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INTRODUCTION

The current crisis has swept aside not only thelevhbthe US investment banking industry but
also the consensual perception of banking risketagion and their implication for banking
regulation. As everyone agrees now, risks whergmaisd, they accumulated in neuralgic points
of the financial system, and where amplified bygyatical regulation as well as by the instability
and fragility of financial institutions.

The use of ratings as carved in stone and lackdefjaate procedure to swiftly deal with
systemic institutions bankruptcy (whether too-tnefdil, too complex to fail or too-many to fail).

The current paper will not deal with the descriptand analysis of the crisis, already covered in
other contributions to this issue will address ¢hiécal choice regulatory authorities will face |
the future regulation has to change, but it isabedr that it will change in the right directiorhi$
may occur if regulatory authorities, possibly irdiwced by public opinion and political pressure,
adopt an incorrect view of financial crisis pretien and management. Indeed, there are two
approaches to post-crisis regulation. One is the @gent approach, whereby financial crises will
occur infrequently, but are inescapable.

The author is grateful to Agustin Laudier and te #ditors for their comments. The usual disclaiapplies.
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The best way to think of it is to consider a &rigb an accident, a Poisson event that might on
average occur every 80 years and all efforts shbeldhade to reduce itsipact. The alternative
is to consider that crises are a manageable ewvehthat all efforts should be made to avoid its
repetition. As the debate has evolved this distinction betwage events and manageable events
has never been explicitly made. The aim of our moution is to clarify this choice and to argue
that some of the regulatory reforms that have lz@gaed upon may not have been the most basic
efficient ones and may lead to an inefficient bagkindustry. In particular, if bank crises are
unavoidable, then we should structure clear cutipians for banks bailouts that specify how the
rights of each stakeholder are redefined, an itisaehas implications regarding the amount of
public and private bailouts as well as the incagiof bank’'s shareholders and their boards of
directors.

In what follows, we will briefly consider the origiof the failure in banking regulation and then
turn to regulatory reform. Section 2 considersdberall rationale for banking regulator. Section 3
is devoted to the key role of banks bankruptcy sulehis has implications regarding bank’s
corporate governance, an issue examined in segtiBection 5 explores how the safety net should
be modified to take into account the lessons of dheent crisis. The implications regarding
macro-prudential policy are briefly addressed irctise 6. The problems of international
coordination are addressed in section 7. Secti@or&ludes pointing out the critical choices
regulators have to face and their implicationstii@r future of the financial industry.

1. BANKING REGULATION FAILURE

While the analysis of the crisis is not the aintto§ paper, some of the aspects of the failure of
the safety net must be considered as they areethsom for a drastic regulatory change. It is
generally agreed that the social cost of bank&urfaiis not internalized by banks’ management.
This social cost reflects the non-pecuniary investts made by the firms in their relationship with
the bank (relationship lending), the cost to finahstability and, first and foremost, the costaof
possible contagion to other banks. Prudential edtn is precisely aimed at limiting the
externalities created by a bank failure. This cdagddone either by acting upon the probability of
a bank’s failure (as it happens with capital retiatg or by reducing its impact (as in deposit
insurance). In the majority of countries, thisieme through the creation of a safety net, comgjsti
of 1) Supervision, 2) Deposit insurance, 3) Capitgluirements, 4) A lender of last resort policy
and 5) Orderly bail-out/liquidation procedures. Therent crisis has put these five components
under great strain, some resisting better tharreiteimpact.

Although the mechanisms of deposit insurance andeleof last resort have been quite helpful
in preventing a deepening of the financial cripigjdential supervision, capital requirement and
the adequate mechanism for orderly bail-out oridigtion of financial institutions did fail.

Prudential supervision failed to identify the hilgivels of risk and the sources of relevant risks
(liquidity risk). Capital requirements were basedimeorrect risk measurement models that failed
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to take into account the risks associated withigasecuritization, over the counter operations and
the use of mark-to market accounting rules withamgquate provisioning. Finally, the bail-out or
liquidation decision was the inefficient resultaofengthy bargaining process with the bank’s stake
holders.

The inadequacy of the safety net was clear oncenbeyclicality of capital regulation (whether
Basel | or Il) was established with its consequenttesfact that banks were led to liquidate their
assets at fire sale prices.

In addition, the transfer of banking risks to tlenfbanking financial industry, thus creating a so-
called shadow banking system has led to a situatttere banking risk has escaped the regulatory
authorities. Finally, market discipline enthronadBasel 1l third pillar, as a key principle, did not
produce the expected results.

2. BANKING REGULATION REFORM

Detecting the necessary changes to be made in twrdedesign an improved financial regulation
framework can be undertaken in two different waysbegin with, one may be tempted to take as
a starting point the flaws in regulation the presosection has uncovered. Alternatively, an
overall perspective could be built by starting frtme basic market failure financial regulation is
supposed to address. We will follow this second@ggh not only because the majority of reports
have adopted the first one, so that using the rhdailere approach should be more valuable in
complementing them, but also because in fixing ygangle element there is a risk of omitting a
whole area where regulatory reform might be reguirén other words, it is also important to
identify the mechanisms that did not exist and wehalssence has, in fact, aggravated the crisis.

A second demarcation with respect to other repamtghe current crisis is here necessary. It
concerns the focus of our approach. We take the that crises, although a rare event whether
systemic or affecting a too-big-to-fail or a Lar@emplex Financial Intermediation will always be
there, emerging from completely different reasohantthe past ones, presumably the most
unexpected ones. This implies emphasizing crisisagement, and, in particular, emergency
recapitalization. Many reports on the crisis s¢erbe excessively focused on the eradication of
crises with the consequence that the importanamuofingent planning for crisis management is
implicitly played down. It is true that a good réafory framework should reduce the probability
of systemic crises but still, the lack of mecharismplace to deal with them is particularly costly
as the current crisis has shown. Consequently, poped for financial regulatory reform will
consist of both mechanisms to limit the probabildf a crisis and mechanisms for crisis
management once the crisis has settled.

2.1 Bank Bankruptcy Externality

To provide a sound foundation for our analysissitwiorth recalling that, in order to solve a
market failure one, has to address the main exisrritaproduces. In this case, the origin of the
externality lies in the social cost of banks’ bankcy and the mechanism of financial distress
contagion among banks. Contagion, is more impoftarivanks than for other industries because
the very nature of banks role in the economy makesn holders of illiquid assets and liquid
liabilities (see, e.g. Diamond and Dybvig, 1988)g making them sensitive to financial fragility,
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whether taking the form of bank runs or simplyglidity crises. In turn, the failure of many banks
threatens the well functioning of the banking indysbility to continue transferring property
rights with legal certainty, a point critical fonyatransaction in the society.

2.2 Debt pricing Distortions

As mentioned, the safety net is designed precigelymit the probability of a bank bankruptcy
and its worst effects on depositors. Yet, regardmiges, this implies that a distortion is
introduced, as the safety net will protect from kearisk. In particular, deposits remuneration is
independent of risk both because of the existelftkeosafety net and because depositors do not
lend to their bank as a result of a risk return potation but to gain access to the payment system.
In addition, the existence of a safety net promttiesperception of a safe banking industry, that,
for obvious reasons, neither the bank itself nar tagulator will contradict. Thus generating a
possible understating of risk for all types of llakes, whether insured or uninsured also, the
perception that in case of a bank bankruptcy thk véll be bailed out and liability holders will
be fully reimbursed (implicit guaranties) aggragathis understatement in the risk of bank’s
liabilities. This implies that banks will tend toold too much debt (thus justifying a capital
regulation) and that they will tend to use debteldaybrid instruments rather than core equity to
cope with solvency regulation.

Regulatory reform should therefore try to reducepghieing distortion, and this is related to the
possible internalization by each agent of the esl#ties it generates. Such internalization will be
possible, at least partially by a rigorous desifithe banks’ bankruptcy process as well as their
corporate governance. This is why we will startrByiewing the necessary changes in banks’
bankruptcy procedures, as this will reduce theepdistortions that affect banks’ liabilities. Bank's
bankruptcy rules directly affect the banks’ stakdbos’ profits and losses and therefore shape the
bank strategy, which depends on the risks the mataking. Corporate governance will define the
ways in which shareholders set manager’s incentiveseate value for shareholders and should
therefore be dealt with next, in order to take iatzount possible biases, such as short term
orientation, excessive risk taking and fake alplsdl, it would be deceptive to rely exclusively
on these two mechanisms to restore market effigidhavill therefore be necessary to turn to the
safety net distortions and try to correct the deficies of prudential regulation, both at the micro
and at the macro level. Finally, a special mentiaa to be made for international issues, as their
complexity makes financial regulation design evararchallenging.

3. BANK'S BANKRUPTCY RULES

Theoretically if bank’s bankruptcy rules were clgaset and duly enforced, the price of banks’
liabilities would reflect their risk, thus leadirtg an efficient allocation. In order to do this st
necessary, beyond efficient priced deposit insweatitat each type of liability holder knows the
losses it is to face both in case of systemic ais#l in case of its own bank bankruptcy. When, in
addition, bankruptcy costs are present and, asiomstt before, renegotiation costs are huge, clear
cut bankruptcy rules allow increasing the valughef banking firm by decreasing uncertainty and
bargaining costs.
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The simplest way to think of bankruptcy rules ictmsider the Modigliani-Miller (1958) perfect
capital market hypothesis. The results are thenegsurprising because the lack of conflicts
between the different claim holders in such an remvnhent contrasts with the dramatic conflicts

between the different types of debt holders thatdmessed during a banking crisis.

As emphasized by Lander and Ueda (2009), an ordehkruptcy procedure should not be
costly to taxpayers, because when the perfectatapirket of Modigliani Miller is considered as
a first approximation, it is clear that a debt @gsiwap does not change the value of the firm, nor
the value to debt holders and equity holders &sites the total value of the firm unchanged. In
addition, if we depart from the standard-no taxesbankruptcy costs, a bank in distress is facing
high costs because of the high expected bankrgosts the market forecasts. A debt equity swap
in this case reduces the expected bankruptcy aastincreases the value of the firm. So, conflicts
of interest could be the result of either 1) frieiing by one type of claimholders on another, as, f
instance, a debt for equity swap for junior debtdbos will benefit senior debt holders, 2)
asymmetric information or 3) the stakeholders etgieans to be rescued by taxpayers. In any of
these cases, defining ex ante contracts that impasstructuring of all debtors’ rights in case of
distress reduces the contractual costs, both efyaiation and of bankruptcy.

As mentioned, protecting financial stability ande tlsecurity of transactions through the
preservation of the payment system implies a speestjution of banks’ financial distress which
puts pressure on the Treasury to bail out banksedreiation ofstakeholders’ claims leads to
delays and additional costs, as the bank manageteeigions may be impaired by its possibly
negative net equity position. The inefficiency bé tstandard bankruptcy procedure calls therefore
for the design of a special bankruptcy code fotklsaBuch a specific bankruptcy procedure should
1) provide for speedy recapitalization implyingealuction in debt that generates common equity
2) cope with the bank difficulties whether they arginated by the inability of the bank to fulfil
its payment commitments or by negative equity ap@r&ure that the resulting bank (a “good
bank”) has a sufficiently low risk to be acceptable its peers, in particular in the interbank
market. Of course, the development of such a scheithestill leave open the complexities of
bankruptcy for non-banking institutions that arsteynic but part of the “shadow banking”, as the
current crisis has revealed.

These general characteristics can be achievedfanatit ways depending on how, once a bank is
declared critically undercapitalized, the claimsitsf stakeholders are redefined. Consider three
examples: 1) The simplest one, advocated by Figniethe funding of banks through reverse
convertibles that automatically become equity ot value of equity hits a critical level. 2) A
mandatory debt equity swap 3) The good bank/bad basolution, (See box 1) which has been
often used in the resolution of a banking crisiz€¢8en, Mexico). For each banks the liabilities are
classified depending on whether they are fully irdu(or whether they will be fully repaid) or not,
their maturity and their seniority. Regarding thesets, for each bank, the separation concerns
information sensitive assets. Those assets thatidver safe or have a well identified cash flow
distribution and, therefore, whose valuation isuaate should be distinguished from those that are
subject to high uncertainty on the underlying caivs. Assets in the first category will constitute
the “good bank”; those in the second will be acegiiby an Asset Management Company that will
either sell them to the market or hold them to mgtuThe fully insured liabilities will be
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liabilities on the good bank and the deposit insaeacompany will inject the funds necessary
make the good bank well capitalized.

to

Box 1
The good bank/bad bank separation in the Swedish ergence

The Swedish banking crisis of the nineties is ater®d exemplary in terms of the low cost it
implied and of the good practices that were impletee. There are lessons to be learnt from the
management of the Sweden rescue plan. The generaibte is to get uncertainty out of the syste
by ring fencing the bad assets.

The good bank/bad bank scheme was implementechibioation with the extensive use of Asset
Management Corporations (AMCs). The “bad bank” pathe bank was transferred to the asset
management corporations at carefully assessed makes. The AMC proceeded then to regrou
the assets and offer them to potential buyers. Becallithe pressure associated with the
preservation of banking stability and the well-ftiaoing of the payment system had vanished,
“fire-sale” of the assets was avoided. The Govemtnigater confirmed by Parliament), issued an
unlimited guarantee to all depositors and countéigsato Swedish credit institutions, which came
at a cost to the tax payers. Still, this madedacthat shareholders were excluded from this
guarantee and avoided any delay in renegotiatitiy tive other claimholders. From that
perspective, it could be argued that all the béné&fbm the good bank/bad bank scheme were no
obtained.

The Bank Support Authority, was in charge of deadihich banks to reconstruct and which to

liquidate. His mission was disclosed to the gengualic. The measures were designed to minimise

costs for the Government and the risk of moral rthZBhe credibility, political support and
independence of the Bank Support Authority was adtegnent in the swift resolution of the crisis

The procedure, sometimes referred as the “hamnyardcedure, consisted in
1) Wiriting down the bank’s bad loans.
2) Testing the bank in a micro- and macroeconomic rinode

3) Giving support to the banks that pass the testcloging, merging or restructuring in an
orderly manner those that fail.

Hence, the procedure was on a case-by-case basisthwlear transparent rules that avoided
delays and renegotiation.

As the current crisis has higher levels of uncetyaiegarding the value of some assets, a bad b3
or the AMC may have to hold assets for a longeropeoi time. Still, the flexibility of the good
bank/bad bank separation and the possibility telzawase by case approach makes it a powerfu
tool to be applied in a banking crisis.
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The current UK proposal of banks drafting a “livingll” to simplify the management,
restructuring and sale of its assets, if enforasalvbuld produce a similar contingent reallocation
of property rights in the event of the bank’s bamtcy. According to the current proposal a living
will should outline which divestitures the bank vMawsell, how clients’ assets will be transferred
to another institution and how they would liquidale assets on their trading books within 60
days.

The Squam Lake group suggests a mechanism for xpedited resolution of distressed
institutions that requires banks to hold reverseveatibles. To avoid possible price manipulations,
conversion is triggered only when two conditions aret: first, the regulatory authorities have to
announce the start of a systemic crisis; secomd¢cdmditions on the bank share price specified in
the reverse convertible have to be met. The need fegulator to declare the beginning of a crisis
is necessary because otherwise the hard incemtitbe debt contract would be lost.

Defining banks’ bankruptcy rules that could be cugent on the existence of a systemic crisis
constitutes one of the most imperatives changdsairking regulation. Indeed, this will allow to
minimize the required emergency recapitalisatiamds it will also systematize the sale of banks’
assets (as the US Public-Private Investment Progmmlegacy Assets PPIP) if deemed
necessary. Finally it would allow a more flexiblapital requirement regulation during a
downturn.

The design of bank specific bankruptcy rules beésdfiom the insights of contract theory.
Bebchuk (1988) and Aghion, Hart and Moore (1992)ehsnggested mechanisms to reduce the
costs and uncertainties associated with bankrumptogedures. Using their insights could greatly
improve the efficient resolution of banking crisis.both contributions the rights of the different
stakeholders are defined by options that dependh tipe seniority of debt. Because during a
systemic crisis the objectives of the regulator pi@fer a speedy resolution to the efficient choice
of liquidation or restructuring, imbedding the tsformation of debt into another type of option on
the bank’s asset will improve the efficiency of #ystemic crisis resolution.

Of course, changing banks’ bankruptcy rules maylyng higher risk for debt holders and
therefore banks will have to pay a higher returalébt holders, thus increasing the cost of funds
and therefore reducing the supply of credit. Yieis simply reflects the real cost of bank debt and
therefore constitutes a key information for barkbe able to lend efficiently.

Finally, it is worth mentioning that the redefiniti of claims once a critical level of capital is
reached changes the incentives to managers andfdteershould reduce the moral hazard
associated with the excessively generous bail-thas are the rule during a banking crisis and
improve corporate governance.

4. CORPORATE GOVERNANCE
In the context of the current crisis, two key issugave surfaced that constitute serious
weaknesses in the corporate governance of bankegaes’ bonuses and dividend policy.
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The issue of bank managers’ compensation has reemment as it has led to public outcry as
State aid has been seen as siphoned into manggeigets. The outcry led to proposals and in
some countries to the drafting of legislation limit this compensation (tax rates of 90% have
been proposed in the US, bonuses banned in firoesving State aid in France). Such a picture is
distorted because, first, a number of compensatamkages, possibly the majority, are based on
stock options, second the bonuses may be a magkatineration practice, as it happens for
traders, and third, because, some division managihsn an institution in distress may have
genuinely created added value within a profitaliVéstbn of the distressed institution.

Because in the short run any bonus is a reductidheirshareholders’ value, the decision to pay
for talent is to be taken by shareholders as theytee ones to internalize the trade-off between th
marginal costs and benefits of an increase in nemadgalent, as well as to see the difference
between salaries and bonuses. The question iswhether corporate governance is adequate so
that shareholders take the decisions that maxithieebank’s value. When the remunerations of
top executives are voted at board meeting withtdéichicontrol by shareholders and limited
transparency, we may suspect the board of selfndgat the expense of other stakeholders. So, in
spite of the public outcry that has led to capsdmpensation packages, compensation is not the
real issue but a symptom of inadequate corporatergance, which is a deeper and more complex
issue.

On the second issue, that of dividend policy, Aghast al. (2009a) report that “The erosion of
common equity has been exacerbated by large segimgnts of dividends, in spite of widely
anticipated credit losses”. In addition, the authoeport that banks having received State aid and
in serious risk of failure have continued to pay dividends. In both cases it implies that the
rights of a third party, whether debt holders optyers, have not been respected in the dividend
decision.

Related to these two seemingly overoptimistic paymlicies is a third issue, provisioning. As
mentioned before, banks’ insufficient provisionifog risky investments has been criticized, and
the need for regulation to include compulsory dyitaprovisioning has been evoked. Yet, this
lack of provisions, directly related to the dividepolicy, has its origin in a combination of ill
defined bankruptcy procedures (possibly with theregoment implicit guarantees) and weak
myopic corporate governance.

These excessively generous payout policies poirexeessively weak external monitoring of
corporations and lead to question banks’ corpggat@rnance and its role in the current crisis.

The regulation of banks’ corporate governance khstate:

1) When is it that a bank operation has created v#dué@s stakeholders, thus
avoiding the “fake alpha” issue of hidden losse®igd by the management and due to the lack of
adequate risk provisioning. The correct provisigniaf risks would make this issue less
preeminent, but still the added value by a managére banking industry is only known three to
five years after she has taken her decisions. ifiipies that compensation should either be lagged
or, simply, be exclusively based on stocks andkstqtions held for a sufficiently long period of
time.

2) What is the role of taxpayers as potential futuedeholders in banks’ corporate
governance? This is a delicate issue as an exeesspresentation could be tantamount to a
nationalization of the banking industry and its egement as a utility, while, at the opposite
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extreme, the lack of representation leads to tmé’baiased investment decisions, as the cost to
taxpayers of a possible bail-out is ignored. Durmgrisis taxpayers, may become the main
stakeholders of a bank, so they should protect th&rests through the regulatory authorities.
Still, in normal times there a risk that taxpayeruence may lead to excessively conservative,
inefficient bank investment decisions. So, a pdssitay out is to increase the representation of
taxpayers on the board of directors if a systemisiscis declared. This, in a way, will
acknowledge that during a crisis taxpayers aré#mks’ owners

5. REFORMING THE SAFETY NET

The crisis has placed the safety net under greainstyet some components, like deposit
insurance, have been resilient and helped to nmairflaancial stability. Others, like capital
requirements, have failed or led to new risks. Wé focus on those issues and consider
successively capital requirements, and lendersbfr&sort policy.

5.1 Capital requirements

As the crisis has unravelled, capital requiremartulation has been questioned on several
grounds. It has become clear, first, that somesrigkre underestimated; second that those risks
depended on the business cycle and on the weltifurieg of the financial system,; third, that
mechanisms for emergency recapitalization wereireduand fourth that the aggregate risk of the
financial industry, not just the banking industmattered for financial stability.

Still, it should be emphasized that adding addéldayers of capital will impair the efficiency of
the banking system if it is not accurately justififhus some reports (e.g. Turner, 2009, p.7) that
recommend 1) an increase in capital 2) to compheeisks through the cycle rather that as point
in time and 3) to provision for business cycle riskough the creation of Economic Cycle
Reserves can be suspected of triple counting theseary capital. Yet, at the same time in a
systemic crisis this capital may not be sufficiexet,the data on some recent banks in distress seem
to indicate (e.g. Northern Rock). So, a proposakay, tripling the capital requirement of banks
would dwarf the banking industry while it is noeal that it would allow it to survive a repetition
of the current crisis.

5.2 Improving risk measurement: micro-prudential
The current crisis has highlighted serious flawsigk measurement, both in banks’ internal
models and in Basel Il foundational approach.

1. Preventing asset bubbles. As Basel Il gives thekibgnregulatory authorities power to
supervise the risk assessment, when central bailtén their new macro-prudential mandate,
identify a possible bubble, as it is the case waesignificant divergence between an asset price
and the expected net present value of its futust é& observed, regulatory authorities should
check that the commercial banks’ risk models actéomthe increased risk. This may take into

 In one well-known exchange with a railroad exatiJ.P. Morgan, said, "Your railroad? Your raitidzelongs to my
clients”. The difference with the present situatiethat J.P.Morgan was a member of the board.
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account loan to value in the case of mortgages,itbehuld as well consider asset growth, as
excessive growth is known to be a source of bamksk. Implementing a rigorous risk
measurement will requires a degree of regulatodependence which has not always been
reached, particularly when it refers to residentialsing market (Calomiris, 2009), but more
generally when it seems to constrain the developmidomestic credit market. If, for instance,
the Irish authorities require higher capital togswin real estate related loans then it is eésiex
non Irish bank to invest in the Irish mortgage netrkrish banks will then argue they face unfair
competition. Yet, as the risk of an asset depemdgs correlation with the portfolio, Irish banks
heavily ridden with Irish mortgages are facing taghisks than foreign competitors with a more
diversified portfolio. The use of the second pillar this case allows limiting exuberant
expectations and pyramidal schemes.

2. An Over the Counter (OTC) risk premium: AIG and Letms crises have shown that over
the counter derivative markets have higher risks thrganized ones. Consequently the regulator
should reject any risk models where over the couoperations have the same risk as those
performed in an organized market. It may be argined this will diminish the incentives to
innovate in the banking industry. Yet, as some l# tnnovations are aimed at bypassing
regulation, reassessing rigorously the risks arpitalacharges for these operations will penalize
innovations driven by regulatory arbitrage but piadductive innovations.

3. Correct for discrepancies between ratings and sprdadan efficient market spreads give
better information than ratings, so that there ésfree lunch. Consequently any discrepancy
between the two is prima facie evidence of a medelr. Computing risk on the basis of ratings,
whether internal or external, should be therefostified only by superior information. In other
words, in case of discrepancy between the marketilaa internal or external model, the market
should prevail except for well documented operatiorhis simple rule would have helped limit
the investment in AAA subprime tranches with speeatkarly above average and the losses of
UBS.

4. Reviewing securitization related risks. TheoreticdBlhsel || imposes capital charges on a
securitized loan that are equal to the ones ofyaamd hold strategy, making regulatory arbitrage
impossible. Still, the sensitivity of securitizedahs and more sophisticated instruments like
Collateralized Debt Obligations CDOs based on sezedtloans to a systemic crisis has been
undervalued,

5. Compute a maturity mismatch capital charge as gillar capital requirements not as it is
nowadays part of pillar 2. This would reflect natlo interest rate risk but also, even more
important liquidity risk.

6. Finally, even if, strictly speaking provisions aret part of a financial institution’s capital,
in order to correct for the procyclical behaviodrb@anks’ loan losses, the bank should make
provisions on every loan, thus reflecting the expeédoan losses as insurance companies do with
their mathematical provisions. The Spanish statisprovisioning scheme (See Box 2) could be a
simple, yet rigorous starting point.
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BOX 2: Spanish Statistical/Dynamic Provisions
Bank loans resemble an insurance product becauselé&faults are the equivalent of accidents for|an
insurance company. This implies that as insuranogpanies have to make mathematical provisions| so
banks should be required to make the equivaletistital or dynamical provisions. Still, there ined

important difference: the amount of banks loaséssis determined also by the business cycle.

In an upturn, banks set looser credit conditionsiéw of the low level of contemporaneous nop-
performing loans. This leads them to a portfolidaf quality loans that will only become apparept
three years later during downturns.

Observing that banks did not provision for busingase risks, the bank of Spain introduced in 2000
a statistical provision regulation. This contradéttthe accounting rules set by the internatiopal
accounting standards Board (IASB) which were appled004, requiring a revision on the statistigal
provisioning regulation. In spite of the changene accounting experts still consider that the Sban
statistical provision violates the IASB rules. Thegulation contemplates either an internal moded gr
standard approach. In both cases the bank wilps®tisions during good times for the defaults [in
downturn. Thus, for instance, the standard appraacisiders six categories of risk of which the two
e

higher risk ones are the medium-high risk (e.g.speal credits to finance purchases of durap
consumer goods) and the high risk (e.g. credit<éraances, current account overdrafts and credit
account excesses). The amount to be provisioned lisear function of the (positive or negative)
change in the stock of loans and of the differdmesveen the average percentage of provisions agross
the cycle as set by the Bank of Spain and the bagiiéstive percentage of provisions on its loans.

In this way, during a downturn the statistical psianing requirement are negative and the growtl
specific provisions can be met using the statisfigad instead of the P&L account.

The statistical provisions were included in Tiecdpital, that is, up to 1.25 percent of risk-wegght
assets and since 2004 are tax deductible, althwitgha cap. (See Banco de Espafia. (2004))

n
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5.3 Emergency recapitalization

In spite of the proposed improvement in prudemggulation it is still quite likely that a too-big-
to-fail institution has to be recapitalized. Stitiptice that the issue is directly related to banks
bankruptcy regime that we examine hereafter, asdiagion in debt holders rights, as a debt
equity swap, immediately and automatically genaratapital. In general, State aid has been
available to rescue banks that are in troublegqpfien as tier 2 capital. Although this has a tost
tax payers, it limits the conflicts with sharehakland therefore allows for a quick resolutioris It
clear that in a systemic crisis this has a posiixirnality on the whole banking industry which
contrasts with the effect of State aid in othewstdes (e.g. the automobile industry). Still, e t
third quarter of 2009, once banks are startingaeetfunds from the market, the difference on the
cost of funds between large and small banks haaehesl 30 basis points and this is thought to
reflect the government implicit guarantees to taptb-fail banks and therefore unfair
competition.

To solve the issue of emergency recapitalizatiocaise of systemic crisis, Kashiap et al. (2008)
propose to implement a capital insurance schemey ®rgue that in normal times holding
additional capital buffers would reduce the incessi of debt and its market discipline.
Consequently, to generate capital during a systesrigis, banks need a “banking-industry
catastrophe insurance” scheme. If the insurancenselis private, this would be priced according
to the market and avoid the implications for tayera. The idea of a private scheme, attractive as
it is, has not been received without some scepticladeed, the pay-out to insured banks in the
event of a crisis the insurance fund that hasde i$ such that it will also affect all financial
markets . This means that the insurance fundldhiovest only in Treasuries or bank reserves if
it is structured as a bank, which imposes a higiodpnity cost. Also, as the insurance fund has to
liquidate its assets, even in the more favourablee owhere there is sufficient liquidity in the
market, this would generate an adverse effect emrtarket prices and therefore a huge cost to the
fund. In addition, the experience of AIG providipgvate insurance against the credit market has
shown that the incentives of the insured and tlidgde insurance company may sometimes be
misaligned. So the support of the central bank lvélneeded, whether through a credit line or a
repurchase commitment, and, consequently, theestg®@lis to design a mechanism of contingent
emergency capital provision, like the one suggestéth the support of the Central Bank but
without the inconvenience of a Government interiemt

5.4 Monitoring the financial system aggregate caps

The justification of a capital buffer to cover upexted losses is clearly stated in Basel Il. The
requirement that capital should be accounted faoirfar as the holder of capital is able to sustain
the unexpected loss on its capital is consistetit this view. This point becomes obvious with the
requirement of Basel Il to consider supervision aroasolidated basis rather than on a solo base.
Indeed, it would be possible for a banking grouphtdd very limited external investors capital
while showing a sufficient (internal) capital onchaof the individual banks provided by the other
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banks in the group. This general principle appliegond consolidation and is illustrated by the
AIG case.

AIG did not have the capacity to cover its lossed therefore these losses would have been
transferred to the banking system creating systeisic The same is true for shadow banking: the
lack of capital of structured investment vehicl®{§ and other conduits implied that the risks had
to be transferred to other agents. As these wdem @quipped with commercial banks’ liquidity
lines, the risks were transferred back to the coromke banks. The implication is that the
aggregate capital of the financial industry, nadtjthe one for commercial banks should be
considered. This does not imply that a unique ®@gulshould be in charge of the whole financial
system as it has been suggested, but that somenahinionitoring of aggregate systemic risk
should be undertaken.

5.5 Disclosure

G20 meetings conclusions have particularly empledsike issue of disclosure. This is clearly a
critical issue, and more transparency may indeedeasirable, but a number of points should be
addressed. First, it should be acknowledged thak$assets are opaque, which sets an ultimate
limit to the extent of disclosure. Second, the ldisgre discussion has always focused on
disclosure to large market participants. Yet disalte to the banks’ clients might also improve the
overall allocation of funds and reduce the riskinsthe bank. As of today it is unclear whether
banks’ uninsured depositors know what they arexfmeet in case of bankruptcy, as the banks’
contracts are the same and no discontinuity orntieeest rate spread occurs. lllustrating this lack
of disclosure to the bank retail client , Andersomd Dokko(2009) show completely different
patterns of delinquency for the borrowers that &@sescrow account for their taxes and a clear
view of the payments their commitment implied anaise that did not.

Still, the main issue the current crisis has umeeik related to credit rating agencies in thei ro
of collecting information and disclosing it to tihearket. Because the duplication of monitoring
efforts between investors and rating agencies effiaient, a better definition and regulation of
credit rating agencies is critical. Still, it isrgally agreed, that better information shouldwallo
investors to impose efficient market discipline, 8t question is what is better information? A
thought-provoking answer is provided by Dewatripantd Rochet (2009) as they quote Keynes
and argue thatit'is better to be roughly right than precisely wrdngindeed, if Basel Il rules
combined with the complexity of internal models amesceptible of manipulation and yield
information too complex to be processed by the etatken investors will resort to simple thumb
rules, such as the leverage ratio to exert marlsgtipine. Acknowledging this would provide
some guidance on what the efficient disclosurenfifrmation by banks should be. This may limit
the undesired impact of uninformed market discilin

6. MACRO-PRUDENTIAL AND MONETARY POLICY
6.1 Macro-prudential regulation

The link between business cycle and risk assessmatfit its implications on capital
requirements is one of the key issues regulatdoymeshould address. Four aspects are critical.
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First, as stated by Dewatripont and Rochet (2009)¢eahanism to formally declare a systemic
crisis would be required as it enables to redefirerights and responsibilities of both commercial
banks and regulatory authorities once a systenigiscis declared. This will allow defining
regulatory rules that would apply only during ateysic crisis but that a bank in trouble cannot
invoke in normal times. The decision can be base& mumber of automatic thresholds being
reached which limits the possibilities of lobbyibg banks as well as political interference. Of
course, once the crisis is declared regulatonjtinigins independence will be limited, as each
bail-out is a governmental decision.

Second, as the crisis has highlighted the crifioglortance of bubbles, macro-prudential policy
should implement mechanisms for the identificatidrasset prices bubbles. This mandate should
presumably be part of the central banks respoit@hil as this institution is equipped with the
information required to identify a bubble. Thiddrmation need not be public, but will be a
critical input in both the banks internal rating aets and their supervision by the regulatory
authorities. This role of central banks in provglimacro-prudential information to supervisory
authorities would be quite consistent with the rammg of overall leverage in the banking and
financial industry, which absence during the curisis has had a negative impact.

Third, Adrian and Brunnermeier (2009) consider thgué of banks’ risk measurement from a
perspective encompassing a wider view of the maslatd so taking into account the contagion
effects due to the distress of other banking mmstihs. Although value at risk (VaR) already
reflects the variations in the business cyclehasBasel Il approach is based on the unique factor
Merton (1974) model, it does not take into accotet interaction between banking risks and
markets when banks are in distress. This has ledacand Brunnermeier to put forward a
different risk measureCoVaRas “the value at risk (VaR) of financial institut®ronditional on
other institutions being in distress”. Using thiancept, they show a significant CoVaR increase
among financial institutions in the years before ¢hisis and important fluctuations in the wedge
between CoVaR and VaR. This idea could be extendedpe with the illiquidity of the market,
which is neither contemplated by Basel Il nor in design of fair value accounting rules. Indeed a
bank’s liquidity mismatch that is considered of logk and managed by accessing the interbank
markets becomes a high risk when there is a géreddiquidity shortage.

Fourth to cope with the negative impact of banks’ capiégjulation through the business cycle,
regulation should impose more stringent capitaliregnents during good times that could be
lowered in bad times. This would take into accatetfact that risks should be computed through
the cycle, not just at a point in time. Repullo, Bz and Trucharte (2009) analyse this issue and
compare different procedures to account for thdtalaprocyclicality. Their empirical analysis
shows that the best procedure is to use a simplépfier of the Basel Il requirements that
depends on the deviation of the rate of growthhef Gross Domestic Product with respect to its
long-run average. Capital requirements would beemged in expansions (or decreased in
recessions) by 7.2% for a one standard deviatiangh in Gross Domestic Product growth.
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6.2 Monetary policy

Three issues should be considered regarding mgredéicy. First, a lax monetary policy during
the pre-crisis period has been held responsible rfarturing asset price bubbles and
macroeconomic fragility. Second, during the crig&iod, monetary policy has changed course
and has focussed exclusively on the provisioncpfitlity at low interest rates.

Sustainable monetary policy

A lax monetary policy could be compatible with Idevels of inflation if the excess liquidity is
channelled into asset prices. This means that aiaing a lax monetary policy may come at a
cost, as this represents a distortion with resfmettie long term equilibrium that at one point will
have to revert to its “fundamental value”. Of cayrthe existence of current account imbalance
makes this issue more complex.

Traditionally, monetary policy objective is pricelility, as the European Central Bank's unique
objective, or at a combination of price stabilitydaeconomic growth, as it is the case for the US
Federal Reserve. It is not clear that the curreisiscwill change the way monetary policy is
conducted. Yet, the impact of interest rate demietihas been made clear. In the design and
implementation of monetary policy, central bank®wtl take into account that, with some
probability however small, low interest rates impigher macroeconomic fragility and financial
instability. This may have an impact on interesesa Still, if financial institutions take into
account the risk of a bubble in their internal nekdels, there is no need for monetary policy to
take into account asset prices.

Emergency liquidity management

Regarding liquidity injection, the behaviour of cehtbanks across the world has been quite
consistent. They have injected as much liquidityeagiired by the financial system. Of course, the
difference between injecting liquidity and subsidgsbanks depends on the collateral that is used
and the price that is set for the collateral. Haee policy of both the European Central Bank and
the US Fed has been to lend against a large cladigyible collateral. By so doing, central banks
have departed from their traditional cautious lagddolicy and have taken risks that may result in
future losses. Still, central banks liquidity iniea has limited the number of banks in distress,
avoiding a worsening of the crisis.

Perotti and Suarez (2009) suggest an alternatitleetaentral bank intervention through the idea
of mandatory liquidity insurance. During good tim#ise Emergency Liquidity Insurance Fund
would receive the liquidity insurance premia anden systemic crisis is declared it would use its
“pre-packaged access to central bank liquidity godernment funds backing”. Thus the fund
could not be used by a bank facing a liquidity sduge in normal times: such a bank would have to
face market discipline. Yet the fund has the adagatof providing a “guarantee on uninsured
wholesale funding” thus preventing the financiatelerator and contagion effects we have seen.
As central banks have actually provided emergeimgydity provision, the differences should be
emphasized: a private institution would be ablepttice liquidity insurance correctly and by so
doing provide the right incentives for banks to kemore liquid assets (but notice that, as
mentioned, liquidity is endogenous). Second, it Mqrovide the market with certainty regarding
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liquidity injection. Still, the problem of eligibleollateral would remain to be solved: if its
definition is too strict, say T-Bills, the fund iseless; if it is too wide, say AAA mortgage back
securities, it corresponds to capital, not liquidiitjection.

Interest rate policy.

It has been often argued that monetary policy andgntial regulation were to be separated and
implemented by different agencies. The recent eveaem to challenge this view. By injecting
liquidity at low interest rates banks solvency éngrally improved. Consequently the question of
the optimal interest rate policy is to be considere

Two recent theoretical contributions, Allen, Cailethd Gale(2008), and Freixas, Martin and
Skeie (2009) argue that this is indeed the case.€flicient functioning of the interbank market is
improved by setting low interest rates during aisrand higher interest rates in normal times. The
implication is here that monetary policy shouldoaiske into account the possible risks associated
with a systemic crisis. At these interest rates @entral Bank should provide the aggregate
amount of liquidity banks require.

Perotti and Suarez (2009) liquidity insurance psapavould have a similar effect as the cost of
liquidity is higher in normal times because of liggidity insurance premium.

7. THE INTERNATIONAL REGULATORY CHALLENGE

The definition of a uniform minimal set of rulesr foanking regulations that would allow safe
and sound banks to compete in a “level playingifidlas been since its creation the objective of
the Basel committee. The output of the committee defined a framework for transnational
banking operations that has allowed to establishesoniform international banking system. Yet,
beyond these minimal rules, the design of inteamati banking regulation raises two key issues.

First, each regulatory authority has as a manaatgdserve the stability of the banking system
in its own country. Implicit in this is the factahthe banking system has to prosper and grow, and
therefore the international regulatory game isdadlyi a non-cooperative game.

The second issue international coordination hasstdve is the issue of emergency
recapitalization. Once a bank operates as a trigrnational bank, its bail-out or its liquidation
affects not only the global financial stability baiso the costs and benefits each country has to
bear in the operation, independently of its courdfyorigin. As these costs and benefits are
unknown, the problem is a classical problem ofriiziag of a public good. Each country will tend
to free ride on the home country and thereforedarwltinational banks will not be bailed out.
This according to the Turner report was a key fiaictdhe bankruptcy of Lehman (p. 37). Only an
ex ante commitment on clearly set rules for burslearing among countries could solve this type
of problem (Freixas, 2003; Goodhart and Shoenma&@6), but, as of now such a commitment
does not appear a feasible option., To attenuatedhflicts of interest it would be interestingttha
the host countries have an option to require thk lmanch to become a subsidiary once its size
threatens financial stability in the host counffhis could be relevant when the major systemic
bank in one country is regulated by a foreign couas it happens in some eastern European
countries. The option to require the transformatibra branch into a subsidiary could apply also
once the dimension of the country cannot guarathieeleposit insurance, as was the case for the
Icelandic banks.
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Box 3

Lessons from the Icelandic banking crisis

Operating in accordance with the EU second direativsingle banking passport, the Icelandic bankdishanki
opened a branch in the UK and under the Icesavedbra@ised retail deposits by offering often 50% entitan
British high street banks. Also in agreement wite Buropean rules regarding deposit insurance, dblaridic
deposit insurance scheme covered up to the val@2@B87 so that in order to compete with the ngeeerous
UK deposit insurance scheme it was authorized tp dmditional deposit insurance, a top-up, to theelleof
£50,000. As the UK chose post paid deposit inswahis did not imply a higher cost for Landsbarikij the
commitment to share the losses of defaulting UKkbahandsbanki attracted £4.5 billion in the UK.

The situation of Iceland banks then deterioratetitae Icelandic government indicated that it wasdmposition
to meet the liabilities its deposit insurance @®P of Iceland was about 5,5 billion computed athtovember
exchange rate, Danielsson 2008). As deposits aB60eD00 were not insured, fearing a panic, on Gatdl
2008, Premier Minister Gordon Brown ordered toZeethe assets of Landsbanki branch in the UK usiaginti-
Terrorism Crime and Security Act 2001.

Lessons:

e The choice of such a spectacular measure provethth&uropean “single passport” banking directi
does not provide the host country with appropriagtruments to cope with the failing of a bank
another European country.

* It also shows that if a foreign deposit insuranamgany goes bankrupt, it leaves all the host c@st]

where it operates in a dire situation as the hoshty will have to bear either the cost of thd ful

repayment to insured depositors or the cost ofibgavith the possible contagion effect.
* In addition, as illustrated by the UK crisis, it ynbe the case that the host country considers

systemic risk the repayment of uninsured depositaingch constitute no liability to the foreigm

defaulting bank.
* Independently of the capacity of the host superyisothorities, and independently of the existenite
a top-up that means that the UK insurance schemierenUK taxpayer’s funds could be at stake, {
supervision of the branch is the unique respornsilmf the home regulator.

AS a

=3

e

e Landsbanki depositors were able to obtain the hitgrest rate promised on their savings during sgme

time without incurring in the cost of failure. TREK government has thus assumed that depositors
invest in this high return low risk were uninformedspite of the large amount of their investme
Charities, including children's hospices investethese deposits to grasp the mythical free lunch.

* What were the ex ante options of the governmeni€ ribt clear that government warnings regard
the risky character of the investment would be ptadde under current EU rules.
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The second crucial legal aspect is the bankruptogquiure. The international banks’ bankruptcy
laws make a liquidation process more complex, bezawountries could choose between two
different perspectives on the different rights leéit claimholders: territoriality or universality.
Under territoriality each country considers theesssand liabilities in its own country; under
universality all assets and liabilities are jointgnsidered, independently of their country of
origin. This generates clear conflicts if a counapplying territoriality has to cope with the
bankruptcy of a foreign bank from a country wheréversality is the rule. This has led the
governor of the Bank of England, Mervyn King, to thatize the issue in the now well-known
observation that international banking gdbal in life butnational in death”. Territoriality is an
economically inefficient bankruptcy regime but fthe advantage that it defines clear cut legal
rules. On the other hand, universality requiresuenlver of issues to be negotiated among the
different participating countries and their stakeleos. Under universality the countries should
face the issue of burden sharing that is simplydeeunder territoriality.

In Europe, the contradiction between, on the omelhthe soothing communiqués and the letters
of mutual understanding among European regulateyeies, and, on the other hand, the clear cut
national mandates of the regulatory authorities alesady understood. So, the crisis (in particular
the downfall of Fortis) has made blatant what wesaaly latent. The lesson to be drawn is that in
fact Europe is much further away from a fully im&tgd financial market than what the second
European banking directive (“single passport” direx) seemed to imply. The use of the United
Kingdom antiterrorist law in order to freeze thesets the branch of Landsbanki in the United
Kingdom (See Box 3) had, shows how far Europe imfeowell defined scheme of international
regulatory cooperation. A European definition ofatvhn insured deposit is and what an uninsured
deposit is, which implies effective convergencepldde welcome.

8. TO CONCLUDE: A CRITICAL REGULATORY CHOICE

To conclude this view on the necessary regulateigrm, it is worth emphasizing the connection
between the different components of the future legun. Our view is that only two choices are
possible, with no consistent intermediate options.

The reason is that once we make a choice regabi#ings’ bankruptcy procedures a number of
other regulatory rules fall into place as theirunat consequences.

Two major cases are to be considered.

Consider first a bankruptcy regime based on cledefined contingent rights for debt holders, so
that debt of certain characteristics becomes eduitiye event of a banking crisis, whether through
reverse convertible or through debt-equity swapshis case, the bank has to disclose the contract
each type of liability holders has and make it cleoiding mis-selling of products to uniformed
depositors. This would imply that the term “depbsibuld only be used for contracts that reflect
the low risk and confidence that banks are suppm&mcourage. This clarifies the role of market
discipline as depositors are not supposed to ewrarket discipline, while convertible liability
holders should do so. Implications on corporateegaance follow. Indeed, the holders of these
reverse convertible bonds are important stakehslddrthe bank and therefore should be
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represented in the board of directors in ordedltwadebt holders to price correctly their bonds so
as to reflect the long run cost of raising debt tfeeg bank. Again, the reference to Modigliani-
Miller theorem allow us to pin down our argumethie fprice of debt immediately reflect the risk
taken by the board and it is internalized in tharbdodecisions so as to lead to the strategy that
maximizes the value of the firm, not just the vatdishareholders equity.

At the other extreme, a bank bankruptcy regime wib@mnks can only be intervened when their
equity is negative implies that banks continue afieg while a bank run is developing. This, in
turn, requires a larger deposit insurance, and ilplgsthe extension of deposit insurance to
uninsured deposits to cope with contagion, astibitied, for instance by the Swedish crisis. It also
entails a higher risk of moral hazard and herdirmdaviour on behalf of bank managers.
Consequently, banks deposit contracts constitutaf@ asset independently of its amount and
maturity. The implication, in terms of corporatevgmance, is that taxpayers are stakeholders and,
therefore, their interests should be representethits case, the board of directors should include
representatives of taxpayers (regulatory authsiitiho will consider the cost to taxpayers of the
bank’s strategy.

The choice between the two is not obvious, but pemts should be made. First, considering
only one side of the alternative as seems to bpdbgion of the Turner review (Turner, 2009, p.7)
that advocates the extension of deposit insurareg lead to a biased decision. Second, there
seems to be no intermediate road: a bankruptcymeegiith only some characteristics of the
contingent debt equity swap will have to be quieerous on deposit insurance and therefore will
imply the same costs as the non-contingent bantyupgime without any of its benefits. Finally,
international competition between the two schemay head, not to the dominance of the most
efficient institutions, but to the prevalence of tne that is more heavily subsidized by taxpayers,
whether willingly or unwillingly.



POST CRISIS REGULATION 20

REFERENCES

Acharya, V. and Yorulmazer, T. (2007) “Cash-in-tharket pricing and optimal resolution of bank
failures”, Review of Financial Studies

Acharya, V., I. Gujral and H. Shin (2009) “Dividendnd Bank Capital in the Financial Crisis of
2007-2009", Mimeo.

Acharya, V., I. Gujral and H. Shin (2009) “Bank diends in the crisis: A failure of governance”,
Voxeu.

Adrian, T. and M. Brunnermeier (2009) “Covar” , Mimdeederal Reserve Bank of New York.

Aghion, P., O. Hart, and J. Moore (1992) "The Ecuius of Bankruptcy ReformJournal of Law,
Economics, and Organizatipiol. 8, pp. 527.

Ahrend, R. B. Cournéde and R. Price (2008) “MonetariiciPoMarket Excesses and Financial
Turmoil” OECD Economics Department Working Paper Bi@7.

Allen, F., and D. Gale. 1994. “Limited Market Paipiation and Volatility of Asset Prices”.
American Economic Reviet#:933-55.

Allen, F., and D. Gale. 1998. “Optimal Financial $&s”.Journal of Financé&3:1245-84.

Anderson. N.B. and J. Dokko (2009) “Things My ModgaBroker Never Told Me about
Homeownership: Escrow, Property Taxes, and Mortgagiénquency” work in progress, Federal
Reserve.

Ashcraft, A., J. McAndrews and D. Skeie (2009), é€autionary Reserves and the Interbank
Market”, Federal Reserve Bank of New York Staff Report

Banco de Espafia. (2004). “Entidades de Crédito. Nordea Informacion Financiera Publica y
Reservada y Modelos de Estados Financie@istular 4/2004. Madrid.

Basel Committee on Banking Supervision (2006) “Intéomal Convergence of Capital
Measurement and Capital Standards

Basel Committee on Banking Supervision (2006) “Enhamnaorporate governance for banking
organisations”.

Bebchuk, Lucian (1988) "A New Approach to Corporat@fgenizations,'Harvard Law Review
Vol. 101, 775-804.

Becker, B., and Milbourn, T. (2008), "Reputation awmenpetition: evidence from the credit rating
industry," mimeo, Havard Business School.

Benston, G.J., R.A. Eisenbeis, P.M. Horvitz, E.J. Kand G.G. Kaufman (1986) “Perspectives on
Safe and Sound Banking: Past, Present, and FUWirE Press.

Bolton, P., X. Freixas and J. Shapiro (2009Jhé Credit Rating Game”"Mimeo, Universitat
Pompeu Fabra.

Borio, C. and H. Zhu (2008) “Capital Regulation, riskihg and monetary policy: a missing link in
the transmission mechanism”, BIS Working Paper N8.26

Brunetti, C., M. Di Filippo and J.Harris (2009) “Efts of Central Bank Intervention on the
Interbank Market During the Sub-Prime Crisis”.

Brunnermeier, Markus, Andrew Crockett, Charles Goagfarinash D. Persaud, Hyun Shin“The
Fundamental Principles of Financial Regulation” @0Geneva Reports on the World Economy 11
International Center for Monetary and Banking Studi€s/B).

Brunnermeier, M. and L. Pedersen “Market Liquiditddunding Liquidity” Journal of Finance.

Bagehot, W. (1873). “Lombard Street: A Descriptidrth® Money Market”. London: H.S. King

Bank of England, H.M Treasury and FSA, “Financiabbdlity and depositor protection:
strengthening the framework” January 2008.

Bernanke, Ben, (2009) Speech at the Federal Resende @aRichmond 2009 Credit Markets
Symposium, Charlotte, North Carolina April 3.

Calomiris, C.W. (2009a) “Prudential Bank Regulation: at# Broke and How To Fix It”, mimeo,
Columbia University.



POST CRISIS REGULATION 21

Calomiris, C.W. (2009b) “Financial innovation, regida, and reform”, Voxeu.

Calomiris, C.W. and Kahn, C. M. (1991). “The Role ofnizdable Debt in Structuring Optimal
Banking Arrangements’American Economic Reviedi, 497-513.

Danielson, J. (2008) “The first casualty of thesisi Iceland”, Vox November.

Dewatripont, M. X. Freixas and R. Portes (2009)atvbeconomic Stability and Financial
Regulation:Key Issues for the G20” CEPR e-book,Diamond

Douglas W. and Phillip H. Dybvig (1983). "Bamuns, Deposit Insurance,and Liquidity,"
Journal of Political Econom@1.Eichengreen, B. and K. O'Rourke “A Tale of Twopb&ssions”,
Voxeu September 2009.

Erlend, N. and L. Zicchino, (2008) “Bank Losses, Mtary Policy and Financial Stability-Evidence
on the Interplay from Panel Data”, IMF Working pap@/232European Central Bank.Financial
Stability Review, June 2009.

Freixas, X., Parigi, B.M. and Rochet, J-C. (2000). st8yic Risk, Interbank Relations and
Liquidity Provision by the Central Bank”Journal of Money, Credit and Bankifgigust,32, Part 2,
611-638.

Freixas, X (2003) "Crisis Management in Europe” Gbag in J. Kremers, D. Schoenmaker and P.
Wierts, editors, Financial Supervision in Europe.

Edward Elgar, Cheltenham.Goodhart,C. and D. Shoerm{2k€6) "Burden sharing in a banking
crisis in Europe” Economic Review 2, 34-57.

Goodfriend, M. And King, R. (1988). “Financial Derdgtion Monetary Policy and Central
Banking” in W. Haraf and Kushmeider, R. M. (ed@gstructuring Banking and Financial Services in
America AEI Studies, 481, Lanham, Md.: UPA.

Gorton and Metrick (2009) “Haircuts” Mimeo, Yalel®ml of Management and NBER.Heider.

F., M. Hoerova and C. Holthausen (2009) “Liquiditpatiding and Interbank Market Spreads: the
role of counterparty risk”, wp, ECB.

Hesse H. and B. Gonzalez-Hermosillo (2009) “Finaincrisis, global conditions, and regime
changes”, Vox Kashiap, A., R.Rajan and J. Stein §20Rethinking Capital Regulation” Kansas City
Symposium on Financial Stability.

Landier, A. and I.Ueda(2009), “The Economics of Ba&dstructuring: Understanding the options,
IMF Staff position Note, SPN/09/12.

Lehar, A. (2005). “Measuring systemic risk: A riskanagement approachlpurnal of Banking and
Finance 29, 2577-2603.

Leitner, Y. (2005). “Financial Network: Contagionof@mitment, and Private Sector Bailouts”,
Journal of Finance60, 2925-2953.

Levine, Ross, (2004) “The Corporate Governance of BaAkConcise Discussion of Concepts and
Evidence” (September 2004). World Bank Policy Rede®vorking Paper No. 3404.

Lown, Cara & Morgan, Donald P., (2006). "The Credjtle and the Business Cycle: New Findings
Using the Loan Officer Opinion SurveyJpurnal of Money, Credit and Bankingol. 38(6), pages
1575-1597, September.

Lucas, R. E. (2008). “Bernanke is the Best Stimulus©Rigpw”, The Wall Streedournal

Merton, R. (1977) “An analytic derivation of thestaf deposit insurance and loan guarantees.”
Journal of Banking and Finance3-11.

Merton, R., 1974. “On the Pricing of Corporate Déliite Risk Structure of Interest Rateddurnal
of Finance29, 449-470.

Morgan, Donald P. 2002Rating Banks: Risk and Uncertainty in an Opaque Industyrerican
Economic Reviewd2(4): 874—888.

Perotti, E. and J. Suarez (2009) “'Liquidity Insura for Systemic Crises", VOX column 2411, 13
October2008.

Repullo, R., J. Saurina and C. Trucharte “Mitigating Procyclicality of Basel 11" in Dewatripont.



POST CRISIS REGULATION 22

M. X. Freixas and R. Portes (2009) “Macroeconontabflity and Financial Regulation:Key Issues
for the G20” CEPR e-book.Squam Lake Working Group Bxpedited Resolution Mechanism For
Distressed Firms: Regulatory Hybrid Securities” AgA09.

Trichet, J.C. “ The financial crisis and our respois® far » Conference, Chatham House Global
Financial Forum New York, 27 April 2009 .

Turner (2009), “The Turner Review: a regulatory mse to the global economic crisis”, FSA,
March.Zingales, L. (2009) “Plan B” Mimeo Universiby Chicago.

Modiagli F; Miller M. (1958) “The Cost of Capital, Quoration Finance and the Theory of
Investment”, American Economic Review, 48,p.261-297.

Allen, F., E. Carletti and D. Gale (2008). “InterBamMarket Liquidity and Central Bank
Intervention,” working paper, University of Pennstia.

Freixas, X. , A.Martin and D. Skeie, 2009. "Bankuiijty, interbank markets, and monetary policy”
Staff Reports 371, Federal Reserve Bank of New York.

Charles Goodhart Dirk Schoenmaker (2006) Burden Bfpani a Banking Crisis in Europe London
School of Economics & Political Science (LSE) - &igial Markets Group and Duisenberg school of
finance; VU University Amsterdam - Faculty of Ecomos and Business Administration.



