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Good afternoon everyone.

For those who are not familiar with 10SCO, it is the institution that issues global
standards and rules for the securities markets regulators. Around 120 regulators are
members and they regulate more than 95% of the capital markets worldwide. Apart
from the regulators, numerous self-regulators and global organizations such as the IMF
are members as well.

The principal objectives of IOSCO are:

1. Protecting investors
2. Promotion of fair, efficient and transparent markets
3. Reduction of systemic risk

Today | have been asked to talk about systemic risks arising from the securities markets.
You know, this type of risks can bring the financial system down and can hurt the
economy as a whole. And we cannot afford another financial crisis. An estimated
15% of global GDP has been lost. Society has put its trust in us regulators to identify,
analyze and mitigate potential systemic risks. That is a heavy task. Therefore, and some
of you know, | am always consulting you, managers of funds, about the risks you see.
Your views are crucial to my knowledge. Today again | am asking your help preventing
the world from further harm and new or known risks materializing.

My own analysis of the main risks at a global level, and you can find this analysis in the
first IOSCO Securities Markets Risk Outlook 2013-2014 published in October last year,
is that there are four:

1. the search for yield and the return of the leverage in the financial system;

2. the use of collateral in a stressed funding environment which increases
interconnection and implicit leverage in the shadows of official balance sheets of
financial institutions;

3. the growing interconnections a result of the great changes in the derivatives
markets and the role of CCPs, and

4. volatility of capital flows and the fragility of emerging markets in times of
potential sudden changes in in interest rates in mature markets.

I will explain the first three risks. The last one has already materialized.
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The Search for Yield — return of leverage

The search for yield is leading to a return of leverage:

» Pension funds and other institutional investors turn to hedge funds and
leveraged products, such as CDO’s, CMBS etc.

» Retail investors into leveraged mortgage REITSs etc.

In the case of reversal of interest rates leverage can steepen losses and destabilise
the financial system if not properly managed.

CDQ’s are complex and the last crisis showed that even the most sophisticated
investors did not understand the risks involved. The trend is sizeable and could harm
the financial system and the economy as a whole if not properly monitored.

The trend of pension funds taking on leverage indirectly through hedge funds can
also be a risk. We have seen that pension funds with the worst funding position are
most tempted to use this route. While investing in hedge funds is not necessarily a
bad thing, pension fund risk management practices and due diligence need to be
thorough and properly overseen. If things go wrong and funds were to be faced with
big losses of savings of millions of people, this can harm public trust in pension
funds and hedge funds.

Retail investors tend to be trend followers with their investments and also go into
leveraged real estate and mortgage investment funds, such as mortgage REITs in the
us.

In the case of a reversal of interest rates the value will fall rapidly. Investors might
not be aware of these risks.

Apart from the eventual losses a fire sale could led to market destabilisation, as
mortgage REITs will have to sell-off their MBS’s (they hold a large percentage of
MBS). This can spill-over to the mortgage rates and reduce economic activity in this
field.

Collateral in a stressed funding environment

The collateral space is filled with huge uncertainties, lack of transparency and risks
of pro-cyclicality that are systemic.

Banks do increasingly depend on collateral for their funding.

Demand will grow cumulatively by additional collateral calls emanating from the
derivatives package (margin requirements for non-cleared; additional collateral for
CCPs; higher capital charges for banks for non-cleared derivatives and increased
bank capital requirements.

Supply has decreased as Central bank lending has absorbed collateral and
institutional investors appear to lend out less.

The question is whether collateral will where it is most needed.
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And if the velocity will pick up and help here.

Market responses we have found include re-use and collateral optimisation and
collateral transformation.

As these activities are not always disclosed, it is hard to keep track and to know
where the risks are transferred to and pooling.

The collateral space has benefited from a period of low volatility. What if a big
event happens and volatility picks up. Haircuts will rise and additional posting of
collateral will be needed. This will increase pro-cyclicality in the system and can
cause fire sales.

Disclosure of risk management measures like concentration information and asset
encumbrance ratios, etc. is needed.

Today we are unable to assess the impact of the changes and challenges of the
collateral space.

Derivatives Markets and CCPs

CCPs are becoming too important to fail as they pool huge amounts of risk, have
become increasingly interconnected with the banking system, and manage enormous
amounts of collateral.

A failure of a CCP would be catastrophic for the financial system as they are so
interconnected.

An event, such as a downgrade of the debt of a big firm or country, can cause pro-
cyclical effects when CCPs pose margin calls and demand higher haircuts. There are
serious fears if there would be enough collateral available in such events.

OTC derivatives markets have grown since the crisis by almost 10% to $ 633 trillion
outstanding. Total clearing has increased with 213% to $ 173 trillion.

We notice that varying types of collateral are accepted not all types highly liquid. In
relation, we fear competition on collateral as they are costs to CCPs who are profit
maximizing institutions. In addition, we haven’t got enough insight in the quality of
risk management and models. This, again, is a cost center for CCPs.

CCPs are also are interconnected with the banking system. Not only are many major
banks members of CCPs, but initial margin collateral collected, particularly cash
collateral, in some cases may be deposited back into the bank.

While CPSS-10SCO recently has published principles for financial markets
infrastructure, supervision will have to be expanded and intensified.

This is what | had to say. | hope to learn from my colleague panelists how they see the
policies that are being developed helping the mitigation of the risks I mentioned. | also
hope to hear from you all where I need to look for new risks.
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