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Securitization and Systemic Risk
Strongin believes that the major cause of the financial crisis was poor lending, but he notes that
securitization encouraged some firms to make or hold poor loans.

e Strongin notes that lending standards fell to lows in 2006 and the securitization market
almost closed six months later.

e However, subprime loans were made after the securitization market shut down because
these loans were labeled as high rated securities; this led to under-capitalization of the
financial system and loss of faith in the balance sheets of financial firms.

e Strongin points to three reasons why banks continued to make these loans:

o Banks could reduce their capital requirements by securitizing them.

o The high ratings allowed banks to use hold-to-maturity accounting on them and
permitted them to keep their losses quiet.

o Banks were able to use structured investment vehicles to move securities off their
balance sheets.

Life Settlement Securitization and Systemic Risk
Strongin does not believe that the life settlement securitization market poses a systemic risk.
e This market is very small and is not likely to grow much.
e The life securitization market is not likely to suffer from poor lending standards.
e However, Strongin believes that the market should be monitored because the possibility
of abuse exists in determining how income will be provided to the insured.

Recommendations
e To be eligible for favorable regulation, the main components of all risk tranches should
be required to be sold to a third party.

¢ Large financial holding companies should be required to mark their assets to market and
include all assets and liabilities on their balance sheets.

e Regulatory arbitrage should be controlled by preventing firms from subsidizing business
across regulatory jurisdictions.
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