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The Risk Management of Securitization and the Financial Crisis

Atsushi MIYAUCHI

Summary

The paper discusses the cause of the financial crisis in terms of the micro aspects such as the
risk management of financial institutions and the regulation and the supervision of the
authorities. The paper focuses the risk management of securitization because it was one of the
triggers of the crisis. The losses beyond the expectation of the risk management were mainly
caused by AAA-rated tranches held by commercial and investment banks. The paper clarifies
the risk property of the securitization was not properly managed. The risk of the securitization
materializes suddenly and massively under stressed conditions(all or nothing risk profile). The
higher it is rated and the more it is resecuritized, this property is stronger. The risk
management based on external ratings and VaR, and the hedge by CDSs do not appropriately
address this property.

Then, the paper discusses reasons why the risk was mismanaged by the financial institutions
in the US and Europe at the same time. In 2004, the Basel II was finalized and the SEC
announced the relaxation of their capital regulation on top investment banks. Those new
regulations made more arbitrage opportunity. After these relaxations, the securitization
activities sky-rocketed without sufficient capital. Because these regulations are based on
external ratings and VaR the risk assessment of these regulations diverged from the economic
risk profile. Especially, the divergence in AAA-rated resecuritized tranches was larger than
others.

On supervision, through practical review, the paper shows supervisors were able to follow
technically the issues related to the risk management failures. Then, as the background of the
malfunction of the supervision against risk management failures, it is discussed that the
regulation gave misperception and the principles of the prudential policy was distorted by the
over confidence on the market discipline and the skepticism of the supervision under the
financial revolution.

Based on the above discussion, the paper shows the implications to the financial stability, such
as importance of the supervision, attention to the regulatory arbitrage, and monitoring micro
incentive structures. In terms of these implications, the current proposals on the reform of the
financial system are reviewed.



