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“Global financial crisis has brought to the fore serious lacunae in the approach to
regulation and supervision of systemic risk. This book traces the evolution of
financial sectors grappling with different kinds of systemic risks, providing analytical
insights of events surrounding the global financial crisis, identifying early warning
indicators, and emphasizing the criticality of data towards effective monitoring and
management of systemic financial risks through both macro and micro prudential
regulations. The book is a valuable addition to existing literature and would be
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Finance, and Management Studies.”

—Viral V. Acharya, Deputy Governor, Reserve Bank of India

“This book provides the perfect mix of historic warnings and current regulatory
requirements necessary to maintain a functioning modern global financial system.”

— Chris Meyers, Director of Education, Museum of American Finance

“ A valuable resource that brings together both detailed reviews of individual topics
essential to an understanding of systemic risk regulation and unique insights on the

relationships between them.”

— Peter Curley, Promontory Financial Group

Cover Design: Wiley
Cover Images: (top) © jijomathaidesigners/Shutterstock; $75.00 USA/$90.00 CAN
© arosoft/Shutterstock; (bottom) © NPFire/Shutterstock

ISBN 978-1-119-34850-4

WILEY

7
Subscribe to our free Finance and Investing eNewsletter at S15080
wiley.com/enewsletters
[ Visit wileyfinance.com I
Also available
@ 9%781119"348504



GOTTESMAN
LEIBROCK

Understanding Systemic Risk in Global Financial Markets

WILEY



Understanding
‘ s‘gstemlc_ Risk in
‘lohal Financial
~ Manrkets .

ARON GOTTESMAN
MICHAEL LEIBROCK

WILEY



Copyright © 2017 by John Wiley & Sons, Inc. All rights reserved.

Published by John Wiley & Sons, Inc., Hoboken, New Jersey.
Published simultaneously in Canada.

No part of this publication may be reproduced, stored in a retrieval system, or transmitted in
any form or by any means, electronic, mechanical, photocopying, recording, scanning, or
otherwise, except as permitted under Section 107 or 108 of the 1976 United States Copyright
Act, without either the prior written permission of the Publisher, or authorization through
payment of the appropriate per-copy fee to the Copyright Clearance Center, Inc., 222
Rosewood Drive, Danvers, MA 01923, (978) 750-8400, fax (978) 646—-8600, or on the Web
at www.copyright.com. Requests to the Publisher for permission should be addressed to the
Permissions Department, John Wiley & Sons, Inc., 111 River Street, Hoboken, NJ 07030,
(201) 748-6011, fax (201) 748-6008, or online at www.wiley.com/go/permissions.

Limit of Liability/Disclaimer of Warranty: While the publisher and author have used their best
efforts in preparing this book, they make no representations or warranties with respect to the
accuracy or completeness of the contents of this book and specifically disclaim any implied
warranties of merchantability or fitness for a particular purpose. No warranty may be created
or extended by sales representatives or written sales materials. The advice and strategies
contained herein may not be suitable for your situation. You should consult with a
professional where appropriate. Neither the publisher nor author shall be liable for any loss
of profit or any other commercial damages, including but not limited to special, incidental,
consequential, or other damages.

For general information on our other products and services or for technical support, please
contact our Customer Care Department within the United States at (800) 762-2974, outside
the United States at (317) 572-3993, or fax (317) 572-4002.

Wiley publishes in a variety of print and electronic formats and by print-on-demand. Some
material included with standard print versions of this book may not be included in e-books or
in print-on-demand. If this book refers to media such as a CD or DVD that is not included in
the version you purchased, you may download this material at http://booksupport.wiley.com.
For more information about Wiley products, visit www.wiley.com.

Library of Congress Cataloging-in-Publication Data:

Names: Gottesman, Aron, 1970- author. | Leibrock, Michael, 1966— author.
Title: Understanding systemic risk in global financial markets : a professional guide
to accounting arbitrations / Aron Gottesman and Michael Leibrock.
Description: Hoboken, New Jersey : Wiley, [2017] | Series: Wiley finance series; 1935 |
Includes bibliographical references and index. |
Identifiers: LCCN 2017010796 (print) | LCCN 2017023709 (ebook) |
ISBN 9781119348542 (pdf) | ISBN 9781119348467 (epub) |
ISBN 9781119348504 (cloth : alk. paper) | ISBN 9781119348542 (ePDF)
Subjects: LCSH: Financial risk management. | Financial crises. | Risk. |
Financial institutions.
Classification: LCC HD61 (ebook) | LCC HD61 .G67 2017 (print) |
DDC 332/.0415—dc23
LC record available at hrtps://lcen.loc.gov/2017010796

Cover Design: Wiley
Cover Images: (top) © jijomathaidesigners/Shutterstock; © arosoft/Shutterstock;
(bottom) © NPFire/Shutterstock

Printed in the United States of America.

10987654321



Understanding

s(y'stemlc Risk in

lobal Financial
Markets



The Wiley Finance series contains books written specifically for finance and
investment professionals as well as sophisticated individual investors and
their financial advisors. Book topics range from portfolio management to
e-commerce, risk management, financial engineering, valuation and finan-
cial instrument analysis, as well as much more. For a list of available titles,
visit our website at www. WileyFinance.com.

Founded in 1807, John Wiley & Sons is the oldest independent publish-
ing company in the United States. With offices in North America, Europe,
Australia and Asia, Wiley is globally committed to developing and market-
ing print and electronic products and services for our customers’ professional
knowledge and understanding.



ML

To my wife, Roseann, and my children,
Jaclyn, Victoria, and Michael

AG

In memory of my mother, Susan Rachel Raizel
Gottesman 2’






Preface

his book provides an in-depth introduction to systemic risk. Systemic risk

is the risk that developments in the financial system will disrupt finan-
cial stability and the economy. We’ve written this book because the topic
of systemic risk is arguably the most critical issue facing the financial ser-
vices industry today and one whose impact can spill over into the broader
economy with devastating effect on individual consumers and investors.

The Credit Crisis of 2007-2009 was an important catalyst for this
book. Yet financial crises have been occurring for centuries, often driven
by very similar factors to the Credit Crisis of 2007-2009. One of our
objectives is to help you develop a deep understanding of systemic risk
through meaningful exploration of the lengthy history of crises and the
commonalities across the crises.

We also feel there is a need for systemic risk to be viewed by practition-
ers as a distinct risk discipline, one that can be analyzed and monitored in
an organized and repeatable fashion, much like longstanding risks such as
market risk, credit risk, and operational risk have been for decades. Hence,
another of our objectives is to provide you the contours of the discipline of
systemic risk.

This book can be used either as an introductory text or as an accom-
paniment to a quantitative treatment of risk. We do not assume that the
reader has sophisticated understanding of finance or math, nor have we
assumed that he or she has hours to decipher our arguments. Instead, this
book provides straightforward, plain-talking explanations that are directly
related to those issues that matter most to practitioners. Audiences for this
book include:

® Individuals and university students learning about risk management for
the first time who do not have extensive math or finance backgrounds.
® Practitioners in “middle-office” and “back-office” roles in financial
institutions, such as those in risk management, operations, technology,
information security and compliance that require a broad understand-
ing of the types of risks posed by systemically important financial
institutions and who have a need to identify such risks to do their jobs.
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® Practitioners, regulators, and academics who want to understand how
regulation and clearinghouses function as risk-mitigating utilities for the
financial industry.

This book consists of 16 chapters and an appendix. Here is a brief sum-
mary of the material that is covered in each chapter.

The first three chapters of this book introduce the concept of systemic
risk and explore its history. Chapter 1 provides a high-level introduction to
the topic of systemic risk, including definitions provided by industry, aca-
demic, and regulatory experts, and explains the importance of enhancing
understanding of systemic risk. Chapter 2 provides a summary of prior sys-
temic events and identifies common drivers of these events based on several
hundred years of evidence. Chapter 3 provides an overview of the events sur-
rounding the Credit Crisis of 2007-2009, which had a devastating impact
on the both the financial industry and economies of the United States and
Europe.

Chapters 4-6 delve deeper into systemic risk. Chapter 4 explores one of
several theories that help explain why financial crises have been occurring for
centuries, including those that address economic cycles, behavioral biases,
and the role the human brain plays in risk taking and decision making.
Chapter § discusses the critical role that data plays in the effective moni-
toring of systemic risks, including key industry advancements such as the
Legal Entity Identifier and the creation of the Office of Financial Research,
aimed at addressing certain information gaps that contributed to the Credit
Crisis of 2007-2009. Chapter 6 defines macroprudential and micropruden-
tial oversight and offers important distinctions between the two regulatory
oversight approaches.

Chapters 7 and 8 introduce regulatory regimes in various jurisdictions.
Chapter 7 provides an introduction to U.S. financial regulation and the
approaches of the various U.S. regulators and introduces the Dodd-Frank
Act of 2010. Chapter 8 turns to international regulatory regimes, providing
an introduction to several key international regulators and standards that
facilitate international approaches and coordination.

Chapters 9-14 explore in detail many elements of how systemic financial
risk is managed. Chapter 9 delves into the designation of entities as sys-
temically important, including Systemically Important Financial Institutions
(SIFIs), Systemically Important Financial Market Utilities (SIFMUs), and
Globally Systemically Important Banks (G-SIBs). Chapter 10 explores the
Volcker Rule of the Dodd-Frank Act, which sets prohibitions, requirements,
and limitations in relation to the trading and private fund activities of bank-
ing entities and systemically risky non-bank financial companies. Chapter 11
provides an introduction to counterparty credit risk, and studies sources
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of counterparty credit risk and how counterparty credit risk is managed.
Chapter 12 explores Title VII of the Dodd-Frank Act, which works to reduce
the counterparty exposure faced by participants in the OTC derivatives mar-
ket through setting mandatory clearing and other requirements. Chapter 13
explores the Basel Accords—multinational accords that set minimum cap-
ital requirements for banks—that were established in order to strengthen
the soundness and stability of the international banking system. Chapter 14
studies the concept of “lender of last resort,” including its benefits, risks,
various views of its function, and its application.

Chapters 15 and 16 tie together the concepts explored throughout this
book. Chapter 15 introduces the topic of interconnectedness, explains how
this risk manifested itself during the Credit Crisis of 2007-2009, and illus-
trates the ways in which interconnectedness has become a key consideration
in several post-crisis regulatory developments. Chapter 16 looks ahead to
the outlook and likelihood of future systemic events and includes a number
of recent examples of top systemic concerns as published by several large
financial institutions and regulatory bodies.

This book also includes an appendix that provides a detailed taxonomy
and literature review of some of the key quantitative models that are used
to measure systemic risk in different ways.

To allow you to test your understanding, each chapter concludes with a
number of Knowledge Check questions, the solutions to which are provided
in the appendix. The Knowledge Check questions can be used to ensure
absorption of the material both when you learn the material for the first
time and also when you review.

We hope this book provides you with a comprehensive understanding
of systemic risk!
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