adays commonly
acknowledged. The VaR measurement citation in thHeses just
underpins the inadequateness and inappropriatefigls current risk
measurement concept of the already hit IKB. It igtHermore
surprising not only that this concept was End dd&8till applied with
respect to the above mentioned resecuritizatiorogxes, it is more
astonishing that the annual report was acceptedighed by the year-
end auditor of the Bank although the inadequaters#s¥aR for
resecuritizations is nowadays commonly acknowledgedatest after
the crisis.

Resuming remark

The obvious insights from the annual reports ardddita presented
above are:

= Despite regulatory capital ratios which were owerg period far
above the regulatory required minimum, IKB was abte to
absorb the significant losses resulting from thie-jgime crisis
spread from the U.S. world-wide;

= The large securitization (asset backed securitiBS$,Ato the
largest part consisting of sub-prime loans, seketabove) and
resecuritization exposures (ABS COEDO of CDO also to
the largest part consisting of sub-prime loans) bt draw the
appropriate attention of the Bank’s managementr pigothe
financial turmoil,

“ Collateralized debt obligations backed by asaeked securities ABS CDO.
® Collateralized debt obligations backed by cottlized debt obligations CDO of
CDO, CDO square.
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= Late after the financial turmoil, inappropriatekrimeasurement
(VaR citation above from the Annual Report 200820Was
still applied and disclosed;

» Only due to the strong government support (bailoitB
escaped its insolvency.

To resume, first the insufficiency of capital ratias an adequate
measure of single bank’s s stability is obviousd®el, one has to admit
on the basis of the above presented IKB disclosthiat the recent
financial crisis was not only a "Securitization €si’, but also a “Crisis
of Professional Incompetence”.

2.2 Sachsen LB

Landesbank Sachsen Girozentrale (Sachsen LB) isrm& state
lender which was largely exposed to US sub-primegage debt.

Although its capital situationwas stabileand the regulatorycapital
ratiosfar abovetherequiredminimum(tablebelow),Sachsen LB became
oneof Europe'diggesvictimsof thecreditcrisis. Thecapitalsituationof
SachseB atthebeginningof thefinancialturmoil wasasfollows (see
Fig. 2). According to its Annual Report 2005, SahéB Europe, an
affiliate on Sachsen LB in Dublin, Ireland, waseading asset backed
securities investor in Europe. At first, the Dubfffiliate Sachsen LB
Europe focused on risk-averse low-return investsjerduch as
European corporate and government bonds. Howehisrstrategy had
to be changed in order to improve the competitigsnand return
prospects of Sachsen LB, as explained in the fatigywaragraphs.

Sachsen LB, analogous the rest of the Landesbank&grmany,
was concerned about the competitiveness of itsnbases after the
expiration of the state guarantees for Landesbaitkdnly 2008. The
justified concern of the Landesbanken was that with expiration of

® The state guarantees until July 2005 (die Gewdethaftung) led the following
advantage for Landesbanken. If a publicly owned mamy had debts higher than
its assets, the Landesbanken as its creditors alreed to turn directly to the
governmenfor emergencyunding. Thus,thestateguaranteebelped Landesbanken
to beassignedirst classcredit ratings (AAA) and refinance their operatiameaper
than its peers. However, the European Commissiolishled the state guarantees
with a decision from 2001 coming into force by J@QO05 in order to remove
competitive advantages for Landesbanken.
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the government backing the price of borrowing waulttease, making
capital markets profits difficult to achieve, esidlg for Landesbanken
as opposed to the large internationally active censral banks in
Germany, such as Deutsche, Dresdner, and Comméreban

Fig. 2: Capital ratios in percent, Sachsen LB — 2002 to 200
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Source: own presentations based on Landesbanke3acBs(2006, 2007, 2008),
Landesbank Sachsen Girozentrale (2005)

In order to improve the bank’s competitiveness, hSan LB'’s
managementpushed the expansion of its Dublin affiliate Sach&B
Europe into capital market activities, in particul@m investing in
various types of assets backed securities, inajudiollateralized
mortgages.

According to the bank's annual report, Sachsen uiie managed
by 2002 about 11 billion euros of synthetic assetsich was at that
time 77 times higher than its shareholder equitytHermore, Sachsen
LB's credit committee, composed of regional exe@stiand politicians,

" One board member objected to the expansion diseacLB Europe and left the
Bank at the end of 2001 as his proposal to invesSMEs credit expansion was
vetoed.
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voted to push up to Euro 43 billion by 2010 intpital markets via the
off-balance sheet vehicle Ormond Quay.

The extreme high profits of Sachsen LB Europe catighattention
of BaFin — the banking supervisor in Germany, whichndated the
auditing company KPMG to a special audit SachsenHiBope in
2004. KPMG found, “that Sachsen's administrativardavas unaware
of the level of investments made at the subsidiarhe potential losses
they posed”.

According to a press release of Sachsen LB (FeprR@®d7, just
days before the U.S. sub-prime-mortgage turmortesiq Sachsen LB’s
Irish affiiate — Sachsen LB Europe — was one ddlaind's most
profitable banks.

The German state (Sachsen) was forced to sellrthubled state
lender. Sachsen LB was taken over by the Germantewcgorary
biggest regional state lender LBBW (Landesbank Badféirttemberg).
Additionally, in order to save the run, Sachsen t&teived an
emergency 17.3 billion Euro line of credit from sogp of regional
savings banks in August 2007. In order to sell SaohLB to LBBW,
the state Saxony provided guarantees of up toiRi@nbeuros to cover
losses on a new fund, into which 16 billion eurdsassets from
Ormond Quay and Sachsen Funding were placed.

Resuming remark
ThesituationatSachsehB wasalmostidenticalwith theone of IKB:

= Despite long period of regulatory capital ratios &bove the
regulatory required minimum, Sachsen LB was note atol
absorb the sub-prime losses;

» The large securitization and resecuritization expes did draw
the attention of the Bank’s management prior to fthancial
turmoil but this did not change the investmenttstyg of the
bank;

= BaFin tried to intervene but for certain reasons thtervention
did not end successfully. Thus the prevention & 8achsen
LB’s run failed.

= Only due to the strong government support (bail@dgrhsen
LB escaped its insolvency.
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2.3 The Northern Rock case

The U.K. mortgage lender Northern Rock was thet fioank
experiencing a run in the recent crisis. It happesespite the presented
a “very positive medium term outlook for the Compam Northern
Rock’s interim report (July 25, 2007). The effesctghe U.S. sub-prime
crisis on Northern Rock were so destroying thatspde a large
emergency liquidity support from the Bank of Englahorthern Rock
had to be taken into public ownership in Februd&

According to the Mid-Year Report 2007, on 29 Juf®722and with
effect from that date Northern Rock received itsAE@pproval for
Basel Il application. Northern Rock adopted theinal Ratings Based
(IRB) approach for retail exposures in residentaid personal
unsecured loans, the Foundation IRB approach é&astiry portfolios
and the Standardized approach for commercial loans.

Through the implementation of Basle Il the risk giged assets at
30 June 2007 fell from around £33.9 billion undeask | to £18.9
billion under Basle Il, a reduction of ca. 44%

According to Northern RockThe introduction of Basle Il, together
with the planned disposal of capital inefficientsats results in an
anticipated regulatorycapital surplus over the next 3 to 4 years. This
surplus will ......... permit capital repatriation of wp £300 to £400
million over this period. Such repatriation willllow the release of
capital as a result of asset disposals and willueasthat available
capital is sufficient to support existing ratingeagy credit ratings and
maintain an appropriate mix of Tier 1 and Tier 2pdal.” Further, in
the “Outlook” of the interim report 2007 Northerm& wrote: ‘We are
the most cost efficient lender in our sector andramain positive on
our outlook for the medium tefm

8 Financial Services Authority, the regulatory baayreat Britain.

°® The risk weighting for residential mortgages meth to mid-teens %, treasury
assets to around half of Basle | requirements, alsand mid teens %, reflecting —
according to Northern Rock’ Mid-Year Report 200The low risk nature of these
portfolios and personal unsecured loans to slightlipw Basle | requirements.
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Fig. 3: Capital ratios Northern Rock
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Source: own presentations based on Northern Rogk, ZD09

Thus, Northern Rock not only complied with its dapi
requirements. It even had excess capital. The Dieeer®006 capital
ratio of 11.6 percent under Basel | increased té pércent under Basel
[I. By June 2007, the Basel Il capital ratio hagkn to 18.2 percent, far
above the regulatory minimum capital requirements.

Two months after publishing the above cited re@ot positive
forecasts the mortgage lender collapsed and sewsrihs later was
taken into public ownership.

In the following lines | analyze the reasons fore thquite
unexpected” run. Northern Rock was the fifth latgesrtgage lender
in the U.K focused on residentials with an almagh#old growth of
its balance sheet from 1998 to June 2007 (fromZEhiflion to £113.5
billion). Northern Rock had four distinct fundingwgces — retail, non-
retail, securitization and covered bonds. Secatibe was the most
significant source of funding for Northern Rock.
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Flows of new funding and closing balances were |loésd as
follows:

Tab. 2: Northern Rock’s funding

£ millions Retail Non-retail Secyrltlza Covered
-tion Bonds

2007 £ Half

Net flow 1734 2509 5632 2194
Closing Balances 24350 26710 45 698 8 105
2006 Full Year

Net flow 2 527 2876 10 628 2733
Closing Balances 22631 24240 40 226 6 202
2006 2 Half

Net flow 861 5205 4794 1351
Closing Balances 22 631 24 240 40 226 6 202
2006 f' Half

Net flow 1 666 -2 329 5834 1382
Closing Balances 21773 19570 36 334 4 965

Source: own presentations based on Northern Rogk, ZD09

At 31 December 2007, capital deductions in respécecuritized
assets amounted to £537.7 million and were madallgqgainst Tier 1
and Tier 2 capital resources. Regulatory core Tieapital fell to minus
£17.1 million at 31 December 2008 (31 December 20081 316.4
million) and total tier 1 after deductions reductd minus £110.4
million (31 December 2007 — £1 594.0 million). Asesult, the Tier 1
ratio at 31 December 2008 was 0.4% (31 December 200.7%) and
the total capital ratio was 10.8% (31 December 20Q4.7%).

Tab. 3: Nothern Rock’s Funding — capital ratios

2008 2007
Core capital ratio (Tier 1) -0.4% 7.7%
Capital /solvency ratio 10.8%| 14.7%

Source: own presentations based on Northern Rogk, ZD09
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On 23 February 2009, the Company announced thahad
concluded the strategic review of its business,planlose consultation
with the Government. The restructuring throughatesaid of £3 billion
was envisaged.

Resuming remark
The insights from the annual reports and the ptesetata are:

= Despite long period of regulatory capital ratios &ébove the
regulatory required minimum, Northern Rock collagise

= The large securitization and resecuritization expes did not
draw the attention of the Bank’s management prurtte
financial turmoil;

*= Only due to the public ownership Northern Rock sted.

2.4 Lehman Brothers

Lehman, one of the largest banks in the world, ftheth-largest
bank in the U.S. and once the biggest U.S. undemwdf mortgage
bonds lost ca. 75 percent of its market value @82®owever, on May
31, 2008 Lehman’s Capital was as follows:

Tab. 4: Lehman’s Capital — capital ratios

May 31, 2008
Core capital ratio (Tier 1) 10.7%
Capital /solvency ratio 16.1%

Source: Lehman Brothers (2008a, 2008b)

So obviously, via the regulatory capital ratio malication of the
coming run has been captured. Again, the troublasec from
securitization notes.

During 2007, Lehman largely invested in residentiabrtgages,
residential mortgage-backed securities (RMBS), @odhmercial Real
Estate (CRE) loans (see graph below).
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Fig. 4: Lehman’s exposure to problematic investments
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What had to follow as an inevitable consequencehef turmoil
started mid-2007, were the write-downs on theseblproatic
investments.

Resuming remark
The insights from the annual reports and the ptesetata are:

= Despite long period of regulatory capital ratios &ébove the
regulatory required minimum, Lehman Brothers calg

= The large securitization and resecuritization expes did not
draw the attention of the Bank’s management prurtie
financial turmoil.

2.5 Merrill Lynch

As presented below the capital ratio situation whrrill Lynch
was more than optimistic measured by the regulatapjtal ratios.
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Fig. 5: Capital ratios Merrill Lynch
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However, Merrill Lynch was also strongly hit by thecent
financial crisis. In July 2008 the bank announceskges of initiatives
for enhancing its capital position, among otheesghle of $11.1 billion
U.S. super senior ABS CDO securities which reprieska substantial
majority of Merrill Lynch’s CDO positions. The bartkad to book a
write-down of a $4.4 billion loss associated witle sale of the CDOs.
Until the end of 2007 Merrill Lynch incurred additial material losses
due to write-downs in the value of financial instrents. According to
Merrill Lynch’s Annual Report 2007 (pp. 34-38), theecorded
significant net write-downs in 2007 were primamgjated to U.S. ABS
CDOs, sub-prime residential mortgages, and crediluation
adjustments related to hedging transactions withnftial guarantors
(mainly through credit derivatives) on U.S. ABS C&0
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Fig. 6: Sub-prime Residential Mortgage-related net exposuseand
losses per Dec. 28, 2007
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In addition, Merrill Lynch had exposure to variogsecuritization
notes — U.S. ABS CDOs on sub-prime residential gagés.

Fig. 7: Problematic net exposures and losses per Dec. 2802
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Resuming remark
The insights:

» Despite long period of regulatory capital ratios &ébove the
regulatory required minimum, Merrill Lynch collajgse

= The large securitization and resecuritization expes did not
draw the attention of the Bank’s management prurtte
financial turmoil.

3. Conclusion of the case studies

The main objective of banking industry — to effitig allocate
capital to borrowers and businesses — was misapdistead capital
was distributed to anyone who wanted it.

It is obviously time to ask if the developmentscurrent banking
regulation and supervision such as the implemamatif the Basel
Accords based on the concept of Risk Weighted Asadh Capital
Ratios being the center of banking regulation, e right way of
insuring financial stability.

The core question is: Are the capital ratios catad as a relation
between risk-weighted assets and bank’s equity ripet way to
supervise banks?

The concept of Capital Ratios as the center of ingnkegulation
obviously failed, both on an individual bank’s lgvas well as with a
system perspective regarding the cross-bankingeeoiystability.

This failure requires a deeper insight and moreaihgh analysis.

In fact, the capital ratios calculated up to dagzemmostly based on
the Basel | Accord.

In the U.S. the implementation of Basel 1l was pkhto start 2009
and only for certain banks. Generally, the scope& @meline for the
implementation of Basel Il in the U.S. stronglyfeientiates from the
implementation in the rest of the world and is amow still uncertain.
It was proposed that only the largest U.S.-basetkdhe required to
implement Basel Il, with other banks being allowted opt-in with
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supervisory approval. The U.S. began with the immglistation in 2009,
at least two years after Basel Il implementatiomivst of the rest of the
world.

In Europe, and more specifically as presentederathove examples
in Germany (IKB, Sachsen LB) and Great Britain (fiern Rock),
although the Basel Il implementation had been diyegcomplished up
to 2009, most of the explanatory data and ratiosférred to in the
above examples were still based on Basel I, sihee compulsory
application in Europe started 2007 — the time wiies crisis had
already began.

Even if Basel Il had been implemented before tharfcial crisis
started mid-2007, it would not have captured themex risks hidden
in securitization and resecuritization exposured aot been able to
prevent the financial crisis (as stated by différproponents of the
Framework).

First, the available external ratings for secuaiian and
resecuritization exposures were — as long commaoknowledged —
wrong. Second, Basel Il was by its origin not metmtadequately
capture the risk of complex structured finance puotsl with double
leverage such as resecuritizations. Third, it iwamays also commonly
acknowledged that Basel Il was not able to captystemic and
extreme risks which were the actual risks and sohtkee causes for the
recent financial crisis.

However, numerous early warning indicators at ledst systemic
risk could have been identified by the nationalutatpry bodies, such
as the German Banking Regulator BaFin and the DeetBundesbank,
or the British Financial Services Authority (FSA).

In particular, the national banking supervisors amdjulators
receive the complete sets of annual reports frdroparating banks as
well as audit reports and further documentationaréigg the full
operating activity of banks. They not only haveesscto detailed data
on banking operations but are also authorized d¢iit #&uand interfere in
order to counteract undesirable development in lba@king and
financial services sector.
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For example, Bundesbank and BaFin are jointly resiibe for
banking supervision in Germany. This is regulatadthe German
Banking Law (Kreditwesengesetz, KWG). Bundesbank®lved in
almost all spheres of Banking Supervision. It ispansible for the
comprehensive assessment of all delivered annpattse audit reports
and other regulatory relevant issues. As opposetthéoBundesbank,
BaFin is responsible for regulatory authorizatisssues, such as
regulatory approvals, supervision and closing dfividual financial
institutions.

The Deutsche Bundesbank and BaFin in theory conuateito
each other any observations and findings whichnaaessary for the
performance of their respective functions. The ewapon and
communications include the communication of perkateta. The
BaFin and the Deutsche Bundesbank are authoriseditimatically
access one another's database maintained for thegauof performing
their functions.

| argue that early warning indicators of systens& i the financial
sector and signs of the coming turmoil were irresaly ignored at the
time they were perceived.

Analogous regulations apply to the National Regutatand
Supervisory Authorities in the rest of the develbpeuntries.

A comprehensive analysis of the data available aFiB and
Bundesbank, which is partially derived from thei@éily disclosed
information by banks and partially from reports iéatde only to
regulator and supervision bodies, would have pexid reasonable
systemic overview of potential risks at least ie tmational banking
sector.

Such an assessment of the bank sector data sheutthé of the
main tasks of regulator and supervision bodies |BaFin and
Bundesbank for the future. For example, numeroeslicrelations,
such as cross-banks loans, credit guarantees, armothegs credit
derivatives, and credit exposures via liquidity comments as well as
investments in complex structured finance produease disclosed long
before the sub-prime crisis.
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Only one grotesque example presents Sachsen LErdiog to the
Annual Report 2005 of Sachsen LB (s. page 24) thellw owned
subsidiary of Sachsen LB — Sachsen LB Europe pl&EJ, which
holds a full banking license — was in 2005 alreadg of the biggest
Asset Backed Securities-Investors in Europe.

Some of the questions to ask are:

» Where was the German Regulator BaFin (or the Buatdg
when Sachsen LB failed? Were they not in possessfoa
magnitude of data on the banking activities of SaohLB, and
were they not obliged to react long before therfaal crisis in
order to prevent the failure of Sachsen LB?

» Was it adequate for a German Landesbank to bevastor in
ABS at all?

=  Why did the German supervisor allow a Landesbafikasé to
be one of the largest ABS-investors in Europeait sever be
in line with the concept of Landesbanken

4 Does banking regulation still have a chance?

4.1 The future of banking is unclear

It is surely premature to ask what the future aikiag regulation
looks like simply because the future of bankingusrently unclear.

The future will be certainly different to differetypes of banks.
What significantly changed for the bigger interomntlly active banks
after the crisis is the government interferencéhiir structures thanks
to whom these banks received a chance to survive.

The capital injections and guarantees provided byemments
signalled governments’ readiness to support anbilisia their banks.
However, as a result governments are meanwhile tipaiy
incorporated in banking. In reality, many banks adays still exist
thanks to the governments that supported them hod helped to
escape their bailouts.

The future of the banks which were largely supmbrby their
governments is on the one hand secure. On the b#ret, the strong
government involvement can itself be an uncertaiatyor for a bank’s
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future. The failures have shown that managemenbabdnce-sheets,
banking operations, risk management techniquesaed the payment
schemes to managers must be changed.

4.2 Regulation for systemic risk

Systemic risk as a threat to financial stability sware-crisis
perceived to be typical for banks. Today, with plost-crisis knowledge
and insights, it is widely recognised that the psscof securitization
has changed that perception.

The substantial under-pricing of the credit rislsécuritizations and
the wrong notion that a large portion of the cra@k in sub-prime
securities was idiosyncratic and hence diversifialgenerated an
excessive demand for sub-prime issuance.

Post-crisis, it is clear that the greater portidntlus risk was
systemic. Indeed, the credit rating agencies (CRRA@d to adequately
predict performance because of their wrong empivialuation models.
However, some other factors were not adequatelyeaddd as well.

Leverage is clearly a factor for generating systemgk in an
economic sectorPrudent leverage is a valuable financial tool éxtess
leverage is a threat for the financial system ang lausiness. Indeed,
overleveraging i.e. doing business with high raftidoorrowing in relation
to equity, was a key factor for converting theialisub-prime turmoil in
2007 into a financial bubble in 2008. The strondestraged financial
intermediaries in the current financial systemlanaker-dealers and hedge
funds.

Another danger for the financial system is the saswvely built
shadow financial system. The key components okttalow financial
system are unregulated financial instruments scbffabalance-sheet
entities and non-bank institutions such as hedgdduasset managers
and private equity funds. Adequate monitoring otirderparty risk,
adequate risk management practices and reportngatds completely
failed for these market participants.

This shadow financial system is a source of sigaift systemic risk
and at the same time mostly outside the scope ef fihancial
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regulation. In addition, exactly these non-bankiingons brought a
great leverage excess.

Special attention should be paid to certain norkbiastitutions
with extremely high leverage strategies meanwhi® anvested in
securitizations — the private equity companiesc&imost of them are
not subject to disclosure requirements large strzation tranches are
supposingly hidden on their books. This is not r@dd for the single
private equity companies but is still a systemie#d to the economy
where these companies expand since large hiddenmay inflate the
next financial bubble.

Standard setter and supervisors should define #gulatory
treatment at non-bank institutions. Comprehensigg management
practices and risk reporting should be required owly for large
financial institutions, but also for entities thed far have managed to
stay outside the reporting obligations set by swipers, such as hedge
funds, or offshore bodies.

Sector-specific information on the exposure ofliaaking sector to
particular risks is another issue of transparecgingle bank may be
strongly exposed to some sector specific risksh sagc automobile or
mortgage financing, without endangering financigdbgity of the
whole economy if these risks materializéowever, if the banking
sector is systematically exposed, these risks mestabilize the
financial system as a whole. Thus, sector-speuif@rmation can be a
useful warning signal for banks ready to enter ¢hisks. Central banks
and supervisors should be able to follow the atiocaof risk exposures
in financial markets.

Meanwhile it is almostmpossible for regulators to capture the real
dynamics of capital market3.he lesson to learn is that Systemic Risk
must be timely identified and regulated.

Practically, today no regulatory authority monitafs financial
institutions or products generate and pose systaskido the economy.
This issue must be accordingly addresSgstemic risk should be timely
managed by regulators in order to avoid finanaisi€ such as the disaster
of 2007 and 2008.

Otherwise the taxpayer must practically bear thesequences of a
systemic turmoil.
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5 Conclusions — Implications of securitization prodcts
for financial stability

In this section | solely summarize that securit@attechniques have
largely contributed to inefficiency and destabiigi the financial
system.

According to the academic literature on securittratbesides its
advantage to “save” capital, securitization produgere perceived to
improve financial stability by dispersing risks amgomany investors.
Duffie argues that if credit risk transfer leadsnore efficient use of
lender capital, the cost of credit is lowered, preably leading to
general macroeconomic benefits such as greaterrlongeconomic
growth.

Such theories are nowadays questionable.

The most significant issue is that individual bamdeed became less
risky but generated greater risks to the finansitem at the same
time.

Lenders transferring significant exposures to adwer’'s default have
less incentive to monitor the borrower and cortislrisk-taking.

Thus, securitization divorced risk from controls lgolating the
securities from the underlying collateral and akawfor a continued
segmentation of the lending process which stretahedthe lending
process.

This anomaly results in a raise of total amountci&dit risk in the
financial system and leads to inefficient econonaictivities by
borrowers.

A further argument against the long-run benefitseduritization is the
high complexity of credit risk transfer productsiaethcomplicates their
valuation and analysis for investors and rating nages. Even
specialists in securitization notes like CDOs pobte be incompetent
in valuation of their risks and default correlagsomefault correlations
remain the weakest point in credit risk transferdorcts.

19 For example according to IMF in “Influence of citederivatives and structured
credit markets on financial stability” or to Duff{2008).
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Fig. 8: Model of a reasonable usage of the current finandia
regulation
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Financial innovation in credit risk transfer ledremuction in the degree
to which credit is intermediated by banks in re@atio hedge funds and
asset managers. This in turn de facto resultedain underwriting
guidelines and a loss of internal controls on Hseling side. As a result,
the long-run macroeconomic growth was even threaten

With regard to the prime originator of securitipati activity — the
United States — another shortfall of securitizatactivity must be
defined. Securitization practically increased tkeaeyal indebtedness of
all Americans because of the cheapness of credit.

In the figure 8 | summarize my recommendations padial solutions
for a reasonable usage of the current financiallegign.
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Can Capital Ratios be the Centre of Banking Regulabn —
A Case Study

Milena MARINOVA

The application, or to be more precise, the miseagpbn of
securitization in the mortgage market had fatalsegences for the
financial sector worldwide. More over securitizati@chniques enabled
single banks to reduce their individual risk whidé the same time
transferred greater risk to the financial system.

Meanwhile a lot was written on the causes for #went financial crisis.
In most cases inadequate ratings provided by thditarating agencies
and different principal agency problems were adarés

| argue that international and national financigpervisors established
an inadequate framework for financial regulation aapervision, and
among other failures, even supported credit ratiggncies to further
establish their businesses. Further on, | argué¢ éaaly warning

indicators of systemic risk in the financial sectond signs of the
coming turmoil were irresponsibly ignored at thendi they were

perceived.

What turned obvious during and after the recerarfaial turmoil is that
capital regulation failed to reach its main goa&nsuring stability of the
financial system. In particular, securitization arelated credit risk
transfer products were adequately treated neithBasel | nor in Basel
1.

With the development of both Basel Accords capiitibs became the
center of banking regulation. However, capitalastare obviously not
sufficient as a measure for a systemic financaiity. It is time to ask
if the developments in Basel Il are the right wéyanking regulation
and supervision and in particular, if capital ratman be the centre of
banking regulation?

Key words: Mortgage securitization; Financial crisis; Banking
regulation; Capital adequacy.
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