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Abst r act

The last twenty five years have seen dramatic changes in the gl obal
financial system and another wave of innovation in finance. The nost
dramati c devel opnments in the global financial system are the enornous
growth in instrunents for risk transfer and risk nanagenent
(securitisation and credit derivatives), the growing role played by
non- bank financial institutions in capital markets around the world
(especially the increased role of hedge funds in bearing risk in
derivatives markets and the financial systens in generally), and the
much greater integration of national financial systens.

The present paper aims to analyze the possibilities of Cedit R sk
Transfer instrunents use in Central and Eastern European countries, in
the light of the US subprine crisis and the |atest evolution of credit
nmarkets in this area. Particular enphasis is given to the risks
implied by these inovative CRT instrunents and to the inpact of credit
derivatives on the credit nmarkets and on the stability of the
financial system

The use of credit derivatives by the Central and Eastern European
banks is very low relatively to the devel oped econony. On the other
hand, the Central and Eastern European banks have been sonmewhat
sheltered from the recent financial <crisis, as the credit risk
nmanagenment with the help of credit derivatives and securitisation is
undevel oped.
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| nt roducti on

In the last thirty years, the credit markets have faced inportant
financial innovations in the field of credit risk nmanagenent, such as:
loan sales in the 1980s, securitisation in the 1990s and credit
derivatives in the 2000s. Traditional credit risk transfer
instruments, such as financial guarantees and credit insurance, are
repl aced nore and nore by the above-nentioned financial innovations.

The asset securitisation relies on the cash flows generated from an
i ndi genous financial asset portfolio to support the issuance of Asset-
Backed Securities (ABS). This technique allows the banks to take |arge
nortgage portfolios off their balance sheet (and thereby reduce the
inherent liquidity, interest rate and credit risk exposures) and
represents an attractive financing opportunity (Andersen, 2006).
Different type of receivables can be securitized, such us nortgage
| oans, autonobile loans, credit card debt, etc. From the risk
nmanagenent’s perspective, the securitisation neans the pooling,
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tranching and de-linking of risky assets, transferring risk from
originators to investors. Nowadays, securitisation represents a
uni versal risk managenent, capital managenent and funding instrunent.

It gives to the banks the possibility to manage the liquidity risk of

traditionally illiquid loans in the balance sheet and to diversify
ri sk away fromthe banking sector (Trichet, 2007).

For the banks, the main notives for securitizing assets are: risk
di versification; access to liquidity; reduction of capital
requi renents; product range enhancenent; investnent opportunities.

Credit derivatives are contracts where the payoff depends on the
creditworthiness of an agreed reference entity (a conpany or a
country). Credit derivatives allow conpanies to trade risks in al nost
the same way as they trade market risks, to diversify credit risks,
and to transfer credit risks to a third party (Hull, 2006). Most
segments of the credit risk transfer markets are global markets with
the counterparties often domciled in different countries. The main
nmarket participants are banks, non-financial corporations, insurance
conpani es, reinsurance conpanies, hedge funds or asset nmanagenent
conpani es.

The sinplest and nobst used type of credit derivative is the credit
default swap (CDS). Under a credit default swap, one party (the
protection buyer) agrees to pay an amount (the fixed ampunt), either
initially or periodically, to the other party (the protection seller).
As presented in figure 1, the protection seller agrees to pay an
amount to, or buy a debt obligation from the protection buyer on the
occurrence of specified credit-related contingencies (each a credit
event). The contract under CDS depends upon the default event and the
cash flow transaction is triggered only when the default event occurs
and not otherwise. This not only helps narket participants to seek
protection, but also notivates them to buy and sell positions for
reasons of speculation and arbitrage, wthout having the direct
exposure to the underlying security.

Payment /Fee
Default protection — —» Default protection

buyer seller

A

Payment if default by reference

entity

Figure 1: Credit default swap

Definition of the credit event is typically standardized by referring
to the nmaster agreenments of the International Swaps and Derivatives
Association (ISDA). A credit event can be the failure to nake a
requi red paynment, the restructuring that nmakes any creditor worse off,
the invocation of cross-default clause, and the bankruptcy (Stulz,
2003) .

Credit Default Swaps are widely believed to facilitate risk-sharing
across financial internmediaries and, hence, to have reduced the
probability that difficulties at a single intermediary could affect
the entire financial system The nain advantage of credit derivatives
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is t he possibility t hat t he credit risk is spread to
investors/institutions outside the banking system

Recent Devel opnments in the Credit Derivatives Markets

The financial derivatives market has registered in the last years a
very fast developnment and the value of the transactions are
significantly increasing, according to the estimations of the Bank for
International Settlenments. The credit derivatives market segnment is
one of the nobst innovative and fastest growing in the last 5 years
(see figure 2). In 2001 the total notional principal for outstanding
credit derivatives contracts was about $800 billion. By June 2008 this
had grown to over 57.325 billion USD, a 71-fold increase from the
| evel at md-year 2001, according to Bank for International
Settlenents (Bank for International Settlenents, 2009a).

The usage of credit derivatives is nore concentrated anong specific
i ndustries. For exanple, financial services conpanies are the heaviest
users of credit derivatives, because much of their inherent business
risk is concentrated in those areas.
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Figure 2: Evolution of credit derivatives nmarkets (notional anount

out standi ng) in 2004-2008

Source: Bank for International Settlenents, 2009, ,BIS Quarterly Review March 2009,
I nt ernati onal Banki ng and Fi nanci al Mar ket  Devel opments, Monetary and Econonic
Departnent, Basel.

This growth has been acconpanied by significant product innovation,
notably the devel opnent of synthetic Collateralized Debt Obligations
(CDCs), which allow the credit risk of a portfolio of wunderlying
exposures to be divided into different segnents, each with different
risk and return characteristics.
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Figure 3: Evolution of CDGOs Issuance in 2002-2009QL (billions USD)

Source: Securities Industry and Financial Mrkets Association, 2009, ww.sifnma.org

According to the Securities Industry and Financi al Mar ket s
Association, the issuance of «collateralized debt obligations has
increased three tines (alnost tripled) between 2004 and 2007,
amounting to $481 billion in Decenber 2007. In 2008 and march 2009, as
a result of the US subprine crisis, the values of CDO issuance fall
sharply at 11.710, respectively 763 billions USD in 2009 QL (see
figure 3). This exponential developnment of credit derivatives nmarket
represents an inportant feature of today’s global finance.

One of the nobst inportant reasons for the large growh in recent years
is that the narket has becone increasingly standardized (Nyberg,
2007). The nost used underlying assets are the corporate bonds (80% of
the total), traditional bank loans and different forns of sovereign
debt .

According to the Bank for International Settlenents, the main factors
that determined the rapid growh of securitisation and credit
derivatives in the |ast years are:

greater focus by banks and other financial institutions on risk
managenent ;

a nore rigorous approach to risk/return judgnments by |enders and
i nvestors and an increasing tendency on the part of banks to | ook at
their credit risk exposures on a portfolio-w de basis;

efforts by nmarket internediaries to generate fee incong;

a generally low interest rate environnent, which has encouraged
firms to search for yield pickup through broadening the range of
instruments they are prepared to hol d;

arbitrage opportunities arising from different regulatory capital
requi renents applied to different kinds of financial firm

i ntroduction of Basel Il in 2008.
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Credit R sk Transfer Instrunents in Central and Eastern
Eur ope

The financial systens form Central and Eastern Europe are stable, but
there are sonme increasing risks. According to the National Bank of
Romani a, the nost inmportant risk exposures for CEE Ronani an financial
systens are the foll ow ng:

a) the rapid credit growth in the last years; many of the Central and
Eastern European (CEE) countries have recently experienced a rapid
expansi on of bank credit to the private sector. For exanple, in 2007,
the credit nmade by the Romani an banks increased by 60.4% reaching
148.2 billion RON (41 billion EUR). Foreign currency—denom nated
I ending has increased with 84% in 2007 and represents 54.3% of the
total loans. As a consequence, banks' potential exposure to indirect
foreign exchange risks may also have increased. In the sane tine the
loans are nore and nore financed with liabilities other than deposits
as banks expand credit by increasing external borrowing. |In response,
the National Bank of Romania has progressively introduced specific
initiatives (i.e. interest rate hikes, higher/differentiated capital
requi renments, and increase in reserve requirenents) to slow the rapid
credit expansion. In the last years, the ratio of private sector
credit to Gross Donestic Product has also increased significantly in
Central and Eastern European countries;

b) the rapid credit growh has contributed to a growth in inports and
a widening of the current account deficits in mobst CEE countries. In
2007, Ronmania's current account deficit reached 13.9 percent of the
gross donestic product (CGDP);

c) the non-financial <conpanies are facing an increasing foreign
exchange ri sk.

The acceleration of credit growh rates and the increasing weight of
foreign currency-denonmnated loans on total |oans have determ ned
increased risks for the banking system Effective credit risk
nmanagenent attracts today nore attention in Central and Eastern
Eur opean banks than ever before. A comercial bank, for exanple, can
nmanage the risk associated with its loan portfolio by using credit
derivatives. Investnment banks are using credit derivatives in order to
nmanage the risks associated with its securities. Oher financial
institutions, such us insurance conpanies, asset nanagers or hedge
funds can use credit derivatives as an investnment instrument or as an
opportunity to diversify the risk of their portfolio. Lar ge
institutional investors, such as hedge funds, insurance conpanies,
nmut ual funds conpanies, want to have a particular anpbunt of credit
risk in their portfolios in order to diversify their total risk. The
nmai n reason consists in the fact that the prices of the credits do not
have such large co-variation with other prices, for instance, the
prices of shares and real estate.

Emerging market credit derivatives represents a developing sector.
Sone countries from Central and Eastern Europe have already faced an
intense securitisation activity in the last years (i.e., Russia),
others have only a few transactions (Poland, Czech Republic), and
ot hers have no transactions (Ronania, Bulgaria). According to the Bank
for International Settlenments, the current financial «crisis has
revealed inportant gaps in statistics on credit risk transfer,
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especially in emerging econom es (Bank for International Settlenents,
2009b) .

Enpirical evidence suggests that in Poland, the use of conplex
financial instrunents and securitisation remnins limted, and credit
derivatives are absent.

The Russian derivatives markets have faced a major boomin the period
2001-2007. After the onset of current financial crisis, the volume in
some products declined sharply. Hedge funds and private specul ators,
that normally traded credit derivatives, have switched to FX and
interest rate contracts (FOWN 2009). The main challenges for the
Russian credit derivatives market are the following: lack of liquidity
of on-shore OIC nmarket, Ilimtation on range of counterparties,
uncertainties regarding the use of collateralization and insufficient
devel oped | egal framework.

The Turki sh sovereign bonds represent one of the nbst used assets for
Credit Default Swap at international level, but credit derivatives are
not very popular instrument for Turkish conpanies and financial
institutions. In the donestic credit derivatives market, Turkish banks
are usually risk buyers. The foreign investors (usually financial
institutions) that adopted |ong position on Turkish sovereign bonds,
deal s CDS as hedging tools with Turkish banks.

Even if Romania has already an established special securitisation
framework, there was no securitisation transaction in the last years.
The securitisation package, which came into force in April 2006, is
conprising three laws, respectively Law No. 32/2006 regardi ng nortgage
bonds (“Mortgage Bonds Law'), Law No. 33/2006 regarding nortgage banks
(“Mortgage Banks Law'), Law No. 31/2006 regarding securitisation of
receivables (“Securitisation Law’'), and anendnents to the prinmary
mar ket nortgage |law — Law No. 190/1999 regardi ng nortgage |ending for
real estate investment projects (“Mrtgage Loan Law’).

The “Securitisation Law allows local law true sale securitisations
and regul ates the bankruptcy renoteness of the Special Purpose Vehicle
(SPV). The Romanian law allows securitisation of any type of
transferable receivables (present or future) - nortgage |oans, car
loans and credit cards, consuner |oans and |easing receivables. There
are also sone |legal uncertainties and formalities with the Law no. 31,
i ncl udi ng:

high mninmum capital requirenments for the SPV (the Romanian |ei
equi val ent of €125, 000)

licensing of the SPV' s adm nistrator,

uncertainty wth respect to the incorporation of |local SPVs
established pursuant to the “Securitisation Law’' into cross-border
securitisation transactions,

the notification requirement of the originating bank’s creditors,
and

the lack of tax relief for the SPV found in other jurisdictions in
t he region.

The Special Purpose Vehicle (or the Special Purpose Entity) can be
established either as a securitisation conpany, issuing asset-backed
bonds, or a securitisation fund, issuing asset-backed wunits. Any
Speci al Purpose Vehicle nust be authorized by the National Securities
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Conmmi ssion (NSC), and its exclusive business has to be the issuing of
security instruments based on a receivabl es pool.

Due to outstanding growh of consuner lending during the last few
years and to the legal foundation, it is possible that the Romanian
financial market will count its first securitisation in 2009 or 2010.
There are al so sone additional factors in this regard:

BASEL || has already effective started 1 January 2008;

accession to the European Union and inplenmentation of |egislation
related to securitisation, e.g. Prospectuses Directive, Financial
Coll ateral Directive etc.,

relatively favourable | egal and tax environnent, and

the banks’ aimto refinance with foreign capital markets.

There are many banks or |easing conpanies that have built significant
portfolios of nortgage credit contracts, consumer or l|easing credits
who could use securitisation or credit derivatives in order to shed
the credit risk.

Inplications of Credit Derivatives and Securitisation on
the Credit Markets and Financial Stability

The exponential devel opnment of credit derivatives nmarket in the |ast
years raises questions regarding the inpact of credit derivatives on
nonetary policy, on the credit markets and on the stability of the
financial system Sonme authors found evidence that greater use of
credit derivatives is associated with greater supply of bank credit
for large term |loans—newWy negotiated |oan extensions to |arge
corporate borrowers—though not for (previously negotiated) conm tnent
lending (Hrtle, 2007).

The credit risk transfer through the use of credit derivatives within
the banking system and also between banks and non-bank financial
institutions is often cited as a stabilizing factor in the financial
system (Ceithner, 2006). It reduces the exposures concentrations at
i ndi vi dual banks and allows the spreading of credit risk nore wdely
to those institutions willing to hold it.

A key feature of credit derivatives is that they separate the
origination of credit, the funding of credit, and the holding and
nmanagenent of credit risk. Under the inpact of credit derivatives, the
banks are changing their business nodel. Hereby, the traditional ,buy-
and-hold“ nodel is replaced by sone inportant banks wth the
,Originate-and-di stribution” nodel (Trichet, 2007). The traditional
,buy-and-hol d” (or ,originate-and-hold”) nodel inplies all aspects of
the credit process (originating the loan, funding it, and hol ding and
nmanagi ng the associated credit risk). The ,originate-and-distribution”
(or ,underwite-and-distribute”) nodel suppose the separation between
origination and funding of credit, on one hand, and holding and
managenment of credit risk, on the other hand. Nowadays, the banks
distribute portfolios of credit risks and assets to other nmarket
pl ayers (hedge funds, insurance conpanies), acting as risk managers in
addition to pure credit providers. In our opinion, the business nodel
“originate-and-distribute” wll survive to the current financial
crisis, but the banks should inprove their risk managenent nodel s.
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In the sane time, the use of credit derivatives inplies numerous
risks: credit risk, counterparty risk, nodel risk, rating agency risk,
and settlenent risk (G bson, 2007).

Banks generally report the market risk of their positions — the risk
associ ated with possible changes in financial prices and rates. For
i nstance, J.P. Mrgan Chase reported a value-at-risk of $281 nillion
on the last day of 2003, which neant there was a 1 percent chance that
it would nmake a one-day loss on its trading portfolio in excess of
$281 mllion.

The credit risk is defined as the risk that a loss will be experienced
because of the default by the counterparty in a derivatives
transaction. R sk transfer through derivatives is possible only if
parties (derivatives deal ers, hedge funds and other nonbank financi al
entities) to whom risk is transferred can perform their contractual
obligations. The credit risk in a derivatives transaction has two
conponents: current exposure and potential future exposure. The
current exposure is represented by the fair value of a bank’'s
derivatives contracts that have a positive value. The exposure
represents the <cost of replacing the contract iif the current
counterparty is unable to perform Potential futures exposure
represents an estinate of the replacenent cost that a contract could
have during his remaining life, which is often difficult to estimate
with nmuch reliability.

The operational risk has caused the |argest derivatives losses to
date. It can be defined as the risk related specifically to operations
such as clearing and settlenment, possibly taking in technology risk,
as well as nyriad other possibilities—with |egal and reputational risk
thromm in for good neasure. Ohers defined operational risk as
anything that isn't already categorized as market or credit risk.

The risk of the concentration of derivatives activities, notably over-
t he-counter markets, has arisen sone concerns in the last two years.
In the USA, 5 banks (JP Mrgan Chase, Bank of America, Coldman Sachs,
Ctigroup, and Mrgan Stanley) hold together 80% of the country's
derivatives risk, and 96% of the exposure to credit derivatives. The
main concerns are that the failure of a |leading dealer could result in
counterparty credit losses for narket participants and a |eading
dealer’s exit may bring market illiquidity.

Innovations in credit risk transfer narkets have given rise to sone
new challenges for narket participants and their supervisors in the
areas of systemic risk. An inportant feature of periods of financial
innovation is that the rapid increase in new products and changes in
the structure of those markets can outpace the devel opnent of the risk
managenent and processing and settlenent infrastructure - in the
credit derivatives sector the gaps in the infrastructure and risk
nmanagenent systens are considered the nost conspicuous (Ceithner,
2006). The conplexity of some financial innovations and the relative
immaturity of the various approaches used to neasure the risks in
t hose exposures anplify the uncertainty invol ved.

The fast devel opment of the credit derivatives narkets can determ ne
the apparition of financial crisis, because the transfer of the credit
risk is performed mainly towards the investors much |less capitalized
and that are not bound to some strict regulations. At the sane tine,
these markets are “Over the Counter” nmarkets that through their nature
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are less transparent. Moreover, the significant inplication of the
bank institutions in the transactions wth credit derivatives
hi ghli ghts the use of these products without conplying with the bank
cautiousness; a fact that <can deternine the manifestation of
instability at the level of the bank system and even the apparition of
the systemic risk.

In our opinion, the deep crisis that the global financial markets and
t he banki ng sector have been confronted with for nmore than a year has
three main causes (Anton, 2009). Financial innovations of the last two
decades facilitate the transfer of risks associated with nortgage
credits and, as a consequence, a significant part of risks associated
with nortgages have been transferred via securitisation and sold to
investors at global level. In principle, the broader spread of risks
stabilizes the system because in opposition with previous crises,
banks no longer need to bear the ensuing |osses alone. The broad
spread of risks, however, changes the dynam cs of the market. Wile a
few years ago credit risks were evaluated only by a snall nunber of
experts, nowadays the market analyses them through thousands of
participants. Doubts concerning rating quality and price formation
caused, in the sumrer of 2007, the abrupt exit of investors from the

nmarket, nmassive price falls and the total loss of liquidity of the
market. OnM ng to the ensuing uncertainty, the crisis has seized other
segments of the market as well, such as the segnent of commerci al

buildings or of credits to finance acquisitions. Because transaction
positions are reported as fair value or net recovery value, many banks
have registered huge losses. It was only through the decisive
intervention of central banks that tensions could be kept under
control

Concl usi ons

Despite a relatively short history, the credit derivates narket has
registered in the last years a very fast devel opment and the val ue of
the transactions with credit derivatives have significantly increased
in the devel oped countries. Although the credit derivatives market is
much nore restricted in conparison with other markets of derivative
products, the accentuated devel opnent of the transaction with credit
products would reflect the fact that the credit risk is considered
much nore inportant in conparison with the exchange rate risk or
interest risk. The CEE credit derivatives market remains in a nascent
state conpared with devel oped countri es.

Banks can use credit derivatives and securitisation in order to shed
risk in several areas of their credit portfolio, including |arge
corporate loans, loans to snmall and medium size enterprises (SMes),
and counterparty credit risk on OIC derivatives. These instrunments
represent an inportant step towards narket conpletion and efficient
risk allocation. A better spread for risks and inproved risk
nmanagenment can contribute to better absorption of shocks to the
financial system |In the sane tine, the use of credit derivatives

inmplies nunmerous risks. In order to take full benefits of these
i nstruments, conpanies and banks should take neasure to effectively
control these risks, appropriately enbedded into an overall risk

nmanagenent framework.

The developrment of CRT nmarkets, the advances in «credit risk
neasurenent and mitigation tools, the increased use of rating nodels,
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evolving regulatory requirenents and the increased risks represents
devel opnents that have changed the banking activity in Central and
Eastern FEurope in the last years. Furt her nor e, due to the
i mpl ementation of Basel 1l starting 2008, the CEE banks have to
devel op nore sophisticated credit risk management techniques in order
to manage efficiently the credit risk. The |essons from the current
financial crisis for the CEE banks are multiple. First, banks should
not underestimate the risks posed by the credit derivatives and
securitisation. Second, the financial system should rethink the
regul ati on and supervi sion of financial narkets.
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xxX, Law No. 32/2006 regardi ng nortgage bonds (“Mortgage Bonds Law’);

xxX, Law No. 33/2006 regardi ng nortgage banks (“Mortgage Banks Law’);

XXX, Law No. 31/2006 regarding securitisation of receivables
(“Securitisation Law').
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