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79th Annual Report

submitted to the Annual General Meeting
of the Bank for International Settlements
held in Basel on 29 June 2009

Ladies and Gentlemen,

It is my pleasure to submit to you the 79th Annual Report of the Bank for
International Settlements for the financial year which ended on 31 March 2009.

The net profit for the year amounted to SDR 446.1 million, compared with
SDR 544.7 million for the preceding year. Details of the results for the financial
year 2008/09 may be found on pages 176-80 of this Report under “Financial
results and profit distribution”.

The Board of Directors proposes, in application of Article 51 of the Bank's
Statutes, that the present General Meeting apply the sum of SDR 144.7 million
in payment of a dividend of SDR 265 per share, payable in any constituent
currency of the SDR, or in Swiss francs. This year’s proposed dividend per
share is the same as paid out last year.

The Board further recommends that SDR 30.1 million be transferred to the
general reserve fund and the remainder — amounting to SDR 271.3 million - to
the free reserve fund.

If these proposals are approved, the Bank’s dividend for the financial year
2008/09 will be payable to shareholders on 2 July 2009.

Basel, 12 June 2009 JAIME CARUANA
General Manager
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The financial
system is the
plumbing of the
economy ...

... and it has been
critically damaged

|. Rescue, recovery, reform

How could this happen? No one thought that the financial system could
collapse. Sufficient safeguards were in place. There was a safety net: central
banks that would lend when needed, deposit insurance and investor
protections that freed individuals from worrying about the security of their
wealth, regulators and supervisors to watch over individual institutions and
keep their managers and owners from taking on too much risk. And when an
individual country faced a banking crisis, experts — feeling they knew better —
would criticise the authorities for their mistakes. Prosperity and stability were
evidence that the system worked. Inflation was low, growth was high, and
both were stable. The policy framework, built on sound economic principles
combined with a bit of learning, had delivered the Great Moderation in the
industrial world. The emerging market world was wisely following the lead.

What a difference two years make. Since August 2007, the financial
system has experienced a sequence of critical failures.

The financial system is the economy’s plumbing. And like the plumbing
in a house, it is taken for granted when it works, but when it doesn’t, watch
out. In the same way that modern living depends on a reliable flow of water
running through pipes, the modern economic system depends on a reliable
flow of financing through intermediaries. On an average day, billions of
individual payments are made, each requiring the transfer of funds. But daily
life is even more reliant on financial intermediation than this suggests.
Many people in the industrial world own the home in which they live because
they saved a portion of their income each month in a financial institution, and
then combined those savings with a mortgage to purchase the home.
Obtaining the mortgage almost surely required obtaining fire insurance from
an insurance company. The electricity, water and heating bills are probably
paid each month using funds deposited automatically by the homeowner’s
employer into the homeowner’s account at a commercial bank. Travelling to
work each day means either riding on public transport financed in part by
bonds and taxes or driving in an insured car on a publicly or privately
financed road. And that’s really just the beginning. Modern life requires the
smooth operation of banks, insurance companies, securities firms, mutual
funds, finance companies, pension funds and governments. These institutions
channel resources from those who save to those who invest, and they are
supposed to transfer risk from those who can’t afford it to those who are
willing and able to bear it.

Over the past few years, this essential and complex system of finance has
been critically damaged. Evidence of serious trouble emerged when banks
became less willing to lend to each other, because they were no longer sure
how to value the assets held and the promises made — both their own and
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those of potential borrowers. For a time, central bank lending was able to fill
the gap. But, as described in Chapter Il, from August 2007 the stress in the
financial system increased in waves. By March 2008, Bear Stearns had to be
rescued; six months later, on 15 September, Lehman Brothers went bankrupt;
and by the end of September, the global financial system itself was on the
verge of collapse.

The financial system is based on trust, and in the wake of the Lehman
failure that trust was lost. Ordinary people had placed their confidence in those
who ran and monitored the financial system, only to discover that the system
could fail anyway. The crisis shattered lenders’ trust that a loan previously
thought to be of high quality was likely to be repaid, and it dissolved the
confidence of investors in the long-term safety of their investments. As the
difficult and time-consuming task of cleaning up institutions’ balance sheets
went on, property rights that are normally taken for granted were being
questioned; and so financial institutions — normally run, at least in part, by
traders and loan officers together with the risk managers who try to control
them — were placed in the hands of lawyers. Unfortunately, once lost, trust is
regained only slowly. And before trust can be fully regained, the financial
system will have to be rebuilt.

The modern financial system is immensely complex — possibly too complex
for any one person to really understand it. Interconnections create systemic
risks that are extraordinarily difficult to figure out. The fact that things
apparently worked so well (up until the time that they did not) gave everyone
a false sense of comfort. After all, when things are going well, why rock the
boat? But this understandable complacency, born out of booms that make
everyone better off, sows the seeds of collapse. Hence, as we attempt to
explain and fix what has failed, it is essential to keep in mind that the new
financial system must take better account of our inherently limited ability to
understand complex processes and to foresee their potential for failure.

What went wrong?

A financial crisis bears striking similarities to medical illness. In both cases,
finding a cure requires identifying and then treating the causes of the
disease. Looking at the past few years, we can divide the causes of the current
crisis into two broad categories: macroeconomic and microeconomic. The
macroeconomic causes fall into two groups: problems associated with the
build-up of imbalances in international claims and difficulties created by the
long period of low real interest rates. The microeconomic causes fall into
three areas: incentives, risk measurement and regulation.’

1 While they will be treated separately here, it is important to keep in mind that the macroeconomic
and microeconomic causes of the crisis are related. For example, financial innovation is connected to
credit booms. In the case of the current financial crisis, one could point to information technology as an
important link. Without the advances in computer processing speed seen over, say, the past two
decades, financial engineers would not have been able to value the complex instruments they were
fabricating. And unless you convince investors that you know how to price a new instrument, there is
no way to sell it. So, technological innovation that produced low-cost, high-speed computing contributed
to the credit boom.
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The macroeconomic
causes of the crisis
were global
imbalances ...

... combined with
export-led or
leverage-led
growth ...

... and low interest
rates ...

Macroeconomic causes: imbalances and interest rates

One set of macroeconomic causes of the developing crisis stemmed from the
notorious global imbalances — the persistent and large current account deficits
and surpluses resulting in capital flows from capital-poor emerging market
countries to capital-rich industrial economies, especially the United States. The
high level of the saving rate in the emerging market world and its low level in
the United States were associated with these flows. Over the years from 1999
to mid-2007 - from the end of the Asian crisis to the beginning of the current
crisis — the cumulative US current account deficit was $4.6 trillion. The US
Treasury estimates that, by the end of 2007, US gross external debt was
roughly $13.4 trillion, nearly four times what it had been just nine years earlier.

As this pattern of international capital flows was developing, its cause
was hotly debated. One hypothesis was that it came from a global saving glut,
which in turn was a consequence of the rise in the saving rate in emerging
markets. Another proposition was that it arose from the dearth of investment
opportunities worldwide. A third candidate was fast-growing emerging market
countries’ desire for both international diversification and low-risk liquid
assets. And a fourth possibility was that emerging market economies were
accumulating foreign exchange reserves to fight the appreciation of their
currencies that would have naturally accompanied the current account
surpluses associated with their export-led growth. Related to this last view is
the possibility that emerging market countries saw these reserve stockpiles as
welcome war chests to help them defend against sudden capital flow reversals
of the sort that had occurred during the Asian crisis.

It is difficult to know what to do about the dependency that developed
between the export-led growth in much of the emerging world (described in
Chapter V) and the leverage-led growth in a large part of the industrial world
(discussed in Chapter IV). Surely there is a need to ensure that national saving is
neither too low nor too high — but what policies could achieve that? And should
anything be done about the magnitude of foreign exchange reserve holdings?

It is important to keep in mind that persistent current account imbalances
are not the only thing that matters. Those imbalances just measure the net
flows of goods and services and the matching net flows of private capital plus
changes in official reserve holdings. Apart from the net flows, the total stock
of claims is important as well. The stock measures the quantity of the claims
of residents in one country on the residents of another, and these claims are
critical for at least two reasons. First, if the appeal of investing abroad suddenly
drops, it is the stock of claims that investors will try to repatriate. Second, and
even more importantly here, if one country is producing assets that are grossly
mispriced and whose quality is lower than is generally perceived, they can act
as a virus, carrying the disease abroad from the country of issue. That is, foreign
investors overpay for the bad assets and then become as sick as domestic
investors. When that happens, as it did with the securities backed by US
subprime mortgages, the critical measure is the total quantity of the bad assets
that are being held, not the net changes in holdings over any given period.

The second set of macroeconomic causes of the brewing crisis stemmed
from the protracted period of low real interest rates in the first half of this
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decade. The proximate cause of the low rates was the combination of policy
choices in both the industrial and emerging market economies together with
the capital flows from emerging market countries seeking low-risk investments.
A fear of deflation in those years led policymakers to keep short-term real
interest rates unusually low. The real federal funds rate in the United States
was consistently below 1% from mid-2001 up to the end of 2005; indeed, for
much of this period it was negative (see Chapter V). There were two reasons
why the low real rates in the United States had a much greater effect on
global economies and financial conditions than the size of the United States
in the world economy would suggest: international contracts are often
denominated in dollars, and many fixed or quasi-fixed exchange rate regimes
use the dollar as a reference currency.

Real interest rates in the other major industrial economies were not much
higher than those in the United States. In response to sluggish growth in the
euro area, the ECB held short-term real interest rates below 1% for most of the
period between mid-2001 and 2005; in Japan, real interest rates have been
hovering between 0 and 1% for most of the past decade. And - in part to contain
exchange rate appreciation pressures — many emerging market economies
followed suit.

Low real interest rates had a variety of important effects, some more
predictable than others. On the more predictable side, by making borrowing
cheap they led to a credit boom in a number of industrial economies. For
instance, credit in the United States and the United Kingdom rose annually
by 7% and 10%, respectively, between 2003 and mid-2007 (see Chapter lll). It
is always difficult to establish clear causal links, but in this case it seems
reasonable to conclude that cheap credit formed the basis for the increase in
home purchases as well as for the dramatic rise in household revolving debt.
A second predictable effect of low interest rates was to increase the present
discounted value of the revenue streams arising from earning assets, driving
up asset prices. This was one element feeding the property and stock market
booms. Real house prices in the United States, the United Kingdom and a
number of European countries increased more than 30% between 2003 and
the peak reached three to four years later, while global equity markets rose
more than 90% from 2003 to mid-2007.

Among the less expected effects of the low interest rates were the
incentives they created in the asset management business. Financial
institutions regularly enter into long-term contracts committing them to produce
relatively high nominal rates of return. When interest rates become unusually
low, the returns promised in those contracts can become more difficult to
generate. At that point, the institution responds by taking on more risk in the
hope of generating the returns needed to remain profitable. Something similar
is true of asset managers whose clients expect high nominal returns. Again,
increasing risk (and, in this case, hiding it) is one way of meeting clients’
demands. So, low interest rates increase risk-taking.2

2 See R Rajan, “Monetary policy and incentives”, remarks at the Bank of Spain conference Central
banks in the 21st century, Madrid, 8 June 2006, www.imf.org/external/np/speeches/2006/060806.htm.
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The boom caused
distortions ...

... that need to be
unwound

Microeconomic
causes involved
incentives, risk
measurement and
regulation

Distorted incentives
involved
monitoring ...

All of this — the housing boom, the boom in debt-financed consumer
expenditure and the search for yield — helped distort the macroeconomic
structure of a number of countries. The clearest signs of the distortions
were dramatic increases in residential construction, in consumer durables
consumption, especially of cars, and in the size of the financial sector.

Those distortions had important short- and medium-term effects. In the
short term, they fooled investors, consumers and policymakers into thinking
that trend growth was higher than it really was. And in the medium term, they
created the need for substantial adjustments. Where do these misperceptions
show up? Unsurprisingly, bubbles tend to be concentrated in sectors where
productivity growth has, or is perceived to have, risen. In the 1990s, that
sector was high technology; in this decade, it was finance. The pattern is
straightforward: the boom makes capital relatively cheap for the favoured
industry, creating overemployment, overinvestment and overproduction. While
less of a problem in the current decade than in the previous one, the result is
a temporary rise in measured average productivity gains across all sectors,
which everyone, including policymakers, can easily mistake for an increase in
trend growth.

The bubble-induced distortions have medium-term implications for the
economic structure that are more familiar than the short-term effects. We have
seen these regularly when relative prices changed in a manner requiring
significant adjustment in the composition of the capital stock. Historical
examples include the impact of the sudden increase in oil prices, in 1974 and
again in 1979, which left households and firms with appliances, automobiles,
machinery and buildings that were more energy-intensive than could be
justified by the new operating cost. This time, countries have been left with
bloated financial sectors, the ability to build more cars than their populations
need and, in some cases, surplus housing stocks.

Microeconomic causes: incentives, risk measurement and regulation

The financial stress that began in the summer of 2007 has revealed a myriad of
limitations in microeconomic financial arrangements. These include problems
with incentives; flaws in techniques used to measure, price and manage risk
and in the corporate governance structures used to monitor it; and failings of
the regulatory system. Jointly, these weaknesses allowed the entire financial
industry to book profits too early, too easily and without proper risk adjustment.

The crisis has revealed distorted incentives for consumers, for financial
sector employees and for rating agencies. First, consumers failed to watch out
for themselves. Few people have any knowledge of the balance sheets of
the banks where they do business or of the finances of the firms in which
they invest through the purchase of equity or debt securities. And the overall
level of financial literacy among the general population is low.3 This lack of

3 Indeed, it would seem that the majority of people do not understand the mechanics of interest rates. In
response to a question about how many years it would take for a debt to double if the interest rate is 20%
per year compounded annually and nothing is repaid, only 36% of 1,000 respondents chose the correct
option (“Less than 5 years”), and nearly 20% answered “Do not know"”. See A Lusardi and P Tufano, “Debt
literacy, financial experiences, and overindebtedness”, NBER Working Papers, no 14808, March 2009.
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knowledge combined with the existence of financial oversight structures made
people all too willing to mistake the complexity of the system for sophistication.
And it made them all too willing to assume that their investments were safe.
After all, someone else was watching — be it a trusted manager, an equity
analyst, a credit rating agency or a government official. But none of them were.
The system that consumers so readily assumed was sophisticated and safe
was, in fact, recklessly complex and opaque.

As if that wasn't enough, managers of financial firms saw a need to drive
up returns on their equity to satisfy shareholders. That led to an explosion
in debt financing. The reason is straightforward: the return on equity equals
the return on assets times the ratio of assets to equity — that is, higher
leverage vyields higher returns to the owners. This private incentive to
increase leverage created not only fragile institutions but also an unstable
financial system.

Compensation schemes further encouraged managers to forsake long-
run prospects for short-run return. In some cases, profits calculated with
complex mathematical models were used to determine rewards even when
markets for the assets underlying the calculations did not exist and so they
could not be sold. Equity holders (because of limited liability) and asset
managers (because of their compensation system) were unduly rewarded for
risk-taking: they received a portion of the upside, but the downside belonged
to the creditors (or the government!). Moreover, managers of assets in a
given asset class were rewarded for performance exceeding benchmarks
representing average performance in that investment category. As a result,
even if managers recognised a bubble in the price of some asset, they could
not take advantage of that knowledge by selling short for fear that investors
would withdraw funds. The result was herding that caused arbitrage to fail.4
In the end, the overall difficulty in distinguishing luck from skill in the
performance of asset managers, combined with compensation based at least
in part on the volume of business, encouraged managers and traders to
accumulate huge amounts of risk.

Added to failures in monitoring by individuals and flawed compensation
schemes were the skewed incentives of the rating agencies. These organisations
are designed to mitigate the information problems that plague debt financing
by providing a third-party evaluation of the likelihood that a borrower will
repay a loan or bond. There are a number of problems with this system.
Ratings are expensive, difficult to produce and impossible to keep secret.
Once information becomes public, its reproduction is costless. Knowing that,
the rating agencies charge those who need the ratings most - the bond
issuers. Although neither new nor unique - rating agencies have charged
bond issuers for decades, and auditors are paid by those they audit — this
arrangement helped distort incentives. Moreover, the complexity of the financial
instruments and the pace of issue — the flood of asset-backed securities and
structured finance products issued over the past decade — made the rating

4 For a discussion of how arbitrage fails when individual investors cannot distinguish good asset
managers from bad ones, see J Stein, “Why are most funds open-end? Competition and the limits of
arbitrage”, Quarterly Journal of Economics, vol 120, no 1, February 2005, pp 247-72.
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Challenges to risk
measurement
included:

the infrequency of
infrequent events;

new instruments;

business both more difficult and more profitable. And because of the
complexity of the instruments, reliance on ratings increased even among
the most sophisticated institutional investors.5 In the end, the rating agencies
— assigned the task of assessing the risk of fixed income securities and thus
of guarding collective safety — became overwhelmed and, by issuing
unrealistically high ratings, inadvertently contributed to the build-up of
systemic risk.6

Next on the list of microeconomic causes of the crisis is risk measurement.
Measuring, pricing and managing risk all require modern statistical tools based
largely on historical experience. Even when long data histories are available,
the belief that the world evolves slowly but permanently means down-weighting
the importance of the distant past. The implication is that a long period of
relative stability will lead to the perception that risk is permanently lower,
driving down its price.

Addressing this misperception is an enormous challenge. The major risks
— those that require substantial compensation — are large, infrequent events.
In the parlance of statisticians, we need an accurate assessment of the size of
the tails of the distribution of outcomes. But such an assessment can only
come from historical experience, and infrequent events are, well, infrequent.
Thus, the statistical models needed for measuring, pricing and managing risk
will, almost by definition, be inaccurate because of a lack of data. Given its
simplicity, the natural assumption is that returns of many different assets are
normally distributed (and so have thin tails). And, although tail events are
infrequent, in reality they are more frequent than is predicted by a normal
distribution. Even though the problem with assuming a normal distribution
was well known, the assumption persisted with the unsurprising result that
insurance against infrequent catastrophes was underpriced.

The difficulty of assessing the tails of the distribution of outcomes is even
greater for new financial instruments. With no history, their riskiness cannot
be statistically measured at all. This lack of experience was one of the problems
associated with securitising subprime mortgages in the United States. The
innovation of pooling together large numbers of what were objectively low-
quality loans, and then creating a mix of high-quality and low-quality securities
backed by the pool, allowed debt market access to an entirely new class of
borrowers.” The major flaw, however, was that originators generally retained
little of the default risk, and so as the boom developed, the quality of the loans
progressively worsened. But even if originators had been forced to retain a

5 For an analysis of the challenges involved in rating asset-backed securities and a discussion of the
limitations of ratings as measures of risk, see Committee on the Global Financial System, “The role of
ratings in structured finance: issues and implications”, CGFS Publications, no 23, January 2005.

6 Differences in the methodologies used by the rating agencies also provided incentives for the
originators to structure their asset-backed securities in ways that would allow them to “shop” for the
best available combination of ratings (across both rating agencies and the liabilities structure of those
instruments). See | Fender and J Kiff, “CDO rating methodology: some thoughts on model risk and its
implications”, BIS Working Papers, no 163, November 2004.

7 For a detailed description of how this worked, see A Ashcraft and T Schuermann, “Understanding
the securitization of subprime mortgage credit”, Federal Reserve Bank of New York Staff Reports, no 318,
March 2008.
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significant first loss, securitised pools of subprime mortgages might still have
run into trouble because of a lack of default experience.

Reliance on historical performance to measure, price and manage risk
has another pitfall — it can offer misleading conclusions about the correlation
among various risks. Risk is reduced through (1) hedging, whereby two risks are
thought to offset each other because their payoffs are negatively correlated;
and (2) diversification, whereby risk is spread among assets whose returns are
less than perfectly correlated. The problem is that historical correlations may
be poor guides to future price movements. For example, before the crisis,
investing globally was thought to reduce risk, as prices in various regions of
the world would not move together. This assumption turned out to be false
when everyone most needed it to be true. When asset prices that previously
moved independently (providing diversification) or in opposite directions
(providing a hedge) start to move together, what used to reduce risk increases
it. When the bad times came, correlations became large and positive. What
was risk reduction became risk concentration.

Finally, there were governance problems in risk management practices.
For both structural and behavioural reasons, senior managers and board
members were neither asking the right questions nor listening to the right
people. The structural problem was that risk officers did not have sufficient
day-to-day contact with top decision-makers, often because they did not have
sufficiently senior positions in their organisations. Without support from top
management, it didn’t matter much what the chief risk officer said or to whom
he or she said it. The structural problem was compounded by the behavioural
response to a risk officer whose job it is to tell people to limit or stop what
they are doing. If what they are doing is profitable, it is going to be difficult to
get managers and directors to listen.

Risk management in financial institutions has of course improved over
time in addressing the incentive-related problems that arose during previous
booms. But while there had been progress, it was based on a world with less
leverage and risk-taking than we saw in the latest boom.

Beyond the problems with incentives and risk measurement was the
fact that financial institutions found it relatively easy to move activities outside
the regulatory perimeter. Inside the supervisors’ sphere of influence, banks
are required to hold capital in order to engage in risky activities. While it
may be hard to believe, the regulatory capital requirement did limit the
build-up of leverage on bank balance sheets. However, lower leverage meant
lower profitability, so bank managers found ways to increase risk without
increasing the capital they were required to hold. That is the story of the
structured investment vehicle. More generally, the crisis showed that the
enlarged financial sector — comprising both traditional banks and an
increasingly important parallel financial system composed of non-bank
intermediaries and off-balance sheet entities — had become much riskier than
in the past.8

8 See R Rajan, “Has financial development made the world riskier?”, in The Greenspan era: lessons for
the future, symposium sponsored by the Federal Reserve Bank of Kansas City, Jackson Hole, Wyoming,
August 2005, pp 313-69.
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There were
warnings ...

... but little
agreement on
detail ...

... or required
policy responses

Warnings

There were danger signs. Pervasive current account deficits were unsustainable.
And households could not borrow forever — they would need to repay their
loans eventually. In many regions, house prices were rising more quickly than
they ever had, and price levels far exceeded both replacement costs and
values justified by rental incomes. Rather than seeing their houses as merely
a place to live and a hedge against future increases in the price of housing -
a view that could have dampened the boom — many home buyers thought that
they would profit from rising prices, feeding the boom.

There were warnings. Observers noted that risk was underpriced and
that, constrained by low policy rates, asset managers were too aggressive in
their search for yield. Some worried that monetary policy was inattentive to
the dangers that arise when an asset price boom is coupled with a credit
boom.? They warned that a single-minded focus on price stability (combined
with prudential regulators’ narrow focus on individual institutions) left officials
insufficiently aware of systemic threats arising from credit and asset price
booms.’® Commentators cautioned about the deterioration of credit standards,
especially in the issuance of mortgages.'" And they warned about the risks
that come with rapid financial innovation.12

Many of these warnings turned out to be accurate, but obviously they were
issued in vain.’® While people agreed on the general nature of the stresses
that were building in the system, there was little agreement on the details. The
implications of the porous regulatory perimeter — through which firms could
easily move activity beyond the view of officials — and the build-up of financial
leverage — in which the capital structure shifted to one with relatively more debt
and relatively less equity — were simply not well understood. Although some
people called for effective regulation of hedge funds, they were much less
vocal about the need to keep intermediaries from shifting loans to conduits
and structured investment vehicles that had virtually no capital. Finally, almost
no one realised that the US assets being spread around the world would turn
out to be toxic.

It is not surprising that government officials and market participants were
largely deaf to the alarms. A common response was: “Even if you are right,
and the financial system is in danger, what do you want me to do?” Monetary

9 See A Crockett, “In search of anchors for financial and monetary stability”, speech delivered at the
SUERF Colloquium, Vienna, April 2000.

10 See, for example, C Borio and W White, “Whither monetary and financial stability? The implications
of evolving policy regimes”, in Monetary policy and uncertainty: adapting to a changing economy,
symposium sponsored by the Federal Reserve Bank of Kansas City, Jackson Hole, Wyoming, August
2003; and BIS, 73rd Annual Report, June 2003, Chapter VIII.

11 See Committee on the Global Financial System, “Housing finance in the global financial market”,
CGFS Publications, no 26, January 2006, www.bis.org/publ/cgfs26.htm; and BIS, 74th Annual Report,
June 2004, Chapter |.

2. More than 20 years ago, the Cross Report noted that new financial instruments appeared to be
underpriced due to a lack of history and a lack of understanding of systemic risk; see Eurocurrency
Standing Committee, Recent innovations in international banking (Cross Report), April 1986,
www.bis.org/publ/ecsc01.htm.

13 See, for example, BIS, 75th Annual Report, June 2005, Chapters | and VIII.
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policymakers’ only available instrument was the short-term interest rate, and
there was a broad consensus that this tool would be ineffective against the
alleged threat. At the macroeconomic level, the expectation was that price
stability would be enough and that asset and credit booms would self-correct.
And at the microeconomic level, officials believed that investors’ self-interest
would lead them to pay attention to the risks inherent in what they purchased
and act as their own regulators. The narrow focus on regulated institutions,
combined with a belief in the efficacy of self-regulation, meant that officials
were insufficiently alert to system-wide threats. And across countries, markedly
differing views about what could and should be done sharply limited progress
on what turned out to be an international problem.

Discussions of the need for someone to monitor and address the risk in
the financial system as a whole mostly fell flat. Numerous central banks took
their financial stability objectives seriously, issuing periodic reports on the
subject. Some, especially in Asia, fashioned tools aimed at moderating booms
in asset prices and credit. Examples were Thailand’s implementation of limits
on credit card issuance, Hong Kong SAR'’s control over mortgage loan-to-value
ratios, and India’s tightening of capital requirements and provisions. Authorities
in many central and eastern European countries, as well as in Spain and some
Latin American countries, strengthened their monitoring and enforcement
of provisioning and loan evaluation and required banks to increase regulatory
capital consistent with the underlying risks. Active use of reserve requirements
to tighten or loosen liquidity denominated in both domestic and foreign
currencies was also a feature in some emerging market economies. But overall,
action of this sort was the exception, not the rule. In the industrial economies
— especially the United States, where the problem was becoming the most
severe — there was little discussion of what types of tools policymakers might
try to use to combat the property and credit booms, and the consequent
build-up of systemic risk. And it is easy to see why. Making what would have
been wholesale changes to the monetary and regulatory policy frameworks in
many countries would have presented nearly insurmountable political and
intellectual difficulties. Why would anyone risk such a move when the existing
apparatus appeared to be working so well?

The crisis evolves

The next five chapters of this Report provide a detailed description of what
has happened so far in the crisis in financial markets and institutions and in
the real economy, as well as how policymakers have responded. The story is
divided into five stages, described in detail in Chapter Il: (1) the prelude, leading
up to the March 2008 takeover of Bear Stearns; (2) the gradual deterioration
in financial conditions from mid-March to the failure of Lehman Brothers on
15 September 2008; (3) from mid-September to late October, a global loss of
confidence, a massive flight to quality and the near collapse of the financial
system; (4) from late October, the severe decline in the global economy; and
(5) beginning in mid-March 2009, the deepening downturn and the first signs
of stabilisation. Table 1.1 presents a summary.
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The financial
system was more
interconnected and
risky than assumed
(Chapter IlI)

The crisis has
impacted on the real
economy globally
(Chapter 1V)

Emerging market
economies
experienced sharp
trade and capital
flow reversals
(Chapter V)

Responses are
unprecedented in
their scale and scope
(Chapter VI) ...

... but policymakers
must aid, not
hinder adjustment
(Chapter VII) ...

Our analysis of the crisis leads to a variety of conclusions and highlights
a number of risks for the financial system. In a modern financial system, bank-
based finance and market-based finance should be viewed as complementary
rather than as rivals or substitutes. The crisis revealed that the presumed
benefits of diversification derived from the creation of financial conglomerates
- the hypermarkets of the financial system — were an illusion. When the crisis
hit, all business lines were affected. Similarly, the benefits of slicing risk into its
smallest components through financial engineering were oversold. However,
reducing the size of the bloated financial industry should not be confused with
a recommendation of financial autarky. The retreat of finance back inside
national borders must be resisted. If left unchecked, the process would result
in protectionism.

For industrial economies, a powerful interaction between the financial
sector and the real economy began to take hold in the last quarter of 2008. A
dramatic loss of confidence was combined with the unwinding of imbalances
that had built up on household, industrial and financial system balance sheets
in the industrial economies since the beginning of the decade. The outcome
has been a severe downturn in both real activity and inflation. But since
leverage has only begun to adjust — credit in both the financial and non-
financial sectors of the economies that have had credit booms remains well
above the level of only a few years ago - it is reasonable to anticipate both a
protracted downturn and a slow recovery.

For the emerging market economies, circumstances are quite different, as
they initially exhibited a great deal of resilience to the financial crisis. The high
degree of economic and financial integration that supported an extended
period of rapid growth also left them exposed to sharp reversals in capital
flows and declines in demand for their exports. Countries that maintained
prudent policies and low public debt, such as those in Asia and parts of Latin
America, still have flexibility to respond. However, some countries with large
current account deficits, and some where banks were making foreign currency
loans, have run into external financing difficulties requiring external official
assistance.

Policymakers have implemented a wide array of responses aimed at
restoring confidence in large banks and repairing the financial system. Interest
rates in most industrial economies were cut until they were at or near the zero
lower bound. A number of central banks expanded their balance sheets
massively to ease the acute tensions in financial markets. But even though
governments have taken on large commitments, they continue to be unwilling
or unable to fully address the impaired assets on bank balance sheets.

Traditional and unconventional central bank actions have been matched in
many places by equally aggressive fiscal expansion. Clearly, different countries
have different needs and capacities for increases in government spending. In
any case, an assessment of the various spending programmes will have to wait
until they take full effect.

Policymakers face enormous challenges. They must complete the urgent
task of financial repair while they keep the financial system operating in the
short term. At the same time, they must design exit strategies from the various
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policy measures that have been implemented. And, all the while, officials
must work to build a resilient framework for the long term, crafting a system
capable of quickly returning to its normal state of operation in the event of
a failure.

A healthy financial system is a precondition for a sustained recovery.
Delaying financial repair risks hampering the efforts on other policy fronts. To
speed economic recovery, authorities must act quickly and decisively in their
efforts to repair the financial system, and must persevere until the job is done.

Officials will face a number of difficulties in exiting from the various crisis-
related policy interventions. When real activity returns to normal, inflated
central bank balance sheets will have to be slimmed down and policy interest
rates raised in a timely way. Public sector borrowing will have to be pulled
back to a sustainable path. And the intermediation now being conducted by
central banks will have to be returned to the private sector at the same time
that the financial sector shrinks.

Ensuring financial stability requires a redesign of macroeconomic as well
as regulatory and supervisory policies with an eye to mitigating systemic
risks. For macroeconomic policies, this means leaning against credit and asset
price booms; for regulatory and supervisory policies, it means adopting a
macroprudential perspective. Importantly, reform must focus on identifying
systemic risks arising in all parts of the financial system — risks that arise from
the complexity, opacity and ownership concentration of financial instruments;
from the counterparty risk and margining practices in financial markets; from
the risk of joint failure created by interconnections and common exposures;
and from the procyclicality that is inherent in financial institution management
and can be compounded by microprudential regulation.
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Industrial economies

Emerging market economies

crisis Macroeconomic Policy Macroeconomic Policy
conditions responses conditions responses
1. Pre-March Subprime mortgage defaults create widespread Growth weakens. Central bank (CB) Robust growth with Rate increases in
2008: prelude financial stress. Uncertainty about size and rate cuts. Liquidity inflation rising. response to high
to the crisis distribution of losses. Crisis starts when operations targeted Many inflation inflation.

interbank markets are disrupted in August 2007;
waves of increasing intensity until March 2008.

at money markets.

targeters above
their targets.

2. Mid-March to
mid-September
2008: towards
the Lehman
bankruptcy

Takeover of Bear Stearns in March slows
decline, but bank losses and writedowns
accumulate as downturn weighs on asset
prices. More countries affected. Liquidity crisis
reveals underlying solvency crisis, increasing
pressure on financial institutions.

G3 economies
contract even as oil
prices fall steeply
after August.

Initially further rate
cuts. Liquidity
facilities grow.
GSEs put into
conservatorship in
early September.

GDP growth slows
after June but
remains positive.
Exports weaken in
central Europe.

Further rate
increases due to
high inflation.

3. 15 September
2008 to late
October 2008:
global loss of
confidence

Demise of Lehman Brothers on 15 September
2008 triggers a bigger run on key funding
markets. More financial institutions fail or are
rescued. Loss of confidence affects markets
and countries globally. Reprieve only after
unprecedented and broad-based policy
intervention.

As confidence falls
and financing
conditions tighten,
forecasts are
revised down
sharply.

Sharp rate cuts, CB
swap lines expanded,
rapid CB balance
sheet growth.
Large-scale bank
rescues, deposit and
debt guarantees.

Confidence slumps.
Financing conditions
tighten. Steep
currency
depreciations.

Rate cuts, more
flexible provisions
of central bank
liquidity. Deposit
and debt guarantees.
Capital injections.

4. Late October
2008 to mid-
March 2009:
global downturn

Markets remain volatile, with increasingly dire
economic data releases, weak earnings reports
and uncertainties over ongoing government
intervention. Downturn means that credit losses
keep mounting.

Spending drops,
leading to declines
in goods trade and
GDRP. Inflation falls,
with the price level
declining in some
countries.

Rates cut to near
zero, liquidity
provision to non-
banks. Outright
purchases of public
debt. Big fiscal
stimulus packages.

GDP growth
declines sharply in
Q4 2008 as exports
slump. Capital
inflows reverse.

Further rate cuts,
lower reserve
requirements. FX
intervention, CB swap
lines. Large fiscal
stimulus packages

in some EMEs.

5. Since mid-
March 2009:
downturn
deepens but
loses speed

Asset prices recover somewhat after more
policy action. But signs of market dysfunction
remain, as official efforts have failed to fully
restore confidence in the global financial
system. Continued credit losses.

Consumption and
production continue
to decline, with
possible signs of
bottoming-out.

Further rate cuts in
some countries.
Accounting rules for
banks eased.

Equity markets
recover, and
exchange rates
stabilise.

Increased external
official financing to
support EMEs.
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Il. The global financial crisis

The period since last year's Annual Report saw the financial crisis enter its
second year and transform into a generalised loss of confidence in the global
financial system. The onset of the crisis in 2007 followed an extended period
of unusually low real interest rates, easy credit conditions, low volatility in
financial markets and widespread increases in asset prices that had generated
large-scale but hidden vulnerabilities. When these vulnerabilities crystallised
in the wake of repeated series of asset writedowns, key financial markets
became dysfunctional and the solvency of large parts of the global banking
system was challenged. In response, governments conducted successive
rounds of intervention on an unprecedented scale. Yet, despite the success of
these policy measures in halting the financial crisis, the market environment
remained fragile, suggesting that the process of normalisation was uncertain
and likely to be protracted.

So far, the crisis has developed in five more or less distinct stages of
varying intensity, starting with the subprime mortgage-related turmoil between
June 2007 and mid-March 2008 (Graph Il.1). Following this first stage, during
which the primary focus was on funding liquidity, bank losses and writedowns
continued to accumulate as the cyclical deterioration slowly translated into
renewed asset price weakness. As a result, in the second stage of the crisis,
from March to mid-September 2008, funding problems morphed into concerns
about solvency, giving rise to the risk of outright bank failures. One such
failure, the demise of Lehman Brothers on 15 September, triggered the third
and most intense stage of the crisis: a global loss of confidence, arrested only
after unprecedented and broad-based policy intervention. Stage four, from

The five stages of the crisis to date
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Subprime losses
escalated into
widespread
financial stress ...

... culminating in
the takeover of
Bear Stearns ...

... and leaving the
financial system
badly weakened

late October 2008 to mid-March 2009, saw markets adjust to an increasingly
gloomy global growth outlook amid uncertainties over the effects of ongoing
government intervention in markets and the economy. Stage five, beginning
in mid-March 2009, has been marked by signs that markets are starting to
show some optimism in the face of still largely negative macroeconomic and
financial news, even as true normalisation — the end of the crisis — still appears
some way off.

The early stages

Stage one: prelude (up to mid-March 2008)

During the first stage of the crisis, concerns over losses on US subprime
mortgage loans escalated into widespread financial stress. In brief, what initially
appeared to be a problem affecting only a small part of the US financial system
(Graph 11.2) quickly spread more widely, as complex linkages among credit
(Graph II.3) and funding markets (Graph 1l.4) increasingly translated into
broad-based financial sector pressures (Table 11.1).1

Starting in June 2007, losses from subprime mortgages exposed large-
scale vulnerabilities. These included the widespread use of leverage and off-
balance sheet financing, so that supposedly low-risk assets — many of which
related to US mortgage market exposures — were effectively financed on a
rolling basis by short-term funds. Accumulating losses on the underlying assets
eventually disrupted the short-term funding model on which these positions
were based, triggering a process of forced reintermediation. On 9 August
2007, the turmoil spread to interbank markets, signalling the advent of a
broader financial market crisis. Valuation losses mounted during the following
months, putting pressure on bank balance sheets and eventually triggering a
severe liquidity shortage at Bear Stearns in mid-March 2008. These events
culminated in the government-facilitated takeover of the troubled investment
bank by JPMorgan Chase.

While an outright bank failure was avoided, this first stage of the crisis left
the financial system severely weakened. Large overhangs of credit exposures
weighed on markets, while banks struggled to replenish their capital positions.
Elevated volatilities were consistent with investor uncertainty about the
economic outlook and its implications for asset valuations (Graph 11.5). Credit
default swap (CDS) spreads, in turn, were well above historical levels
(Graph 11.6, centre panel) and equity prices had fallen substantially from the
peaks reached in October 2007 (Graph II.7, left-hand panel). At the same time,
bond yields (Graph 11.8) and policy rates (Graph 11.9) in the major economies
continued to reflect different cyclical positions as well as expectations that the
economic fallout from the crisis would primarily affect the United States.
Robust domestic growth in many emerging market economies in the first half
of 2008 initially lent some support to this view.

1 See Chapter VI of the BIS’s 78th Annual Report, June 2008, for a detailed account of financial market
developments during this early part of the financial crisis.
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Timeline of key events®

2007
9 August

12 December

2008
16 March

4 June
13 July
15 July

7 September
15 September
16 September

18 September

19 September

25 September

29 September

30 September

3 October
8 October

13 October

28 October

29 October
15 November

25 November

Problems in mortgage and credit markets spill over into interbank money markets when
issuers of asset-backed commercial paper encounter problems rolling over outstanding
volumes, and large investment funds freeze redemptions, citing an inability to value their
holdings.

Central banks from five major currency areas announce coordinated measures designed
to address pressures in short-term funding markets, including the establishment of US
dollar swap lines.

JPMorgan Chase agrees to purchase Bear Stearns in a transaction facilitated by the US
authorities.

Moody’s and Standard & Poor’s take negative rating actions on monoline insurers MBIA and
Ambac, reigniting fears about valuation losses on securities insured by these companies.

The US authorities announce plans for backstop measures supporting two US mortgage
finance agencies (Fannie Mae and Freddie Mac), including purchases of agency stock.

The US Securities and Exchange Commission (SEC) issues an order restricting “naked
short selling”.

Fannie Mae and Freddie Mac are taken into government conservatorship.
Lehman Brothers Holdings Inc files for Chapter 11 bankruptcy protection.

Reserve Primary, a large US money market fund, “breaks the buck”, triggering large
volumes of fund redemptions; the US government steps in to support insurance company
AIG (and is forced to repeatedly increase and restructure that rescue package over the
following months).

Coordinated central bank measures address the squeeze in US dollar funding with
$160 billion in new or expanded swap lines; the UK authorities prohibit short selling of
financial shares.

The US Treasury announces a temporary guarantee of money market funds; the SEC
announces a ban on short sales in financial shares; early details emerge of a $700 billion
US Treasury proposal to remove troubled assets from bank balance sheets (the Troubled
Asset Relief Program, TARP).

The authorities take control of Washington Mutual, the largest US thrift institution, with
some $300 billion in assets.

UK mortgage lender Bradford & Bingley is nationalised; banking and insurance company
Fortis receives a capital injection from three European governments; German commercial
property lender Hypo Real Estate secures a government-facilitated credit line; troubled
US bank Wachovia is taken over; the proposed TARP is rejected by the US House of
Representatives.

Financial group Dexia receives a government capital injection; the Irish government
announces a guarantee safeguarding all deposits, covered bonds and senior and
subordinated debt of six Irish banks; other governments take similar initiatives over the
following weeks.

The US Congress approves the revised TARP plan.

Major central banks undertake a coordinated round of policy rate cuts; the UK authorities
announce a comprehensive support package, including capital injections for UK-incorporated
banks.

Major central banks jointly announce the provision of unlimited amounts of US dollar
funds to ease tensions in money markets; euro area governments pledge system-wide
bank recapitalisations; reports say that the US Treasury plans to invest $125 billion to buy
stakes in nine major banks.

Hungary secures a $25 billion support package from the IMF and other multilateral
institutions aimed at stemming growing capital outflows and easing related currency
pressures.

To counter the protracted global squeeze in US dollar funding, the US Federal Reserve
agrees swap lines with the monetary authorities in Brazil, Korea, Mexico and Singapore.

The G20 countries pledge joint efforts to enhance cooperation, restore global growth and
reform the world’s financial systems.

The US Federal Reserve creates a $200 billion facility to extend loans against securitisations
backed by consumer and small business loans; in addition, it allots up to $500 billion for
purchases of bonds and mortgage-backed securities issued by US housing agencies.
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2009
16 January

19 January

5 March
18 March
23 March
2 April

6 April

24 April

7 May

10 February

10 February

The Irish authorities seize control of Anglo Irish Bank; replicating an approach taken in the
case of Citigroup in November, the US authorities agree to support Bank of America
through a preferred equity stake and guarantees for a pool of troubled assets.

As part of a broad-based financial rescue package, the UK authorities increase their
existing stake in Royal Bank of Scotland. Similar measures by other national authorities
follow over the next few days.

The US authorities present plans for new comprehensive measures in support of the
financial sector, including a Public-Private Investment Program (PPIP) of up to $1 trillion to
purchase troubled assets.

G7 Finance Ministers and central bank Governors reaffirm their commitment to use the full
range of policy tools to support growth and employment and strengthen the financial
sector.

The Bank of England launches a programme, worth about $100 billion, aimed at outright
purchases of private sector assets and government bonds over a three-month period.

The US Federal Reserve announces plans for purchases of up to $300 billion of longer-
term Treasury securities over a period of six months and increases the maximum amounts
for planned purchases of US agency-related securities.

The US Treasury provides details on the PPIP proposed in February.

The communiqué issued at the G20 summit pledges joint efforts by governments to
restore confidence and growth, including measures to strengthen the financial system.

The US Federal Open Market Committee authorises new temporary reciprocal foreign
currency liquidity swap lines with the Bank of England, ECB, Bank of Japan and Swiss
National Bank.

The US Federal Reserve releases details on the stress tests conducted to assess the
financial soundness of the 19 largest US financial institutions, declaring that most banks
currently have capital levels well in excess of the amount required for them to remain well
capitalised.

The ECB’s Governing Council decides in principle that the Eurosystem will purchase
euro-denominated covered bonds; the US authorities publish the results of their stress
tests and identify 10 banks with an overall capital shortfall of $75 billion, to be covered
chiefly through additions to common equity.

® See Chapter VI of the BIS’s 78th Annual Report, June 2008, for a more comprehensive list of events up to March 2008.

Sources: Bank of England; Federal Reserve Board; Bloomberg; Financial Times; The Wall Street Journal. Table 1.1

With the economic

outlook
deteriorating ...

... and interbank
markets strained ...

Stage two: events leading up to the Lehman Brothers bankruptcy
(mid-March to mid-September 2008)

During the second stage of the crisis, after a short respite following the
takeover of Bear Stearns on 16 March, financial asset prices came under
renewed pressure. A distinctive feature of the period up to mid-September
was an increased investor focus on emerging signs that the deepening US
recession had spilled over to other major economies, triggering a synchronised
economic downturn. The resulting outlook for earnings, defaults and
associated financial sector losses renewed stress on bank balance sheets,
raising concerns about banks’ ability to proceed with their recapitalisation plans.
Investor attention thus turned increasingly from questions about funding
liguidity to those about bank solvency, putting particular strains on those
institutions known to be highly leveraged and exposed to impaired assets.
Although the Bear Stearns rescue ushered in a period of relative stability
and rising prices for financial assets, interbank markets failed to recover.
Spreads between interbank rates for term lending and overnight index swaps
(OIS) continued to hover at levels significantly above those observed before
August 2007 (Graph II.1; Graph 1.4, left-hand panel). Banks, therefore, appeared
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1The vertical line marks 15 September 2008, the date on which Lehman Brothers filed for Chapter 11 bankruptcy protection. 2 Implied
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Sources: Bloomberg; JPMorgan Chase; SIFMA; BIS calculations. Graph 1.2

reluctant to commit their balance sheets to lending activities involving other
banks, with the premium charged for such interbank loans pointing to some
combination of greater preference for liquidity and concerns about counterparty
risk. Concerns persisted despite unprecedented measures taken by central
banks to support money market functioning and to substitute for the funds
previously supplied by the broader financial markets, including through US
dollar swap facilities with the Federal Reserve (see Chapter VI for details on
these and subsequent policy responses to the crisis).

Pressing concerns about banks’ capital positions resurfaced in June, ... concerns over
following negative news about the troubled monoline insurance sector.2 f::;trigs:;i_t_i_ons
Moody’s and Standard & Poor’s had taken negative rating actions on MBIA
and Ambac, two major monolines, early in the month, the first in a sequence
of downgrades of similar insurers over the following weeks. Related fears
about valuation losses on the securities insured by these companies added to
news about weak investment bank earnings. As a result, valuations in both
credit and equity markets deteriorated on a broad basis from mid-June
(Graphs 1.3 and II.7, left-hand panels), with financial sector assets leading the
decline in the broader market indices.

Financial sector pressures were most acute, however, for the two major ... putting particular
US housing finance government-sponsored enterprises (GSEs), Fannie Mae ﬁ;eus;‘r‘]:gg;:e us
and Freddie Mac. Against the backdrop of further weakness in housing markets,
house price depreciation in the United States was projected to extend well into
the future (Graph 11.2, left-hand panel). As a result, and despite announcements
by their regulator that the GSEs remained adequately capitalised, credit spreads

2 Monoline insurers provide credit enhancement to bonds and structured finance instruments,
including guarantees on senior tranches of securities backed by mortgages or other assets as well as on
municipal bonds. In this context, the monolines’ own credit ratings will tend to determine the ratings of
the instruments they insure.
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Major investment grade and high-yield credit indices’
Investment grade? High-yield CDS-cash basis*
—— North America Spot:2
—— Europe 500 — North America 1,600 0
—— Japan —— Europe

375 Forward spread:? 1,200 -125

— North America Investment grade:
250 800 — Financials 250
—— Technology
—— Telecoms
125 400 -375
W
||||||||| 0 ||||||||||||||||||||||||||||| 0 |||||||||||||||||||||||||||||‘500
2007 2008 2009 2007 2008 2009 2007 2008 2009

1The vertical line marks 15 September 2008, the date on which Lehman Brothers filed for Chapter 11 bankruptcy protection. 2 Five-year
on-the-run CDS mid-spread on index contracts of investment grade (CDX North America; iTraxx Europe; iTraxx Japan) and
sub-investment grade (CDX High Yield; iTraxx Crossover) quality, in basis points. 3 Implied five-year CDS spread five years forward,
calculated with a recovery rate of 40% assuming continuous time and coupon accrual, in basis points. 4 Difference between CDS and
corresponding cash (asset swap) spreads for large samples of US borrowers.
Sources: JPMorgan Chase; BIS calculations. Graph 1.3

Backstop measures
for the GSEs ...

on their debt and on mortgage-backed securities (MBS) underwritten by these
institutions had risen back to levels last seen in March around the time of the
Bear Stearns takeover (Graph 1.2, right-hand panel). Equity prices plummeted,
generating valuation losses of more than 70% from the levels at end-May
2008. With much of the remaining mortgage origination activity dependent
on agency guarantees, the US government stepped in on Sunday 13 July,
enabling the US Treasury to increase an existing line of credit and to purchase
GSE stock.

These backstop measures for the US GSEs provided some temporary
relief across financial markets. Credit spreads tightened and equity prices
began to recover part of their previous losses. The introduction of new US
Securities and Exchange Commission (SEC) emergency measures curbing
short selling of stocks in the largest banks and brokerage firms also helped
ease pressures. As a result, and reflecting generally declining risk premia,
implied volatilities across asset classes retreated from their previous highs but
stayed above the levels prevailing at the start of the first stage of the crisis, in
mid-2007 (Graph I1.5).

At the same time,
counterparty risk persisted in money markets. Thus, Libor-OIS spreads
remained elevated for key currencies, including the US dollar. Similar patterns
in foreign exchange swap markets reflected asymmetric funding pressures in
US dollars and other currencies that were pushing up the cost of dollar funds
(Graph 11.4).3 This was despite steps taken by the US authorities in late July to
enhance the effectiveness of liquidity facilities introduced around the time of

uncertainties about bank funding needs and

the Bear Stearns takeover. These enhancements included longer-maturity

3 See N Baba and F Packer, “Interpreting deviations from covered interest parity during the financial
market turmoil of 2007-08", BIS Working Papers, no 267, December 2008, for a discussion of the

spillover effects between money markets and foreign exchange swap markets.
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(84-day) loans under the Term Auction Facility (TAF), with correspondingly
longer terms on US dollar funds auctioned by both the ECB and the Swiss
National Bank.

Pressures in housing markets also persisted, reigniting investor concerns
about the health of the US housing GSEs. Prices for GSE shares resumed their
previous slide and, following news of larger than expected quarterly losses at
both Fannie Mae and Freddie Mac in August, fell to levels not seen since the
late 1980s. Confidence in the continued solvency of the two GSEs vanished,
and the US government formally took control on Sunday 7 September. The
takeover largely eliminated credit risk for both senior and subordinated holders
of GSE debt while diluting equity holdings through the government’s new
senior preferred equity stake. This development foreshadowed the effects of
future bank rescue packages, and was thus a source of uncertainty regarding
the implications of such future measures for claims at different levels of
seniority.

While news of the takeover led to tightened spreads on GSE-sponsored
MBS and debt instruments, it failed to ease concerns about the financial sector
more broadly. Instead, it served as a reminder of additional losses to come on
top of the $500 billion or so in global writedowns that had accumulated by the
end of August 2008. It also suggested that central bank efforts aimed at
substituting for market-provided funding had probably run their course, with
investors increasingly focusing on issues of solvency. Thus, when investor
attention turned away from the US housing GSEs to refocus on bank balance
sheets, financial equity prices and credit spreads came under renewed
pressure. This, in turn, added to banks’ problems in replenishing their capital
bases and satisfying their funding needs in markets unwilling to accept

... were followed by
an outright bailout

But broader strains
failed to ease ...

Funding markets’
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"The vertical line marks 15 September 2008, the date on which Lehman Brothers filed for Chapter 11 bankruptcy protection.
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as at 28 April 2009. 3 Spread between the three-month FX swap-implied dollar rate and three-month Libor; the FX swap-implied dollar
rate is the implied cost of raising US dollars via FX swaps using the funding currency; in basis points. For details on calculation, see
N Baba, F Packer and T Nagano, “The spillover of money market turbulence to FX swap and cross-currency swap markets”, BIS
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Implied volatility measures’
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1The vertical line marks 15 September 2008, the date on which Lehman Brothers filed for Chapter 11 bankruptcy protection. 2 Implied
daily absolute spread movements; calculated from at-the-money one- to four-month implied volatilities and observed index spreads
(United States: CDX High Yield; Europe: iTraxx Crossover), in basis points. 3 Volatility implied by the price of at-the-money call option
contracts on stock market indices, in per cent. 4 Deutsche Bank index representing implied swaption volatility measured in annualised
basis points based on one-year (euro: two-year) swaptions.

Sources: Bloomberg; JPMorgan Chase; BIS calculations. Graph 1.5

anything but top-quality collateral. The resulting strains were broad-based.

Even so, there were signs of differentiation based on banks’ business models

and the implications of those models for exposures to impaired assets, funding

... with the major and leverage. In that environment, the major investment banks experienced
investment banks ... {1 heaviest pressure (Graph 11.10).

When a long-awaited capital injection for Lehman Brothers did not

materialise in early September, pressures on that investment bank became

particularly intense. Spreads on CDS insuring Lehman’s debt surged almost

... and Lehman 200 basis points, to around 500, causing the firm’s clearing agent to demand
S;‘:itizz}’i?acing additional powers to seize collateral and short-term creditors to cut lending
the most severe lines. The company’s already battered stock fell 45% on Tuesday 9 September,
problems and it dropped further the following day when weak results for the third quarter

of 2008 were released. Despite the simultaneous announcement of plans to
spin off business units, confidence in the firm’'s ability to secure urgently
needed funding faded quickly. This, in turn, triggered speculation that the
authorities would try to broker a Bear Stearns-style takeover the following
weekend, 13-14 September.

The crisis of confidence

Stage three: global loss of confidence (15 September to late October 2008)

The Lehman The tipping point came on Monday 15 September, when Lehman Brothers
failure ... Holdings Inc filed for Chapter 11 bankruptcy protection: what many had hoped
would be merely a year of manageable market turmoil then escalated into a
full-fledged global crisis. Suddenly, with markets increasingly in disarray, a
growing number of financial institutions were facing the risk of default. The

resulting crisis of confidence quickly spread across markets and countries,
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making it obvious that policy action would have to shift from liquidity support
to broader-based measures, including system-wide bank recapitalisations. At
the same time, as emerging markets were hit by collapsing exports and
tightening financing conditions, the universal nature of the crisis became
increasingly evident, as did the need for a global policy response.

Going into Lehman’s bankruptcy filing, concerns had centred on the
company'’s role as a broker and reference entity (ie the source of default risk
that buyers of protection seek to insure against) in the CDS market. In fact,
exposures to Lehman’s outstanding debt securities turned out to be more
fateful. Three events helped to shield CDS market participants from the
Lehman failure. First, a special trading session was organised on Sunday
14 September, just before the bankruptcy filing. The objective was to help the
main CDS dealers net out counterparty positions involving Lehman and ... caused
rebalance their books through the replacement of trades. Second, AlG, a large ~ counterparty risk to

soar ...
insurer known to be holding more than $440 billion of notional positions in CDS
contracts — often monoline insurance-type transactions involving client banks —
received a government support package on 16 September. That package,
which would be repeatedly restructured and extended during the following
months, prevented the disorderly failure of AlG. It also kept CDS-related risks
from being brought back onto clients’ balance sheets in an already fragile
environment. Third, Lehman-referencing CDS exposures turned out to be
smaller than feared. They eventually translated into relatively modest net
settlement payments of about $5.2 billion, which would be closed out without
incident in late October. Consequently, the CDS market infrastructure held up
rather well. Even so, market opacity added to policy uncertainty during the days
immediately preceding the bankruptcy filing and exacerbated existing strains
Default rates, credit spread levels and issuance volumes
Default rates? Spread levels Corporate issuance volumes#
—— Default rate (past 12 months) [ Spread change by late 20082 [ Guaranteed financial
12-month forecast: 20 I CDS spread in mid-March 082 400 [ Financial 800
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i Range _ " -
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"Moody'’s global 12-month issuer-weighted speculative grade default rates for 2008-09, in per cent; forecasts refer to the 12-month
period starting at the reporting date. The range is defined by pessimistic/optimistic scenarios around the baseline. 2 Investment grade
CDS spread levels over Treasuries (Europe: iTraxx; United States: CDX), adjusted with five-year US dollar swap spreads, in basis points.
The blue dots indicate the CDS spread level prevailing in mid-May 2009; late 2008 refers to 5 December for the European Union and
20 November for the United States. 3 Moody’s average monthly global investment grade bond spreads over Treasuries, in basis points;
the dashed lines represent historical averages of monthly spreads from 1919 to 2008. 4 Syndicated international and domestic debt
securities placed by private issuers, in billions of US dollars. The sectoral allocation reflects the characteristics of the immediate issuer.
Sources: Federal Reserve Bank of New York; Bloomberg; Dealogic; JPMorgan Chase; Moody's. Graph 11.6
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Money market funds amplify instability in the wake of the Lehman failure

A loss of confidence in US dollar money market funds amplified the financial strains arising from the
September 2008 Lehman Brothers failure. The following discussion illustrates why the run on these
funds coincided with the deterioration in global interbank markets.

The build-up to the run on money market mutual funds

As documented more fully in Chapter lll, non-US banks’ overall need for US dollar funding was an
unchecked vulnerability in the global financial system ahead of the financial crisis. European banks in
particular had increased their US dollar assets sharply over the past decade, to more than $8 trillion by
mid-2007. Moreover, these exceeded their estimated US dollar liabilities by more than $800 billion,
implying cross-currency financing and hence a heavy reliance on instruments such as foreign exchange
swaps. Banks also financed their positions by borrowing directly in other wholesale interbank funding
markets and from non-bank providers of short-term funding, such as money market funds.®

When dollar funding in interbank markets dried up starting in August 2007, European banks
increasingly turned to foreign exchange swap markets to obtain dollars against European currencies,
driving the corresponding funding cost well above an already elevated US Libor rate (Graph Il.4, centre
panel). Such interbank market strains made it critical for non-US banks to retain access to other sources
of dollar funding, especially the largest: US dollar money market funds. Most funds that purchase
private paper, so-called “prime” funds, invest heavily in non-US issuers. Records of the mid-2008
holdings of the 15 largest prime funds, accounting for over 40% of prime funds’ assets, show that these
placed half of their portfolios with non-US banks (and roughly 85% of that sum with European banks).
Thus, US money market fund investments in non-US banks reached an estimated $1 trillion in mid-2008
(out of total assets of over $2 trillion), more than 15% of European banks’ total estimated US dollar
liabilities to non-banks.

Until September 2008 US dollar financing continued to be forthcoming, and US money market
funds appear to have increased their outright investment in non-US banks in the period immediately
preceding the Lehman failure. Assets at US money funds grew strongly as investors withdrew from less
safe short-term investments. Non-US banks benefited as prime fund managers adopted a less risky
investment mix and shifted their portfolios away from commercial paper (CP) towards certificates of
deposit (CDs). This shift suggests that prime funds increased their role as providers of unsecured dollar
funding to non-US banks, given the much larger share of non-US banks as issuers of CDs than of CP held
by those funds. At the same time, the shift also meant that any run on dollar money market funds was
bound to result in funding difficulties for European banks.

Assets of US prime money market funds

Prime funds by type? 2 Selected prime institutional funds2. 3
—— All institutional funds
— [reftuiiensl —— Securities firm-related funds*
\ —— Individual 900 — Bank-related funds® 100
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TIn billions of US dollars. 2 The vertical line marks 16 September 2008, the day after Lehman Brothers filed for Chapter 11 bankruptcy
protection and the date on which Reserve Management Co announced that shares in both its flagship fund and its Caribbean fund were
worth less than one dollar. 316 September 2008 = 100. * Goldman Sachs, Merrill Lynch and Morgan Stanley. 5 Bank of America
(Columbia), Bank of New York (Dreyfus), Barclays, JPMorgan Chase, State Street, Wachovia (Evergreen) and Wells Fargo.

Sources: Crane Data; BIS calculations. Graph ILA
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The run on US money market funds

On 16 September, the day after Lehman’s failure, Reserve Management Co, manager of the fastest-
growing fund family over the previous several years, announced that, due to losses on Lehman notes,
shares in its flagship fund, Reserve Primary, were worth 97 cents and those in its Caribbean fund
91 cents. Reserve Primary’s “breaking the buck” was without precedent for a major fund, and only the
second instance in the history of all money market funds. It set off broad-based, though differentiated,
shareholder redemptions that resembled a bank run. Reserve Primary had $25 billion of redemption
orders on 15 September and by 19 September another $35 billion, for a total of $60 billion out of
$62 billion. Although it reported an unbroken buck, Reserve’s $10 billion US Government Fund faced
some $6 billion in redemption payments. Other prime funds also suffered redemption calls; meanwhile,
government funds received inflows.®

Institutional investors fled much more quickly than individual investors. On the Wednesday and
Thursday following Tuesday’s breaking of the buck, institutional investors liquidated $142 billion in 102
prime institutional funds, 16% of their holdings (Graph Il.A, left-hand panel). On those same days, they
purchased $54 billion in government funds, a similar percentage increase. Individuals sold a more
modest $27 billion from prime funds (3%) and bought a net $34 billion in government funds.

The largest redemptions occurred at prime institutional funds managed by those remaining
securities firms and small independent managers that investors doubted could support their funds.
Two-day redemptions at the largest prime institutional funds managed by the three largest securities
firms ranged from 20 to 38% of assets, well above the 16% average. By contrast, the largest such
funds managed by affiliates of seven large banks met two-day calls of between 2 and 17% of assets
(Graph II.A, right-hand panel).

The flight to safety, represented by both the shift to government funds and changing portfolio
compositions, resulted in new demand for Treasuries, agency securities and repos at the expense of
demand for CP and bank CDs. Prime funds’ holdings of repos, at 11% of portfolio, could not meet even
the first two days’ redemptions at many funds. Liquidating repos forced up average maturities and led
funds to reinvest only at the very short term.

The run on money market funds thus threatened a run first on the CP market and then on the CD
market and thereby on non-US banks, destabilising already strained global bank funding markets. The
policy responses designed to stop this run, and the degree to which they replaced private with public
funding, are discussed in Chapter VI.

® See P McGuire and G von Peter, “The US dollar shortage in global banking”, BIS Quarterly Review, March 2009. @ See
N Baba, R McCauley and S Ramaswamy, “US dollar money market funds and non-US banks”, BIS Quarterly Review, March 2009.

in funding markets.* Those markets now came under pressure from losses on
exposures of money market mutual funds to short- and medium-term notes
issued by Lehman.

The systemic nature of money market fund exposures became apparent
when a large US fund, Reserve Primary, wrote off more than $780 million
worth of Lehman debt (see box). As a result, Reserve Primary became the first
major money market mutual fund ever to “break the buck”, ie report less than
one dollar's worth of net assets for each dollar invested. This event, in turn,
triggered unprecedented volumes of US money market fund redemptions - a

“bank run” in all but name - forcing fund managers to liquidate assets into ... as an investor
run on money

essentially illiquid markets. While pressure across funds was not uniform,
market funds ...

strains quickly spilled over into the markets for commercial paper (CP) and
bank certificates of deposit, where money market funds are a key investor group.

4 See BIS Quarterly Review, December 2008, pp 6-7, for a more detailed discussion.
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Equity market indicators’
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1The vertical line marks 15 September 2008, the date on which Lehman Brothers filed for Chapter 11 bankruptcy protection. 2 In local
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their forecast unchanged. ¢ Based on consensus forecasts for one-year operating earnings.

Sources: Bloomberg; I/B/E/S; BIS calculations. Graph 1.7

Unsecured financial paper suffered the largest outflows: total outstanding CP
volumes in the United States plummeted by more than $325 billion between
10 September and 22 October, from a total of about $1.76 trillion (Graph 1.4,
right-hand panel). Foreign banks and those US institutions without their own
retail deposit base thus lost access to an important source of funds at a time
when they needed to support — or take onto their balance sheets — the money
market funds that they sponsored. In response, demand for US dollar interbank
funds surged, causing short-term credit and money markets to seize up.

... quickly spread The resulting turmoil quickly spread through the global financial system.

;z:;:?nh the financial - \njith hanks hoarding liquidity, US dollar Libor-OIS spreads surged from already
elevated levels of around 80 basis points in early September to near 250 points
at the end of the month. Movements in other markets, such as those for euro
and sterling funds, showed similar signs of disruption. Strains were particularly
evident for foreign exchange swaps, where rising financial sector credit spreads
and the mounting global demand for US dollar funds raised the implied cost of
dollars to historically high levels above Libor (Graph Il.4). With the viability of
key players suddenly challenged and perceptions of counterparty risk spiking,
the benchmark US investment grade CDS index spread jumped by 42 basis
points on 15 September alone, and US high-yield spreads rose 118 basis
points on the same day (Graph 1l.3). Credit spreads in other major markets
moved by similar amounts, in tandem with their US counterparts. Equity prices
fell by some 4% in the United States and Europe on the day of the Lehman
bankruptcy and declined further until 17 September (Graph 11.7).

Despite a first In an environment of acute systemic pressure, policymakers increased

ir:i‘tjir;‘:i\fgspf’.”cy the pace and scope of their initiatives. On 18 September, UK bank HBOS
was forced into a government-brokered merger with one of its competitors.
Concomitantly, the UK authorities sought to ease pressure on financial stocks
through a suspension of short selling — the US authorities followed suit the
very next day. Simultaneously, major central banks reacted with a new round
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of coordinated measures to address the squeeze in US dollar short-term
funding. These actions were followed on 19 September by the US Treasury’s
announcement of a temporary guarantee for money market fund investors, a
measure aimed at arresting the escalating run on the US money market mutual
fund sector. Redemptions slowed in response, with total assets eventually
returning to their pre-15 September levels.

Markets recovered from the initial reaction to the Lehman bankruptcy, but
pressure on banks and other financial sector firms did not abate. Helped by
early details of a proposed $700 billion US plan to take troubled assets off
the books of financial institutions, credit spreads retreated temporarily from
the highs reached earlier in the week. Equity markets also recovered, aided
in part by the new ban on short sales. The S&P 500 rebounded 4% on
19 September, with several high-profile banking stocks rising even more
sharply, and European stock markets gained more than 8% on the same day.
Even so, on Sunday 21 September, in a move aimed at halting ongoing
transfers of counterparty positions and client funds to third parties, investment
banks Goldman Sachs and Morgan Stanley obtained permission from the US
authorities to convert themselves into bank holding companies, and US thrift
institution Washington Mutual was taken over by the authorities during the
following week.

The ultimate proof of the depth and breadth of the crisis came on Monday
29 September. That day, authorities in a number of European countries were
forced to counter threats to the stability of individual institutions within
their national banking systems. Following negotiations over the weekend, the
United Kingdom moved to nationalise mortgage lender Bradford & Bingley,
while banking and insurance company Fortis received a capital injection from
a group of three European governments. On the same day, Hypo Real Estate,

... financial sector
pressures did not
abate ...

... forcing support
measures by an
increasing number
of governments
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Confidence in the
stability of banks
was lost ...

... on a global
scale ...

... and emerging
market assets were
drawn into ...

a German commercial property lender, secured a government-facilitated credit
line, which was later backed up by additional support measures.

These measures notwithstanding, confidence in the stability of the banking
system had been lost: financial markets were now clearly focusing on the need
for comprehensive policy action. Later on 29 September, when the US House
of Representatives voted to reject the first version of the Treasury’s proposed
rescue plan for the US financial industry (it would be passed into law in revised
form at the end of that week), the market response was swift: the S&P 500 fell
8.8%, with the decline again led by financial shares, and other indices saw
comparable percentage declines that would accumulate to losses of about 30%
by late October. Credit markets came under extreme pressure as well, with the
major CDS index spreads surging back to, and surpassing, the highs reached in
the days immediately after the Lehman failure. Longer-term government bond
yields fell (Graph 11.8) and volatilities spiked across asset classes (Graph 11.5)
as the deepening crisis resulted in a broad-based flight to quality.

Emerging market countries were being increasingly drawn into the
unfolding turmoil, even though their direct exposures to impaired assets were
known to be limited. Having outperformed their industrial country counterparts
between the beginning of the crisis (August 2007) and May 2008, emerging
market stocks, as measured by the MSCI index, dropped by about 28% in local
currency terms between mid-May and the day before the Lehman failure
(compared with a loss of about 12% for the S&P 500). Up to that point, losses
had been driven largely by the implications of the crisis for export demand,
both directly and through the impact of weakening demand on commodity
prices (see Chapter V). Following the Lehman event, emerging market assets
weakened further on a broad basis as fears about the stability of banking
systems in the major economies triggered a combination of concerns about
collapsing global growth, lower commodity prices and the availability of external
sources of funding. In response, sovereign spreads widened dramatically and
equities, which plummeted in tandem with those in the industrial economies,
weakened significantly more than during past periods of market turbulence
(Graph 11.11).

While pressures were particularly intense for countries that investors
regarded as among the most vulnerable, signs of more indiscriminate asset
disposals emerged in the course of October. Concerns about access to foreign
funding became apparent early in the month, when the near simultaneous
demise of three Icelandic banks caused international investors to reassess
their exposures to countries with large current account deficits and associated
financing needs, including those in central and eastern Europe (see Chapter V).
In recent years, a sizeable fraction of the capital inflows into markets with
foreign-dominated banking systems — and the resulting access to large pools
of foreign currency deposits — had been in the form of foreign currency loans
to businesses and households. Now lenders became more hesitant to roll over
existing loans or to extend new ones. In addition, as key parts of the global
financial system turned dysfunctional, plummeting valuations in industrial
country markets increasingly translated into heavy banking and portfolio flows
out of emerging market assets. Pressure on asset prices mounted and market
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Policy rates and implied expectations’
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Sources: Bloomberg; BIS calculations.
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In per cent
United States Euro area Japan
= Target rate?
Implied one-month rates:34_5 45 45
—— 15 Jul 2008
—— 15 Sep 2008 _l_'_l_
—— 15 Dec 2008 3.0 3.0 3.0
1.5 1.5 1.5
0.0 00| '-|‘=/\/v 0.0
II|II|II|II|II|II|II|II|II|II|II|II| II|II|II|II|II|II|II|II|II|II|II|II| II|II|II|II|II|II|II|IIII|II|II|II|
2007 2008 2009 2007 2008 2009 2007 2008 2009

2 Central

Graph 11.9

volatility surged. This broadened the sell-off, despite efforts by emerging
market central banks to enhance their domestic and foreign currency lending
operations and, in several countries, the announcement of full or partial
guarantees of bank deposits. As a result, the MSCI emerging market index
would lose about 40% from its level just before the Lehman failure, reaching
values last seen in October 2004.

By mid-October 2008, with the flurry of unprecedented policy initiatives
taken across countries increasingly adding up to a joint approach, markets
were finally showing signs that the crisis of confidence had been arrested. On
8 October, the authorities in the United Kingdom announced comprehensive
measures to recapitalise UK banks. The move was followed by the first ever
round of coordinated cuts in policy rates by six major central banks, including
the ECB, the Bank of England and the Federal Reserve. Efforts to implement
additional, broad-based policy measures continued in the following weeks: on
13 October, for example, the Federal Reserve and other major central banks
increased existing swap lines to accommodate unlimited quantities of US dollar
funds. On the same day, the euro area member countries jointly announced
guarantees and equity injections aimed at stabilising the banking sector.
These were followed, on 14 October, by news that the US Treasury would use
$250 billion of the previously authorised $700 billion rescue package to
recapitalise major banks. Given that large amounts of financial institutions’
senior liabilities had thus effectively become quasi-government debt, investors
reacted by pushing financial sector spreads down from the peaks reached
earlier in the period under review (Graph .10, left-hand panel).

Signs of easing pressures were also evident in other markets. After
peaking at 364 basis points on 10 October, the three-month US dollar Libor-
OIS spread steadily fell, ultimately dipping below 100 basis points in January
2009 (Graph Il.4, left-hand panel). Euro and sterling Libor-OIS spreads
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behaved in a similar fashion, suggesting that interbank markets had begun to
stabilise. In the meantime, key equity indices showed temporary signs of relief,
rebounding from lows reached in late October. Conditions in emerging markets
also stabilised, following successful efforts by a number of countries to obtain
assistance from the IMF and other international bodies as well as news, on
29 October, that the Federal Reserve had established US dollar swap lines
with key emerging market monetary authorities. However, asset prices
remained under pressure from country-specific vulnerabilities, contributing
to the underperformance of credit and equity indices for emerging Europe
(Graph II.11, left-hand and centre panels).

Global macroeconomic and financial spillovers

Stage four: investors focus on the global economic downturn
(late October 2008 to mid-March 2009)

Recession fears The next crisis stage, starting in late October, was one of uncertainty with
took centre

stage regard to both financial sector stability and the likelihood of a deepening global

recession. Although the global crisis of confidence had come to an end, policy
action continued on an international scale as governments sought to support
market functioning and to cushion the blow of rapid economic contraction.
Even so, with many details unspecified, questions about the design, impact
and consistency of these measures remained. As a result, financial markets
were roiled by increasingly dire macroeconomic data releases and earnings
reports, punctuated by short-lived periods of optimism - often in response to
the announcement of further government interventions.

Financial sector indicators

Bank CDS spreads! Bank losses and capital injections® Bank equity prices’. 6
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1The vertical line marks 15 September 2008, the date on which Lehman Brothers filed for Chapter 11 bankruptcy protection.
2Equally weighted average of CDS spreads (in basis points) for four major investment banks; includes Lehman Brothers until
15 September 2008 and Merrill Lynch until 31 December 2008. 3 Equally weighted average of CDS spreads (in basis points) for
14 major international banks. 4 Ratio of senior over subordinated CDS spreads for the 18 international banks in the other spread series,
rescaled to imply the average recovery rate on senior bank CDS; assumes a subordinated recovery rate of 10%. 5 In billions of US
dollars; data from Q3 2008 onwards include government injections of capital. 8 Equally weighted average of equity prices in US dollars
for the 18 international banks in the left-hand panel; 1 January 2008 = 100.

Sources: Bloomberg; Markit; BIS calculations. Graph 11.10
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Recession fears were clearly evident from government bond yields, which
continued on a downward trajectory in November and December. Reductions
in policy rates and a flight to safety pushed US and euro area two-year
yields dramatically lower, below 1% and 2%, respectively, by mid-December
(Graph 1.8, centre panel). US 10-year yields, in turn, fell to a record low near
2.05% on 30 December (the previous record was around 2.10%, established in
1941). In line with these yield movements, expectations about the path of near-
term policy rates were revised downwards. Meanwhile, federal funds futures
prices signalled expectations of low and broadly steady policy rates in the
United States for much of 2009, consistent with depressed to negative growth
over the coming quarters. In the euro area, interest rate swap prices pointed to
expectations of a further lowering of policy rates by the ECB over the next 12
months, reflecting in part the relatively slow pace of ECB rate adjustments seen
since the start of the crisis. In Japan, where the policy rate had been cut in late
October, forward rates suggested expectations of unchanged policy rates for
most of 2009. In turn, break-even inflation rates (ie the difference between
nominal and inflation-indexed yields) were in line with expectations of rapid
disinflation, especially at shorter horizons. At the same time, movements in
long-term break-even rates seemed to be due largely to technical factors, such
as safe haven demand for the liquidity of nominal Treasuries and rising liquidity
premia in index-linked bonds. By introducing a pessimistic bias, these technical
factors thus limited the usefulness of long-term break-even rates as an indicator
of inflation expectations (Graph 1.8, right-hand panel).5

Both credit and equity markets recovered somewhat into the new year, as
previous policy actions showed signs of traction. One such example of
tentative, policy-induced normalisation in a disrupted market was the US
securitisation sector, where spreads for agency MBS and bonds as well as
securities backed by consumer loans eased in response to a number of
support measures announced after the Federal Reserve’s first such initiative,
on 25 November (Graph II.2, right-hand panel).

However, when the scale of the global economic downturn became fully
apparent in January 2009, prices for financial assets were dragged lower once
again. Against the background of weak fourth quarter data that suggested that
economic activity was in the midst of the worst slump in decades (see Chapter
IV for details), markets resumed their earlier slide. Major equity indices declined
in the wake of deteriorating earnings; they would continue to do so into March,
eventually falling back below the troughs reached in November (Graph 1.7,
left-hand and centre panels): on 9 March, the S&P 500 dropped to around
676 points, a level last seen in October 1996. Credit markets also weakened
once again, as the ongoing slowdown in economic activity suggested further
credit quality deterioration. An especially large widening in Japanese spreads
(Graph 11.3, left-hand panel) was accelerated by sectoral and credit quality-
related index composition effects as well as by low market liquidity.

Emerging markets experienced similar pressures. GDP data for the fourth
quarter confirmed the deepening impact of the financial crisis on economies

5 See BIS Quarterly Review, March 2009, pp 10-11, for details.
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Emerging market indicators
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that had hitherto depended on exports to support growth, particularly in Asia.
Korean fourth quarter GDP fell more than 3% year on year, and China reported
a slowdown in growth of more than 4 percentage points over the same period,
driven in part by falling export demand (see Chapter V for details). In a reflection
of financial sector problems, the collapse in trade flows was probably exacerbated
by counterparty risk concerns among banks involved in trade finance and by a
related disruption of net flows of trade credit between exporting and importing
countries. Plunging exports, in turn, were reflected in declining asset prices.
However, compared with the immediate crisis of confidence in September and
early October 2008, patterns across countries and regions were more differentiated
(Graph II.11, left-hand and centre panels). The differentiation helped to cushion
the impact on overall emerging market equity indices, which generally fared
better during the fourth stage of the crisis than their industrial country
counterparts. For example, although weakening from early January onwards,
the MSCI emerging market index did not return to the lows established in late
October, as countries from other regions compensated for the underperformance
of economies across emerging Europe (Graph 1l.11, centre panel).

Continued problems in the financial sector also drove part of the renewed
weakness in the equity and credit markets of industrial countries. Signs that
the sector’s stability had not been restored on a sustained basis had emerged
early in 2009, despite the injection of a combined $925 billion of private and
government capital since the third quarter of 2007 (Graph I.10, centre panel).
Losses at a large German bank had to be backstopped by a government bailout
on 8 January, and similar measures followed across a number of European
countries and in the United States. Financial sector credit spreads and equities
thus led the deterioration in overall indices seen into March (Graph II.7).
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At the same time, existing guarantees and expectations of further support
measures generally limited movements in financial sector credit spreads.
However, while state guarantees contributed to a surge in financial sector debt
issuance (Graph 1.6, right-hand panel), spreads no longer tightened in
expectation of government support. In contrast with developments in late
2008, investors thus appeared to be increasingly uncertain about the
necessary scope of such measures and about any impact on their debt
holdings. Related uncertainties also contributed at times to significant pricing
differences across the capital structure, reflecting changing expectations about
relative recovery rates in the face of government intervention (Graph 11.10,
left-hand panel). Heavy discounts on subordinated debt, in turn, induced
numerous banks to retire these securities and to bolster core capital through
retained earnings. Meanwhile, equity prices for the former standalone
investment banks outperformed those for the broader banking sector; that
difference was in line with improved capital positions and signs that the cyclical
deterioration had contributed to a shift in the focus of concerns about bank
exposures from the trading book to the banking book (Graph 11.10, right-hand
panel; see also Chapter lll).

Uncertainty was also driven by indications that large-scale financial sector
rescue and economic support packages were starting to strain government
finances. Industrial country sovereign CDS spreads had drifted upwards from
low levels ever since the initiation of the first backstop measures in the summer
of 2008, and they rose further into March (Graph 1.11, left-hand panel).
Increases came in the wake of rising fiscal commitments, with correlation
patterns among different sovereigns suggesting the presence of a strong
common driver. Correlation between spreads for sovereign CDS and those for
senior financial sector credit, in particular, increased relative to the period
before the Lehman failure. This pattern was in line with investor beliefs that
major governments had underwritten the risks of substantial parts of the
banking system, but it did not necessarily reflect the specifics of these
commitments at the individual country level. Similar developments were
evident in government bond markets, where expectations regarding large
future issuance volumes had started to offset the downward pressures
exerted on yields by safe haven flows and the economic outlook (Graph I1.8).

Stage five: first signs of stabilisation (from mid-March 2009)

Events took another turn in mid-March. Volatilities declined and asset prices
recovered from their previous lows, as further and more determined policy
action induced markets to show some optimism in the face of what remained
a largely negative macroeconomic and financial outlook. At the same time,
and despite further improving conditions in a variety of markets, signs of
dysfunction and related distortions remained, suggesting that the combined
efforts of governments and central banks had not yet fully restored confidence
in the global financial system. Thus, the process of normalisation seemed likely
to be protracted and subject to considerable risks.

A key factor behind improving asset valuations was the confidence effect
from announcements by major central banks of expansions of both the range
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and the amount of assets that they would be prepared to purchase outright.
Early in March, the Bank of England announced plans to purchase private
sector assets and government bonds. On 18 March, the Federal Reserve
followed with news that it would acquire up to $300 billion worth of longer-term
Treasury securities. In anticipation of the extra demand, investors drove
10-year Treasury yields to their biggest one-day decline in more than 20 years —
47 basis points. Shorter-term Treasury yields also fell, as did yields on Japanese
government bonds, the latter driven by the authorities’ announcement on the
same day that they would increase by 29% the annual amount devoted to
outright purchases of such securities. Despite the leeway provided by policy
rates that remained higher than those in other major economies (Graph 11.9),
speculation about the possibility of similar measures being taken by the ECB
also affected euro area bond yields. Although these yield declines were quickly
reversed, announced purchases at least temporarily countered pressures from
growing supplies of government bonds (Graph 11.8). Similar “signalling
effects” (see Chapter VI) were evident in the markets for US consumer
debt-backed securitisations, where support from government programmes
had contributed to a tightening of spreads (Graph 1.2, right-hand panel), and
would later be observed also in Europe, following an announcement in early
May that the ECB was to start purchasing euro-denominated covered bonds
(Table 11.1).

Broader asset markets also recovered, albeit from depressed levels. The
announced bond purchases added to the optimism that had taken root earlier
in the month following the release, on 10 and 11 March, of favourable
performance data from large US banks. In response, both equity and credit
markets bounced back from their lows, again driven by the financial sector.
Both markets expanded these gains in the following weeks, supported by
announcements of additional policy action, investor beliefs that the initiatives
launched at the G20 summit in London would help boost the global economy,
and robust first quarter earnings at major banks and corporates. With tentative
improvements in key macroeconomic indicators providing further impetus,
the S&P 500 rose by 29% between 9 March and end-April, with other major
indices climbing by similar amounts. Emerging market assets also rose during
this period; the gains reflected positive developments in key markets, such as
China, and recovering equity prices in emerging Europe, where broad regional
indices outperformed those in industrial countries (Graph Il.11, centre panel).

Yet despite these positive developments, continuing financial sector risks
were underlined by persistent signs of market dysfunction. Although repeated
central bank injections of liquidity and the provision of government guarantees
had helped to calm interbank lending and to lower Libor-OIS spreads, observed
levels remained substantially higher than before the start of the crisis in 2007,
partly because of considerable lingering uncertainties about the scope and
effectiveness of government support (Graph Il.4, left-hand panel). Forward
rates, in turn, pointed to investor expectations of only limited further
improvement in Libor-OIS spreads up to end-2009. Similar concerns prevailed
in credit markets. The pricing differential between CDS contracts and
corresponding cash market bonds, the so-called CDS-cash basis, had moved
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to unusually negative levels in the aftermath of the Lehman bankruptcy. The
arbitrage activities that would usually tend to compress the basis require
investors to commit both funding and capital; wide price differentials therefore
pointed to persistent balance sheet constraints along with large relative liquidity
premia across markets (Graph II.3, right-hand panel).6

In mid-May, despite further valuation gains across various asset classes
in the wake of bank stress tests conducted by the US authorities, market
conditions continued to be fragile. Unprecedented policy action had managed
to halt the financial crisis, but normalisation was bound to be a protracted
process. With a sustained recovery unlikely to take hold without a lasting
stabilisation of the financial sector, questions remained about how effective
past and future policy measures would be in maintaining the improved tone in
markets (see also Chapter VI). Substantial reductions in policy rates and yields
reflected aggressive policy action as well as a deteriorating macroeconomic
environment (Graphs 1.8 and 11.9). Major equity markets had fallen to levels
some 45% below their October 2007 highs, and valuations, as measured by
forecast-based price/earnings ratios, were back to values last seen in the early
1990s (Graph 1.7, left- and right-hand panels). Credit spreads, while having
come down substantially from their peaks, were still wide by historical
standards, reflecting expectations of sharp increases in default rates and
associated losses on bond and loan portfolios (Graph 1.6, left-hand and centre
panels; see also Chapter lll). While the cyclical deterioration in credit quality was
thus bound to continue, forward CDS spreads suggested that risk premia were
expected to revert to more normal levels over the medium term (Graph II.3,
centre panel).

6 Factors commonly driving the CDS-cash basis include funding constraints, counterparty credit risk
and relative liquidity conditions. See J De Wit, “Exploring the CDS-bond basis”, National Bank of Belgium
Working Papers, no 104, November 2006.

36 BIS 79th Annual Report

... suggesting that
normalisation was
bound to be a

protracted process



lll. The financial sector under stress

Financial sector firms were subjected to extreme stress during the period
under review. The turmoil that originated in the subprime mortgage market in
early 2007 gradually developed into a full-fledged crisis that reached historic
proportions in mid-September 2008. Financial institutions entered a protracted
period of illiquidity in asset and funding markets, and suffered outsize losses.
A number of firms failed. Chief among them was Lehman Brothers, whose
bankruptcy played a catalytic role in the dynamics of the crisis (see Chapter Il).
Other institutions came to the brink of bankruptcy before being taken over by
larger firms or the public sector. The size and nature of policy interventions
were unprecedented.

Over the medium term, the health of financial firms will depend on the
interplay between their response to losses and the dynamics of the
macroeconomy. The feedbacks between the two become particularly strong
when the capital cushions of financial firms are depleted. In the first stage
of the crisis, capital raised from private investors met the cost of writedowns
on securities portfolios. In subsequent stages, private capital had to be
supplemented on a large scale by public sector resources to address
mounting losses on institutions’ loan books driven by rapidly deteriorating
macroeconomic conditions. The pace and shape of recovery will be critically
linked to the ability of financial firms to manage their leverage and capital
positions in a challenging environment without unduly restricting the flow of
credit to the economy.

From a longer-term perspective, the crisis carries important messages for
the structure and stability of the financial system. The events of the past two
years highlighted how strong the interdependencies between financial system
components can become. Market participants and also, arguably, prudential
authorities underestimated the complementarities in the roles of different actors
along the securitisation chain, the close interlinkages among financial markets
and institutions, and the interplay between asset market and funding liquidity.

Decisions taken by private sector participants and policymakers in dealing
with the crisis will help shape the future structure of the financial sector.
Their actions will, for instance, influence not only the speed with which
intermediation activity adjusts to the availability of capital at the current juncture,
but also the type of institutions that will emerge from the crisis. Private and
public sector decisions will also determine whether the secular trend towards
greater international openness will continue or stall.

Financial firms under stress

The performance of financial firms deteriorated sharply last year. Writedowns
rose further from the levels registered in the first stage of the crisis prior to
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1Based on credit default swap (CDS) spreads for 10 commercial and eight investment banks headquartered
in North America (NA), 16 universal banks headquartered in Europe and 14 insurance companies
headquartered in the United States and Europe; in per cent. 2The “Total” line plots the risk neutral
expectation of credit losses that equal or exceed 5% of the four financial segments’ combined liabilities in
2008 (per unit of exposure to these liabilities). Risk neutral expectations comprise expectations of actual
losses and preferences. The shaded areas portray how the total is allocated among the four financial
segments. The vertical line marks September 2008, the month in which Lehman Brothers filed for Chapter 11
bankruptcy protection. 3 The average share of institutions’ asset return volatility accounted for by a risk
factor that is common to all four financial segments.

Sources: Bankscope; Bloomberg; Markit; BIS calculations. Graph 1.1

March 2008. Revenues fell and funding costs surged. The crisis affected a wide
array of institutions across a number of countries. The stress on the financial
system was compounded by the feedback effects of a rapid decline in global
economic activity, which put further pressure on balance sheets and revenues.

Market participants’ growing concern about financial sector solvency was
reflected in the soaring costs of insurance against the default of individual
large firms and the system more broadly. Premia on credit default swaps
(CDS) referencing those firms widened across segments and geographical
jurisdictions. The market price of insurance against systemic-scale losses in the
financial sector increased in waves. It reached new heights during the third
and most acute stage of the crisis, starting in mid-September 2008, doubling
from the previous peak of six months earlier (Graph lll.1, left-hand panel). The
systemic nature of the episode is reflected in the increased importance of a
common driver of default risk across the different segments of the global
financial sector. This has been particularly noticeable for insurance companies
and European banks (Graph lll.1, right-hand panel).

Bank profitability

The profitability of banks plunged last year owing to the realisation of losses
on marked to market (securities) portfolios and the progressive deterioration
of loan books as the economic slump deepened. Although the decline in bank
profits was a global phenomenon, the way banks have been affected by the
crisis has differed somewhat according to the circumstances in their respective
home markets.

38 BIS 79th Annual Report

A systemic crisis

Banks’ earnings
plummeted ...



.. in the United
States ...

... and Europe

Banks in the United States saw their pre-tax profits in 2008 more than
halved compared with the previous year (Table Ill.1). The full-year results,
however, conceal the sharp deterioration in the second half. For example, one
in three US banks lost money in the fourth quarter, and the sector as a whole
recorded its first quarterly loss since 1990. Net interest margins also came
under pressure, especially for smaller banks that found it hard to reduce their
deposit rates. There was a surge in US bank failures in 2008. A total of 25
deposit-taking institutions failed, with combined assets of $372 billion, about
10 times higher than during the previous peak in bank failures in 1993. The
failure of Washington Mutual accounted for $307 billion of the total and was
the largest US bank failure in history (Table II.1). The bank was eventually
absorbed by JPMorgan Chase, another large bank, with the assistance of the
supervisory authorities. Besides the failed banks, the number of institutions
on the US deposit insurer’s list of problem banks swelled to 252 with total
assets of around $159 billion. Further large failures were averted as weakened
institutions were acquired by others with healthier balance sheets.

In Europe, the general picture of bank performance in 2008 was broadly
similar to that in North America. Profits plummeted across the board, and as
a group the largest banks in the Netherlands, Switzerland and the United
Kingdom registered a net loss. The size of the earlier residential property
boom in Ireland, Spain and the United Kingdom posed an especially large
challenge to banks in those countries once real estate markets slowed. Certain
German banks were also affected by real estate exposures, albeit mainly
indirectly through securities positions and exposures to commercial property.
French and Italian banks were less affected by losses on structured finance
investments, given their stronger focus on the domestic retail market.

Profitability of major banks?

As a percentage of total average assets

Pre-tax profits Net interest margin | Loan loss provisions Operating costs

2006 2007 2008 | 2006 2007 2008 | 2006 2007 2008 | 2006 2007 2008
Australia (4) 1.54 1.42 095 | 1.87 1.70 166 | 0.12 0.13 0.26 | 156 1.38 1.51
Austria (3) 148 112 066 | 1.72 195 210 | 0.34 0.24 045 | 217 2.1 2.29
Canada (5) 1.22 112 048 | 152 148 1.42 | 0.09 0.13 0.21 237 227 2.00
France (5) 073 0.41 0.05| 059 049 070| 0.05 0.09 0.21| 1.20 119 1.23
Germany (6) 0.43 025 -0.41| 051 051 063 0.05 0.05 0.19| 096 0.88 1.18
Italy (5) 1.05 0.88 029 1.77 168 194 | 0.25 0.25 0.42| 2.18 199 231
Japan (13) 0.46 029 0.12| 0.48 0.49 0.50| 0.04 011 0.19| 0.49 055 0.65
Netherlands (4) 0.48 030 -0.79 | 1.03 085 096 | 0.10 0.09 0.27 1.13 1.01 1.33
Spain (5) 1.37 1.44 110 | 164 172 1.83 | 0.31 037 053 | 1.75 1.77 1.89
Sweden (4) 096 089 067 | 098 097 099 |-0.02 0.02 0.1 099 096 1.00
Switzerland (6) 0.80 038 -194 | 0.51 053 0.49 | 0.00 0.03 0.07| 1563 178 255
United Kingdom (9) 090 0.74 -0.10| 1.16 1.02 0.81 0.25 0.22 0.40| 156 1.37 1.28
United States (9) 1.71 098 036 | 235 228 216 | 0.19 0.51 1.1 295 3.31 3.44

Source: Bankscope.

1 The number of banks in the 2008 sample (for total assets) is indicated in parentheses. For UniCredit Bank Austria and all
Japanese banks, 2008 data refer to September observations.

Table I11.1
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Continental European banks, in contrast to their UK peers, partially cushioned
losses through an increase in their net interest margins.

A number of European lenders averted outright bankruptcy thanks to
direct support from the public sector (see Chapter VI for a discussion on
financial sector rescue packages). Of particular interest was the case of the
banking and insurance company Fortis. Its substantial cross-country operations
were split as a result of the intervention by the prudential authorities and the
support that it required from the public purse. In Germany, the crisis gave
some impetus to the restructuring of the domestic banking sector. It acted as
a catalyst for a number of mergers between lenders, including some of the
country’s Landesbanken, while the government encouraged further mergers
as a condition for the financial support it provided to the industry.

Having put the loan problems of the previous decade behind them,
Japanese banks were thought to be in a position to gain from the weaknesses
of their international competitors. They started 2008 showing relative resilience
to the troubles of their peers in other advanced economies because of
smaller exposures to subprime and structured products. Some of the larger
lenders made tentative investments in the recapitalisation of foreign banks.
Nevertheless, the profitability of Japanese banks remained poor, partly
because of their structurally narrow net interest margins. Consequently, their
capital base remained weak. And any plans for international expansion were
put on hold in the second half of the year when the domestic economy fell
into recession and losses intensified.

Composition of bank losses

As the macroeconomic situation worsened over the course of the past year,
institutions faced increasing pressure on earnings and mounting losses on
their credit risk exposures. The shifting composition of bank losses reflected
the evolution in the character of the problems confronting the industry.

During the first stage of the crisis, writedowns were closely linked to
traded portfolios of structured finance products and securitised exposures to
the subprime mortgage market. Losses were exacerbated by illiquidity in the
markets for those instruments, which led to substantial reductions in their
marked to market valuations (see Chapter Il and Table 11l.2). While there was
considerable uncertainty about the magnitude of the losses and their
distribution across the system, they were perceived as being contained within
a certain class of assets.

The general economic slowdown that ensued in the later stages of the
crisis, in particular after the global crisis of confidence in September and
October 2008, meant that bank losses became more closely connected to
macroeconomic performance. In this period, the majority of writedowns were
more directly linked to a surge in borrower defaults (Graph 1.6, left-hand panel;
Graph IV.5, right-hand panel) and to anticipated defaults as evidenced by the
increase in the amount and relative importance of provisioning expenses.

Loan loss provisions as a fraction of bank assets were universally higher
in 2008 than in previous years (Table Ill.1). Compared with 2007, the rate at
least doubled for Australian, French, Swiss and US banks and jumped even
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In billions of US dollars

Composition of announced bank losses’

Q3-Q4 2007 Q1-Q2 2008 Q3-Q4 2008 Q12009
Securities 120.5 97.0 106.1 21.0
Provisions 39.2 96.9 149.3 43.9
Real estate 3.2 11.6 55.9 3.0
Leveraged loans 8.3 16.4 10.4 2.0
Monolines 7.4 26.5 13.7 13.3
Other 27.4 47.7 100.4 10.6
Total 206.0 296.0 435.8 93.7

1 Writedowns in original currency converted to US dollars at end-of-period exchange rates. The
classification is based on disclosures by large international banks that may not be perfectly comparable
across reporting institutions.

Table I11.2

Sources: Bloomberg; BIS calculations.

higher in the case of German, Dutch and Swedish lenders. Credit costs are
likely to continue on an upward trajectory as weakening economic activity will
probably impair the private sector’s ability to service debt. Rating agencies
expect corporate default rates to increase further. In addition, the performance
of banks’ household credit portfolios will depend on the length and depth
of the contraction in incomes. Initial signs of problems in US banks’ credit
card portfolios indicate a stronger pass-through from unemployment to
delinquencies than that suggested by historical experience. The close
interdependency between financial sector performance, the supply of credit
and the debt servicing capacity of borrowers implies greater uncertainty in the
overall outlook for banks.

Investment banking

The crisis has left deep scars on the investment banking industry, which was
arguably the hardest hit segment of the financial sector. The magnitude of
firms’ losses combined with a difficult trading and funding environment was
especially punishing. Their portfolios were highly exposed to the most affected
asset classes. Large holdings of structured securities, including those with the
highest risk, and unhedged exposures in the securitisation pipeline were
marked down dramatically. The illiquidity of asset and funding markets proved
particularly challenging for the investment banking business model. Firms
could no longer rely on an increasing volume of transactions to generate
revenue growth or on cheap and readily available short-term financing to
support high levels of leverage.

Industry observers estimated that net revenue for the largest investment
banking operations fell by more than 90% in the third quarter of 2008 compared
with the same period a year earlier, as market activity seized up. All lines of
business were affected. Securities underwriting declined for the year as primary
market issuance slowed and associated revenues fell (Graph IIl.2). Merger and
acquisition advisory business held up better by comparison, although it also
slowed in the first quarter of 2009.
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Indicators of investment banks’ activity and risk

Securities underwriting’ Value-at-risk4

Financing activity. 5

international debt securities issuance.
value-at-risk; Q4 2002 = 100.
(including through repo transactions) broken down by the fixed income security used; amounts outstanding.

4 Market capitalisation-weighted average of eight large institutions’

Sources: Federal Reserve Bank of New York; Bloomberg; companies’ financial reports; BIS.

[ Equities? | — Total — Treasuries 1 Total
[ Bonds® = 12 —— Interest rate 350 —— Agencies |
] — MBS ||||
1,000 300| | — Corporate I l'"”rll'\ =
— |l
HHETH ™ =« st -
I Ry - [
M ||I||||I||ll 0 .,...|||||||||||| il
500 200 |||||||||||||.|!m|m.'m||||||||ii|||ii||||||||||||un.||I|I||||||!!!!! 0
250 150 -200
0 | | | | [ 100 [ | 1 [ | | -400
96 98 00 02 04 06 08 03 04 05 06 07 08 03 04 05 06 07 08 09
TIn billions of US dollars. 2 Initial public offerings in Germany, Japan, the United Kingdom and the United States. 3 Completed

5 Net financing of US primary dealers, measured by the net amount of funds primary dealers borrow

total and interest rate

Graph 111.2

The demise of the standalone investment bank has been a salient feature
of the crisis, the second stage of which spanned the period between the March
2008 near collapse of Bear Stearns and the September bankruptcy filing by
Lehman Brothers, two of the largest independent firms (see Chapter Il). During
those six months, all of the other major Wall Street firms either were absorbed
under stress by larger banking organisations or took on a banking charter in
order to improve their access to the prudential safety net. More generally,
investment banking operations were reduced across the board independently
of their institutional affiliation. Employment declined radically. Staffing levels
at Bear Stearns and Lehman Brothers were cut by more than half as their
operations were taken over by other institutions. The staffing cuts at other
firms broadly mirrored the size of their realised losses.

The restructuring of the sector, however, goes beyond headcount. Loss-
making firms have been rebuilding their balance sheets while restructuring and
reorienting their operations in response to lower fee income and in an effort to
reduce leverage and risk. Some have diversified their funding model away from
wholesale capital markets towards operationally more expensive but arguably
more stable sources, such as deposits. As a result, the volume of securities
financing transactions, including through repurchase agreements, has fallen
(Graph 1ll.2, right-hand panel).

As larger firms have shrunk in size, albeit not in complexity, smaller
specialised operations have emerged. Some were set up by senior staff fleeing
the industry leaders either because of restructuring or, given the backlash
over executive pay in the financial sector, in anticipation of a reduction in
compensation. These smaller, so-called boutique, firms are breaking with past
industry strategy that regarded consolidation as the main path to profitability.
If successful, they could provide a competitive alternative to larger and more
integrated firms, including universal banks that absorbed large, distressed
investment banks.
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Cost of equity and debt’
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Sources: Bloomberg; Datastream. Graph I11.3

Bank capital and deleveraging

The crisis seriously impaired banks’ balance sheets. The losses weakened their
capital base and obliged them to raise new capital or preserve existing capital
by scaling down their activities.

Banks have struggled throughout the crisis to maintain capitalisation at a
level regarded as adequate by markets and supervisors. During the first crisis
stage, banks shored up capital by raising funds from various private sector
sources. Some issued new rights in public markets, while others struck direct
agreements with private investors or foreign sovereign wealth funds. As losses
kept mounting through the second and third crisis stages, those sources
became increasingly expensive or unavailable. The cost of equity capital, for
example, surged as the market value of banks’ shares plummeted (Graph III.3).
Higher funding costs reflect the uncertainty about the resilience of bank
balance sheets and the expectation that the economic slowdown will have an
additional negative impact on earnings. Public sector funds, via capital
injections and guarantees of bank liabilities, replaced private sector sources in
the later stages of the crisis (see Chapter VI).

Banks have generally been expected to raise capitalisation levels, even
though their capital ratios at the end of 2008 compared favourably with those
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seen in the years of rapid balance sheet expansion prior to 2007 (Table 111.3). ... as market
expectations became

Markets and supervisors have been scrutinising the level as well as the loss .
more demanding

absorption quality of banks’ capital cushions. Market participants, investors
and counterparties have derived only limited comfort from capital reserves
that are barely in line with regulatory minimum requirements. Markets have
discounted the importance of hybrid capital instruments because they can be
partially shielded from losses. Nor have public funds been regarded as proper
substitutes for private capital for a number of reasons. First, from the
perspective of competitive equality, public support of banks unlevels the
playing field while blunting market discipline. Second, from the viewpoint of
investors, public injections of funds may not offer the highest form of
protection if, as is often the case, they take the form of preferred shares, which
are senior to common equity and have enhanced rights and thus do not have
the same loss-absorbing capacity. Finally, from the perspective of banks’
management, public support comes with implicit or explicit restrictions on
their decision-making.

A number of banks responded opportunistically in managing their capital Some banks became
position. Some broke with historical practice and surprised investors by not °PPortunistic
calling subordinated debt issues prior to the contractual step-up in interest
payments, preferring to incur a higher cost than to access the market with a new
issue. Others took advantage of depressed secondary market prices by buying
back previously issued debentures: the difference between the market price
and the book value of these liabilities boosted core capital buffers. In response
to capital deficiencies identified by supervisory-led stress tests of balance
sheets at major US banks, a number of institutions announced recapitalisation
plans for the second half of 2009.

Capital and liquidity ratios of major banks

Tier 1 capital/risk-weighted | Non-performing loans/total| Net loans/total deposits
assets assets

2006 2007 2008 2006 2007 2008 2006 2007 2008
Australia (4) 7.2 6.8 7.8 0.2 0.2 0.3 89.8 83.2 80.0
Austria (3) 8.9 7.9 7.5 2.1 2.3 58.1 63.2 65.7
Canada (5) 10.4 9.6 9.6 0.2 0.2 0.4 56.2 57.2 60.2
France (5) 8.0 7.6 8.0 1.1 0.9 1.0 32.8 33.4 31.9
Germany (6) 8.3 7.8 8.9 0.9 0.7 0.4 29.4 28.0 25.2
Italy (5) 6.9 6.5 7.3 3.7 3.0 35 68.9 71.5 71.9
Japan (13) 7.6 8.1 7.9 1.0 0.9 1.0 54.8 56.0 57.9
Netherlands (4) 9.0 10.0 10.2 0.6 0.4 0.9 50.4 49.7 58.0
Spain (5) 7.6 7.9 8.3 0.5 0.6 1.7 76.7 75.9 73.1
Sweden (4) 7.2 7.2 8.0 0.4 0.3 0.5 74.2 74.9 70.3
Switzerland (6) 11.6 11.4 13.7 0.4 0.3 0.3 35.3 34.3 39.6
United Kingdom (9) 7.8 7.6 7.6 0.8 0.8 1.1 59.6 55.1 40.7
United States (9) 8.6 8.3 9.0 0.3 0.6 1.0 63.2 61.9 54.8

1 Weighted averages by banks’ relative assets. The number of banks in the 2008 sample (for total assets) is indicated in
parentheses. For UniCredit Bank Austria and all Japanese banks, 2008 data refer to September observations.

Source: Bankscope. Table 1.3
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The difficulties banks have faced in maintaining capital buffers that satisfy
investors, counterparties and supervisors illustrate that the interaction between
the availability of capital and uncertainty about incipient risk can be intensely
procyclical. Uncertainty about the path of future revenues and concern about
continuing losses drove the quest for higher levels of protection at the same
time that banks had to deal with a surge in writedowns. The same uncertainty
also limits the supply of capital to banks in periods of systemic stress, precisely
when it is most needed. Such experiences offer strong arguments in favour of
providing incentives to institutions to build buffers in good times that can be
used during more stressful periods (see Chapter VII).

Deleveraging

The elevated cost of funding has forced banks to trim the assets side of their
balance sheets. The effective degree of leverage at banks has been coming
down from the heights reached prior to 2007, even though the effect on total
credit extended may not be as easily discernible in aggregate statistics.
Credit flows have been a lagging indicator of the impact of the crisis on
financial intermediation. Aggregate statistics show a sharp slowdown in the

Credit growth and lending standards

Credit to the private non-financial sector?
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TYear-on-year growth, in per cent. 2 Net percentage of banks reporting tightening standards in surveys by
national central banks. The vertical line marks 15 September 2008, the date on which Lehman Brothers filed
for Chapter 11 bankruptcy protection.

Sources: Datastream; national data. Graph .4
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LBO loan market: size, pricing and risk
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growth of credit to the private sector starting late in the first stage of the crisis
(Graph Ill.4, top panels). These figures, however, conceal more pronounced
shifts in lenders’ attitudes, and have been influenced by the effective closure
of many securitisation markets. Banks tightened their lending standards
throughout the first three crisis stages across all types of loans, although
arguably more sharply in the case of household credit, including mortgages
(Graph lll.4, bottom panels). The tightening of standards affected new credit.
During the early stages of the crisis, reported credit growth remained robust,
but to a large degree this reflected special circumstances. The first of these was
market and supervisory pressure on banks to consolidate previously off-balance
sheet exposures to securitisation vehicles. This tended to swell balance sheets
without, of course, reflecting any fresh extension of credit. Second, borrowers
pre-emptively raised funds in anticipation of credit tightening by drawing down
credit lines that had been granted before the crisis, often at very favourable
terms. In the later stages of the crisis, as problems were transmitted from
the financial sector to the real economy, the decline in the growth of credit
aggregates arguably also reflected a slowdown in demand. Firms and
households refocused towards capital preservation as well as towards
managing excess capacity and high levels of debt. The continuing increase in
lenders’ credit costs associated with the higher incidence of defaults suggests
that the process of adjustment is far from completed. Conceivably, credit growth
may continue to contract through the early stages of the eventual recovery.
The impact of deleveraging can be clearly seen in declining debt issuance
linked to leveraged buyouts (LBOs). In the years leading up to the crisis, the
rapid increase in the activity of private equity funds was accompanied by a
boom in the issuance of debt, which peaked in early 2007. In fact, the
combination of debt overhang, tighter credit conditions and a downward
revision in corporate earnings forecasts has brought the LBO market to a
virtual halt (Graph IIl.5). Some private equity funds, unable to find profitable
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Credit and asset prices after banking crises
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Historical
comparisons can
be misleading

Investment losses
for insurance
companies ...

opportunities, have returned capital to their investors. Others have been trying
to manage their debt levels by seeking concessions from creditors.

Experience with the aftermath of previous financial crises can provide a
benchmark for the potential effect of the current crisis on credit (Graph III.6).
Across a number of countries, the current decline in the ratio of credit to GDP
from its recent peak is about four fifths of its average post-crisis decline.
Property markets, which are an important factor in the dynamics of this credit
cycle, also do not appear to have fallen in line with past experience. In contrast,
declines in equity markets in a number of economies appear to have overshot
the average for past episodes. An important caveat, however, is the international
character of the current crisis relative to others in the recent past. Problems in
the financial sector have been particularly deep-seated and synchronised
across the industrial world. Similarly, the slowdown in economic activity has
been global in nature. This suggests that the current crisis may prove to be
longer and the process of economic recovery slower than in earlier, less
international episodes.

Insurance companies and pension funds

Insurance companies and pension funds have been affected by the crisis in
several ways. Asset price declines and lower long-term interest rates delivered
large hits to both sides of their balance sheets. For individual insurers, the
foray into insuring against credit risk was a source of considerable stress.
For the majority of insurance companies, the main effect of the crisis has
been on their financial performance rather than on premium income. The crisis
does not appear to have had a major immediate impact on sales of insurance
products. Life insurance premiums grew, albeit at a more moderate pace than
in previous years, even as non-life premiums stagnated. This trend may not
continue if liquidity-constrained clients decide to raise cash by cancelling their
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insurance policies. The impact of the asset market slump was reflected primarily
in the performance of financial asset portfolios. Companies suffered losses as
prices fell across a broad array of asset classes. Individual companies also
registered significant losses on holdings of instruments related to subprime
mortgages. For life insurance companies, the decline in the level of long-term
yields also meant an increase in liabilities on long-maturity policies. The
announcement of losses in the insurance industry has lagged that in banking
in part because differences in accounting practices mean that the former is
slower to recognise investment portfolio results.

The firms affected most by the crisis were those involved in the provision
of credit risk insurance. Monoline insurance companies, which specialise in the
provision of credit guarantees, remained under strain and the intervention of
prudential authorities was necessary to avert bankruptcies on a large scale. As
the creditworthiness of borrowers declined, concerns about the ability of monoline
insurers to honour their guarantees mounted and led to significant marked to
market losses for banks that had purchased insurance (Table Ill.2). The near
collapse of AIG, an insurance conglomerate, was directly linked to the underwriting
of credit risk. Its writedowns surged along with soaring CDS spreads. The size
of its liabilities and the central role its credit derivatives operation played
as counterparty in the over-the-counter market repeatedly necessitated
extraordinary official intervention to provide substantial financial support.

The value of pension fund assets is estimated to have fallen by about 20%
over the course of 2008. As the value of liabilities swelled, the coverage ratios
of the funds declined sharply, and with them the funds’ risk appetite. As a
result, many funds increased their portfolio allocation to government bonds.
Looking ahead, the retreat from riskier investments could contribute to
pressure on equity markets, delaying their recovery. Similarly, the decline in
the pension wealth of households participating in defined contribution plans
and of employers sponsoring defined benefit plans has implications for
aggregate spending (see Chapter 1V).

Hedge funds

Hedge funds have not played a central role in shaping the dynamics of the
crisis, but they have been greatly affected by events. Their asset performance
has been hit hard, and their funding conditions have worsened dramatically.
As a result, a number of funds have found themselves in serious difficulty.
The past year was one of the worst on record for hedge fund
performance. Financial results were negative across practically all investment
strategies, as well as for funds of funds (Graph IIl.7), as returns in asset
markets plummeted and the cost of funding soared. In addition, the general
shortage of liquidity in the markets coupled with investors’ withdrawal
from risk-taking had a large impact on hedge funds. As counterparties pressed
for increased transaction margins and investors withdrew funds on an
unprecedented scale, the industry contracted sharply. Estimates of assets
under management shrank by more than one third in the course of the second
half of 2008, with bad performance and customer withdrawals playing an
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Sources: Hedge Fund Research, Inc; BIS calculations. Graph IIl.7

equal role in the decline. A number of funds closed. Many fund managers
attempted to preserve capital by restricting withdrawals, thereby lengthening
investors’ effective lock-in period.

The crisis is likely to accelerate the trend in the industry, already in
evidence for some time, towards greater institutionalisation and transparency.
To avoid the fate of smaller funds that were liquidated as a result of investor
withdrawals, many larger funds have oriented their marketing more towards
institutional investors. Such a shift engenders demands for greater
transparency about the investment strategy and greater scrutiny of risk
management processes. The headline news about massive fraud by a large
New York-based fund is likely to have similar effects. Although it is best not to
generalise from this particular incident, due diligence by wealth managers,
who channel the investments of high net worth individuals into hedge funds,
will intensify as a result. Responding to the challenges of the investment
environment, some of the larger funds introduced lower fee schedules and
processes that pay closer attention to the needs of large institutional clients.
Finally, a number of official recommendations for the reform of the prudential
framework imply tighter oversight of the industry. Such reforms include the
registration of all hedge funds, more demanding reporting requirements for
the larger funds and direct supervision of those whose operations have
implications for systemic stability.

The long-term implications of the crisis for the financial sector

The crisis has already profoundly affected the global financial system. The
scale of the losses suffered has seriously damaged financial firms' balance
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sheets. However, the efforts by institutions to rebuild their strength will have
implications not only for their short-term performance but also for the financial
structure beyond the current episode. Similarly, official initiatives aimed
primarily at resolving the crisis are likely to exert a lasting influence on the
financial landscape.

The crisis is bound to condition the understanding of financial risk both at
the level of the single firm and at the level of the financial system. In particular,
this episode has highlighted the degree to which the interactions among
the components of the financial system, as well as between the system and
the real economy, had been misjudged. At the level of the firm, it pointed
to shortcomings in the functioning of securitisation markets that, when
overlooked, can reverse the diversification benefits these markets can offer.
Similarly, it demonstrated the vulnerability that can arise from the use of
market-based funding channels for financial institutions, especially when
combined with high leverage. At the systemic level, the crisis showed that the
interconnections between financial markets and institutions place a natural
limit on how far systemic risk can be reduced through the existence of
multiple channels of intermediation.

The shortcomings of securitisation

The crisis highlighted several shortcomings in the originate-to-distribute
business model. During the early stages of the crisis, some observers labelled
it as the first such episode of the securitisation era. While this characterisation
arguably exaggerates the causal influence of securitisation, it does reflect the
fact that exposures to securitised loans accounted for the bulk of the financial
sector’s early losses. Failures in information flows along the securitisation chain
played a key role in shaping the dynamics of the crisis.

The potential benefits of securitisation are easily understood. By divorcing
the origination of credit from the ultimate bearing of risk and allowing greater
risk dispersion, securitisation can improve the overall efficiency of financial
intermediation. Actors along the securitisation chain can make best use of
their comparative strengths in processing information or managing particular
types of risk.

The events surrounding the crisis revealed how these benefits can
be undermined by weaknesses stemming from the interactions between
individual incentives and the quality of the information flow along the
securitisation chain. Originators, intermediaries, investors and third-party
assessors of risk each have specific responsibilities and different perspectives.
The integrity of the securitisation process depends critically on those
interlocked interests reinforcing the incentive of all parties to seek and make
use of information. In the event, potential reputational costs from sub-par
evaluation and monitoring of risk by originators and intermediaries were
outweighed by the incentive to pursue growth created by volume-linked
revenue structures. Investors’ self-preservation incentives appeared numbed
in an environment where the presumption of liquidity marked up the
portfolios of seasoned securities on the basis of the prices of newly issued
transactions. The complexity of securitisation structures contributed to the
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breakdown in incentives by obscuring the relationship between ultimate
claims and underlying risks. Few understood the full implications of complex
structures for the risk-and-return characteristics of these securities and in
particular the sensitivity of their valuation to underlying assumptions.
Moreover, the complexity of the transactions combined with rapid growth in
the market led investors to rely excessively on rating agency assessments of
risk. In retrospect, the poor quality of ratings contributed to the mispricing of
securitised products.

The crisis underscored the critical importance of having high-quality
information available to all parties, of ensuring that the responsibilities of all
parties are clear, and of strengthening discipline by ensuring that all parties
retain a sufficient degree of exposure to the overall risk. A central lesson has
been that dispersion of exposures may provide only illusory risk diversification
to individual participants in the securitisation chain if the system as a whole
is exposed to concentrations of mispriced risk.

Interdependencies between institutions and markets

An efficient financial system channels resources from savers to investors, and
allocates risk to those most capable of bearing it, in the least costly way. The
existence of markets that rely on arm’s length transactions to perform these
functions alongside financial firms that intermediate on their balance sheet
has been a desirable feature of advanced financial systems. Substitutability
between the two alternative channels of intermediation has been viewed as a
source of system stability and robustness: the risk of systemic bottlenecks
would be reduced through diversification across the two channels.

The crisis revealed once more that this view does not emphasise
sufficiently the strong interdependencies between on-balance sheet and
market-based intermediation. Institutions depend on markets for revenue
generation, risk management and funding, while market functioning depends
on institutions to provide market-making services, securities underwriting and
lines of credit. These interdependencies between markets and institutions
were showcased by the difficulties that institutions faced in funding their
operations in illiquid markets and the problems created in the functioning of
markets when the participating institutions were under stress. Heightened
concern about counterparty risk led to a seizing-up of markets and undermined
the liquidity of portfolios and firms’ funding strategies, causing large losses.
An important message from the crisis is that the stability of both channels of
financial intermediation is supported by a common capital base. Table ll.4
suggests the key role of large financial firms in both the on-balance sheet and
market-based intermediation channels by highlighting that the same set of
institutions are involved in both functions.

Such interdependencies present considerable challenges for prudential
policy aimed at ensuring that problems with individual institutions do not
generate systemic disruptions. Dealing successfully with systemic risk requires
that policy instruments be designed and calibrated taking into account the links
between the various components of the financial system and, more generally,
that policy implementation adopt a systemic perspective (see Chapter VII).
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Concentration measures across financial product lines
In per cent
Institutions’ share of activity’
Top five institutions, International bond International Arrangements of
by activity and period - equity syndicated loan
underwriting L. e
underwriting facilities
Bond underwriting
1991-1996 39.5 35.4 .
1997-2002 45.7 38.1 48.62
2003-2008 40.2 30.8 40.4
Equity underwriting
1991-1996 28.1 53.8 .
1997-2002 34.0 52.3 18.22
2003-2008 29.0 44.8 24.1
Syndicated loan lead
arrangement
1998-2002 42.4 27.8 78.32
2003-2008 33.6 24.8 84.8
Derivatives dealing
1994-1996 26.1 25.9 .
1997-2002 37.8 28.4 48.12
2003-2008 32.1 325 28.4
1 Percentage share of the total volume of activity in each column accounted for by the top five
institutions in each row. For example, in 1991-96 the top five bond underwriters accounted for 39.5%
of the total volume of international bonds underwritten and for 35.4% of the total volume of international
equities underwritten. 2 1998-2002.
Sources: Dealogic; Dealogic Loanware; Swaps Monitor; BIS calculations. Table lll.4

Limits to international diversification?

The secular trend towards greater internationalisation of banking has been an
important feature of the financial system. Internationally active banks have
broadened their investment portfolios and extended their presence in foreign
jurisdictions. The outstanding stock of BIS reporting banks’ foreign claims
grew from $11 trillion in 2000 to over $30 trillion by mid-2007, a major
expansion even when scaled by measures of economic activity. The pursuit of
diversification opportunities has been an important motivation. However, the
crisis has called into question the perceived degree of asset and liability
diversification attained by banks with international operations. The responses
of individual institutions as well as changes in the policy framework may
betoken a slowing of this trend.

On the assets side, a heightened sense of risk associated with foreign
exposures may now be inducing a “home bias” in lending. In a global systemic
crisis, the benefits of international diversification are reduced, as institutions
see their domestic and foreign exposures deteriorate simultaneously and as
host economies import the strains foreign banks face in their home markets in
the form of a reduced supply of credit. Moreover, cutting down expenses may
be easier in the case of foreign country operations than in the home country,

52 BIS 79th Annual Report

The trend towards
globalisation of
banking ...

... came to a halt
during the crisis ...



... as banks
experienced severe
funding pressures ...

where public and political pressures are stronger. There are some signs that
the process of deleveraging has affected the positions of banks at home and
abroad asymmetrically: claims on non-banks residing outside the banks’ home
markets have shrunk significantly in recent quarters (Graph 111.8). The signs of
a pulling-back from international lending are more evident for US and German
lenders than for others, and the effect is more pronounced when exposures to
emerging market economies are considered (see Chapter V).

On the liabilities side, European banks seeking to fund their US dollar
exposures were particularly affected by the shortage of funding liquidity in
the past year. European lenders had built up over $5 trillion of claims on the
private sector, including investments in retail and corporate loans as well
as structured finance products related to US mortgages (Graph 1l11.9, top left-
hand panel). To finance those positions, they borrowed US dollars from the
global interbank market, from reserve-accumulating central banks and
from non-bank entities. The balance of US dollar funding was made up by
borrowing in domestic currency from home country residents (shaded area
in the bottom left-hand panel of Graph IIl.9). The currency risk associated with
such cross-currency funding was probably offset to a large extent through
banks’ reliance on foreign exchange swaps. Banks were thus exposed to
a maturity mismatch as both interbank borrowing and foreign exchange
swaps tended to be shorter-term than the investments they supported. This
imbalance has been vulnerable to the disruptions in the interbank and swap
markets since August 2007. The problems for European banks intensified
with the retreat of money market funds in the wake of the Lehman Brothers
bankruptcy (see Chapter IlI). The resulting US dollar shortage prompted the
US Federal Reserve to arrange currency swaps with other central banks,
enabling them to provide US dollars to banks in their respective jurisdictions
(see Chapter VI).

The policy response to the crisis may also contribute to a potential halting
of the process of internationalisation. The crisis brought to the fore the limits of

Banks’ foreign lending as a share of total lending’
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TLending to non-banks residing outside a given country as a share of total lending to non-banks by banks
headquartered in that country.

Sources: IMF; BIS international banking statistics. Graph IIl.8
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The US dollar funding gap among internationally active banks’
In trillions of US dollars, by sector of counterparty
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1Positive (negative) values in the top panels represent assets (liabilities) denominated in US dollars. Positions in the bottom panels are
assets minus liabilities. Estimates for European banks are constructed by aggregating the on-balance sheet cross-border and local
positions reported by Belgian, Dutch, French, German, Italian, Spanish, Swiss and UK banks’ offices in the 40 BIS reporting countries.
2The sum of banks’ international US dollar positions in non-banks and their local US dollar positions vis-a-vis US residents booked by
their offices in the United States. 3 Cross-border positions in US dollars, and local positions where the US dollar is a foreign currency,
vis-a-vis official monetary authorities. #Interbank lending to (and borrowing from) unaffiliated banks. 5 Implied cross-currency
funding, which equates gross US dollar assets and liabilities.
Sources: BIS international banking statistics; BIS calculations. Graph II.9
national authorities in dealing with troubled banks with international operations ... and policy

and exposed their difficulties in addressing domestic market problems caused ~ "eSPonses targeted
national banking

by disruptions in the international flow of liquidity. As a result, new policy systems
requirements aimed at strengthening the resources of local branches and
subsidiaries to deal independently with such risks are likely to reduce the
operational benefits of centralised risk and liquidity management by institutions

with cross-border business.

The size of the financial sector

An event of the magnitude and depth of the current crisis is also likely to be
long drawn out. Following the stages of acute strains in September and
October 2008, the financial system now has to face the structural implications
of the crisis. The progress that the financial sector makes in dealing with the
damage caused as well as the vulnerabilities revealed by the crisis will not only
shape the recovery but will also determine its timing.
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Adjustments to
intermediation
capacity will be
necessary

Historically, a prerequisite for successful recovery from a financial crisis
has been the shedding of the excess capacity that is inevitably created in the
financial sector during the preceding boom. In the run-up to the current crisis,
various metrics pointed to considerable growth of the financial sector in the
advanced economies. They include the size of financial firms’ balance sheets,
their equity market capitalisation, their share of aggregate profits and their
overall contribution to aggregate GDP. This increase in financial capacity was
driven by expectations of continuing profitability, fuelled in the latter stages in
part by an increase in leverage. The ability of financial firms to raise capital to
support the same scale of activity will be limited in the near term, and a
consequent deleveraging is consistent with financial firms shrinking in size in
order to survive the current environment. At the same time, markets and
supervisors have raised the benchmark for the capital adequacy of financial
institutions. This implies that investors’ expectations and financial firms’
targets for rates of return will need to be adjusted to less ambitious levels. The
elimination of excess capacity in the sector is thus a prerequisite for achieving
sustainable levels of profitability.
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IV. Fallout for the industrial economies

Several industrial economies began to contract in the first half of 2008. In
the second half, recessionary forces became much stronger and more global.
The resulting plunge in world trade was more rapid than at any time in the
past half-century and hit all export-oriented economies hard (Graph IV.1). The
coincidence of the end of a long global upswing, a collapse in trade and a severe
financial system shock made the downturn an unusually synchronised worldwide
phenomenon. With industrial production, exports and confidence becoming
highly correlated across economies, global output and inflation declined sharply.
Most leading international forecasters envisage a contraction in global
output of 1-2% in 2009. The United States, the euro area and Japan are in a deep
recession, and growth in emerging market economies as a whole has slowed
abruptly. The consensus forecast as of May is for global growth to recover but to
remain well below trend through 2010. As a result, several major economies are
expected to see zero or negative year-on-year inflation rates in 2009. The US
current account deficit has narrowed in recent months, with a correspondingly
large fall in the surpluses of Germany, Japan and countries in the Middle East.
The surpluses of China and other emerging economies in Asia remain large.
The short-term outlook is highly uncertain, one reason being the difficulty
in assessing the complex interaction between the real economy and the financial
system, and the impact of the exceptional policy measures introduced over
the past year or so. Recent policy measures should help support demand, ease
downward pressures on asset prices and credit flows and lead to a return of

Global output, trade and consumer prices

Annualised quarterly changes, in per cent

5 15
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-5 — Output (lhs)" 2 -15

—— Consumer prices (lhs)’
— Trade volume (rhs)3

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

TWeighted average using 2005 GDP and PPP weights of: the euro area, Japan and the United States;
Australia, Canada, Denmark, New Zealand, Norway, Sweden, Switzerland and the United Kingdom; China,
Chinese Taipei, Hong Kong SAR, India, Indonesia, Korea, Malaysia, the Philippines, Singapore and Thailand;
Argentina, Brazil, Chile, Colombia, Mexico, Peru and Venezuela; the Czech Republic, Hungary and Poland;
Russia, Saudi Arabia, South Africaand Turkey. 2 First quarter of 2009 partly estimated using forecasts from
JPMorgan Chase. 3 Sum of world exports and imports of goods in US dollars divided by unit values.

Sources: IMF; Bloomberg; Datastream; JPMorgan Chase; national data. Graph IV.1
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confidence. But the very speed of the recent downturn could create larger than
average second-round effects. In particular, if the propensity to save were to rise
further in the industrial economies — as could easily happen, given the high
overhang of household debt and dramatic reduction in household wealth -
contractionary impulses in the global economy could be prolonged.

Before the crisis

“Global saving The current crisis was preceded by a major shift in global macroeconomic
conditions. A key element of this shift was a significant rise in global gross
saving as a percentage of GDP, from about 21%% in 2001 to almost 24%% in
2007. Most of the increase reflected the relatively high saving rate of the
emerging market world, where a more than threefold rise in aggregate saving
between 2001 and 2007 had lifted the marginal propensity to save to 43%.
Average saving rates rose in most emerging market regions, but the trend was
particularly marked in China and the Middle East (Table IV.1). In addition, in
several emerging Asian economies, investment rates fell from their mid-1990s
level, leading to even higher excess saving.

In contrast, the average saving rate of industrial economies fell. The
decline was led by a sharp drop in the saving rate, notably in the United
States. In some economies (eg Ireland, Spain, the United Kingdom and the
United States), the composition of capital spending shifted markedly towards
residential construction during the first half of the 2000s.

Global gross saving and investment
As a percentage of GDP

Saving Investment
1995 | 2001 | 2007 | 2008 1995 | 2001 | 2007 | 2008
Advanced economies 21.4 20.0 19.9 18.8 21.6 20.6 21.0 20.4
United States 16.0 16.4 14.2 11.9 18.6 19.1 18.8 17.5
Japan 30.5 26.9 28.9 26.7 28.4 24.8 241 23.5
Germany 21.1 19.5 25.8 25.7 22.2 19.5 18.3 19.3
United Kingdom 15.9 15.4 15.3 15.1 17.2 17.4 18.2 16.8
Other? 21.4 22.5 225 21.9 20.1 21.2 23.5 23.2
Emerging economies 26.8 26.6 35.4 36.6 27.6 25.1 30.2 31.8
China 421 37.6 57.6 59.0 41.9 36.3 46.6 49.0
Other emerging Asia? 31.7 27.6 32.8 32.1 325 24.2 28.9 30.1
Latin America3 17.0 18.0 22.8 22.3 19.2 20.6 22.2 22.8
Middle East# 24.0 33.3 49.6 50.8 20.9 24.8 26.5 26.7
Others 22.7 23.0 23.1 24.3 23.1 20.2 23.5 24.3
Total 22.5 21.4 24.3 24.2 22.8 21.5 23.6 23.9

Country groups and total are calculated as the sum of saving or investment in the component countries, divided by the sum of
GDP in those countries, all expressed in US dollars.

1 Australia, Canada, Denmark, New Zealand, Norway, Sweden, Switzerland and euro area economies excluding Germany.
2 Chinese Taipei, Hong Kong SAR, India, Indonesia, Korea, Malaysia, the Philippines, Singapore and Thailand. 3 Argentina,
Brazil, Chile, Colombia, Mexico, Peru and Venezuela. 4 Iran, Kuwait, Libya, Oman, Qatar, Saudi Arabia and Yemen. 5 The
Czech Republic, Hungary, Poland, Russia, South Africa and Turkey.

Source: IMF, World Economic Outlook. Table IV.1
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Interest rates and household debt

In per cent
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TNominal rates less core inflation (for the United States, change in the deflator for personal consumption
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and unprocessed food; for Japan, change in consumer prices excluding fresh food). 2 The United States,
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rates; annual averages. 3 Three-month money market rates. *Ten-year government bond vyields.
5 Definition of households may differ across countries; household disposable income in net terms except
for Spain and the United Kingdom (gross).

Source: National data. Graph IV.2

One effect of this pattern of spending was the concentration of
consumption growth in only a few countries: the United States, in particular,
contributed about one third of the increase in global consumption between
2000 and 2006. Another major consequence was the rise in the US current
account deficit from a little over 3% of GDP at the end of the 1990s to a peak
of 6% in 2006. By 2007, current account surpluses as a percentage of GDP
had soared in countries that were major exporters of manufactured goods —
in China to more than 10% of GDP; in Germany to almost 8%; and in Japan
to about 5%. Current account surpluses in the Middle East were boosted by
higher oil prices.

The pre-crisis household spending boom in many advanced economies
was sustained by several interrelated factors. One was a significant decline in
real long-term interest rates, made possible not only by the strong rise in
global saving but also by a reduction in the term premium led by increased
demand for long-term securities by institutional investors, particularly emerging
market central banks (Graph 1V.2)." The expansionary impact of low long-term
interest rates was magnified by easy monetary conditions in major advanced
economies, where real short-term interest rates remained low or negative
between 2002 and 2005.

1 There are a number of theories on the link between global saving and long-term interest rates.
According to the “saving glut” hypothesis, the real long-term interest rate must fall to establish the
global equilibrium at a higher level of investment; see B Bernanke, “The global saving glut and the US
current account deficit”, Homer Jones Lecture, St Louis, 14 April 2005, www.federalreserve.gov. Yet
another hypothesis is that financial crises and high saving in emerging markets, combined with limited
financial development, created a global shortage of low-risk assets, leading to lower long-term bond
rates; see R Caballero, E Farhi and P Gourinchas, “An equilibrium model of ‘global imbalances’ and low
interest rates”, American Economic Review, vol 98, no 1, March 2008, pp 358-93.
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During the upswing, credit conditions eased the most in the United
States: real long-term rates on 30-year fixed rate mortgages fell from about
5% in the early 2000s to 1-3% in 2005, and non-price lending terms were
eased considerably (see Chapter Ill). A near doubling of real household credit
growth, from an average of 4% in the 1990s to about 7.5% during 2000-06, led
to a substantial build-up of household debt relative to income. Household
indebtedness also increased significantly in the United Kingdom, where
mortgage rates, linked to short-term interest rates, also fell sharply. Greater
household leverage thus made many households highly vulnerable to
negative income and asset price shocks.

A second factor in the spending boom, partly driven by the first, was a
surge in house prices in several countries. Not only did this lead to increased
speculative buying of property, but it also facilitated higher borrowing against
housing collateral. From the early 2000s to the peak of the housing price cycle,
real house prices increased more than 90% in the United Kingdom and Spain
and more than 60% in the United States (based on the Case-Shiller home price
index). In several countries, the share of residential investment in GDP rose
sharply above trend. In the United States, this share reached a peak of 6.2% in
2005 and the homeowner vacancy rate jumped by 50% between 2001 and
2006, to over 2.5%. Residential construction rose well above trend in Spain
and Ireland (to 9% and 12% of GDP, respectively, in 2007) as well as in Australia
and Canada.

A third factor was that the spending boom in several industrial economies
may have generated excessive optimism among producers of goods and
services, leading to overinvestment and a significant misallocation of resources
during the pre-crisis period. In particular, a marked rise in household spending
on consumer durable goods, including cars, led to a build-up of production
capacity. In the United States, for instance, expenditure on consumer durables,
which had picked up since the mid-1990s, accelerated during the early 2000s,
with its ratio to GDP rising from about 7% in the mid-1990s to a peak of about
11% in 2007.2 In the US automobile sector, production capacity increased by
about 55% between 1996 and 2006 compared with growth of less than 25%
during the preceding 10 years.

From boom to bust

Since the second half of 2008, household expenditure (including on houses) in
the advanced world has contracted as asset prices and confidence have fallen
sharply and as credit market conditions have tightened. The following section
focuses on the dynamics of the current downturn in advanced economies
and the factors behind it, while Chapter V provides a discussion of how the
downturn has affected emerging market economies.

Although growth has weakened considerably in the United States since
mid-2007 and in other major industrial economies since early 2008, the

2 Spending on consumer durables also has an investment element. Including this element in tangible
assets raised the US household saving ratio by 2.5 percentage points during 2000-06; the increment fell
to 0.5 percentage points by the final quarter of 2008.
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downturn became truly global only towards the end of 2008 (see Table I.1
for an overview of the stages of the crisis). Output fell at seasonally adjusted
annual rates of 14% in Japan and over 6% in the United States and the euro
area in the fourth quarter of 2008, followed by even larger declines in the first
quarter of 2009 in Japan and the euro area (15% and about 10%, respectively).
However, there have been some signs that the pace of decline in output has
started to ease since March. The monthly rate of decline in industrial production
slowed in the United States in April and production increased in Japan in
March and April. In addition, most survey measures of manufacturing output
(eg purchasing managers’ indices) continued to improve in the G3 economies
up to May, suggesting that the outlook for a recovery has strengthened.

The downturn has been unusually deep, involving most components of
spending. Private consumption contracted in all major economies in the final
quarter of 2008, but nowhere as quickly as in the United States, where it
plunged by an annualised 4.3%, accounting for almost half of the decline in
output. The hardest hit category was spending on consumer durables, which
slumped during the second half of 2008 (Graph IV.3). By the fourth quarter, the
share of consumer durables expenditure in US GDP had already fallen by
about 1 percentage point from its peak in 2007. The outsize fall was followed
by a rebound in the first quarter of 2009, but its sustainability, in the face of
large wealth losses and credit market disruption, remains uncertain (see the
next section). In contrast, consumption accounted for only a small part of the
drop in output in the euro area and Japan; the downturn in these economies
was led instead by a major collapse of net trade, accounting for about 75%
and 50% of the decline in output in Japan in the fourth quarter of 2008 and the
first quarter of 2009, respectively, and for about 60% of the decline in the euro
area in the final quarter of 2008.

With consumption deteriorating faster than income, household saving
rates increased in several advanced economies, particularly in those where

Change in real spending

Consumer durables Capital goods orders

annual rates, in per cent.
12 months, in per cent.

Source: National data.
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they had been low. The United States recorded a sharp rise of almost
4 percentage points of disposable income (to 4.2%) between the last quarter
of 2007 and the first quarter of 2009. Australia and the United Kingdom also
saw a jump in household saving, from almost zero and a negative saving
rate in the first quarter of 2008 to 8.5% and 4.8%, respectively, in the fourth
quarter. The propensity to save of euro area households also increased
markedly, with the saving rate rising by 1 percentage point (to 15.1%) in the final
quarter of 2008.

The decrease in residential investment was most rapid in the United
States, where residential construction declined to a low of 2.7% of GDP in the
first quarter of 2009. In Spain and the United Kingdom, the crisis further
impaired an already weakened residential sector. Residential investment also
started to fall in Germany towards the end of 2008, and housing starts suggest
that a major housing downturn has been under way in Japan since the
beginning of 2009. At the end of 2008, the ratio of residential investment to
GDP still exceeded the average since 1980 in a number of industrial economies
(notably Canada, Ireland and the Netherlands), suggesting that the adjustment
has further to go in many cases.

A squeeze in credit supply to commercial real estate developers,
combined with low demand for office and commercial properties, accentuated
the weakness in non-residential construction. Moreover, as consumer demand
prospects deteriorated and overseas orders plummeted, business investment
projects were either postponed or cut heavily. In the United States, for
instance, non-residential fixed investment contracted by a record 38%
(annualised) in the first quarter of 2009 following a 23% fall in the fourth quarter
of 2008. Business investment also contracted sharply in Japan and the euro
area. The steep decline in capital goods orders up to March 2009 suggests that
the investment downturn remains deep (Graph IV.3).

The recession was aggravated by pressure to curb excessive inventories
as actual sales fell more rapidly than expected. In addition, there is evidence
that investment may have suffered because of shortages of trade credit.
Surveys in the United Kingdom, for instance, suggest that interfirm trade credit
suffered as payment delays increased, as the probability of business failures
rose, and as firms accumulated cash to reduce exposure to volatile markets.
The greater reluctance of banks and non-bank financial institutions to discount
trade invoices could also have contributed to the investment downturn.

The downturn, balance sheets and credit

Household balance sheets

A key factor leading the downturn was the severe weakening of household
balance sheets as a result of the financial crisis. Equity prices fell rapidly, and
the decline in nominal house prices, which had first been confined to the
United States, became more widespread across advanced economies. From
the second quarter of 2007 to the fourth quarter of 2008, US households lost
around 20% (about $13 trillion) of their net worth; as a percentage of

BIS 79th Annual Report 61



Household net wealth as a ratio of disposable income

1Estimates of 2008 net wealth based on changes in net worth (excluding revaluation of residential property).
wealth based on changes in net worth due to gross saving and capital transfers.
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Sources: ECB; Federal Reserve flow of funds accounts; Datastream; UK Office for National Statistics; national data. Graph IV.4

disposable income, this loss was greater than the wealth accumulated over
the previous five years (Graph IV.4). Wealth losses in the euro area have also
become more widespread across assets and countries, far exceeding those
suffered during the equity market meltdown in 2001, when rising housing
wealth offset the negative effects of large equity losses.

Such declines in household wealth, particularly housing assets, are likely
to constrain consumption for some time, although there could be forces
working in the opposite direction. Falling house prices imply a reduction in
the implicit rental cost of housing, offsetting some of the negative wealth
effects. Moreover, lower prices make houses more affordable for prospective
homeowners, reducing their need to save for a given down payment. In addition,
some decline in household wealth — particularly from depreciating financial
assets — may be perceived as temporary.

Although researchers disagree on the estimates of the wealth effect
on consumption, the impact of housing wealth is generally assumed to be
significant — ranging in several studies between 3 and 7 cents per dollar in
Australia, Canada, the United States and the United Kingdom. It is assumed to
be relatively small for the euro area.3 The decline in homeowner equity is
likely to cause particularly large reductions in spending among households
that had borrowed against housing equity to finance consumption. The fact
that loose credit standards in some countries had made borrowing against
collateral considerably easier during the upswing could lead to a strong
negative effect as standards are tightened. It is possible that asset price declines
that leave many households with large negative equity generate asymmetric
wealth effects on consumption.

In addition, increased financial vulnerability stemming from such a large
loss of wealth may lead households to shift away from less liquid assets

3 See the recent review of estimates of wealth effects on consumption in European Central Bank,
“Housing wealth and private consumption in the euro area”, ECB Monthly Bulletin, January 2009.
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(houses mainly, but also durable goods) towards more liquid, financial assets.
In particular, highly indebted households with substantial contractual debt
obligations may increase their financial saving and reduce spending on
housing, cars and other high-value consumer durables.4

Furthermore, the steep decline in the value of pension fund assets may
force individuals nearing retirement who have defined contribution pension
schemes - in which benefits are linked to the market value of assets - to
increase saving or defer retirement. In the case of defined benefit plans, the
large funding gaps could harm the financial position of the corporations
sponsoring them and reduce their ability to provide guaranteed benefits or
maintain existing employment.

That said, the impact of the wealth contraction is likely to vary across
countries depending on institutional arrangements. Equity extraction from
housing wealth was significant in Australia, Canada, the United Kingdom and
the United States during the upswing, so household spending is likely to be
more affected in these countries than in others. Some estimates suggest that,
in the United States, about 13%4% of consumption annually was financed through
home equity withdrawals during 2001-05, or 3% if withdrawals used to repay
non-mortgage debts are included.® In the United Kingdom, home equity
withdrawal has reversed, plummeting from over 7% of post-tax income in 2003
to —-1% in 2008. By contrast, equity extraction played a relatively minor role in
household spending in the euro area as a whole because of both a low home
ownership ratio and, in some countries, a less developed mortgage market.

Nevertheless, the fact that household debts increased so much in so
many countries suggests that large wealth and income losses are likely to
raise the saving rate still further in much of the advanced world. How
protracted this rise might prove to be remains uncertain. In the 1970s US
recession, the household saving rate went from a low of 8.0% in mid-1972
to a peak of 12.5% in mid-1975. A similar trough-to-peak rise in the saving
rate was observed in the early 1980s US recession. In contrast, the 1990s and
early 2000s recessions had little impact on the saving rate. The rate of
household saving in the current US recession was, however, much lower at its
lowest point than in previous recessions, and household indebtedness much
higher at its peak. The increase in saving could thus be stronger and more
protracted than in the past. Household saving rates could also rise further in
Australia and the United Kingdom as well as in several euro area economies
(eg Ireland, the Netherlands and Spain), where they are still below their
historical averages.

Corporate balance sheets

Unlike in the household sector, debt levels in the non-financial corporate
sector remained fairly stable or even fell during the first half of the 2000s.

4 This factor appears to have played an important role in the rise of US household saving following the
1970s stock market downturn; see F Mishkin, “What depressed the consumer? The household balance
sheet and the 1973-75 recession”, Brookings Papers on Economic Activity, vol 8, no 1, 1977, pp 123-74.

5 See A Greenspan and J Kennedy, “Sources and uses of equity extracted from homes”, Finance and
Economics Discussion Series, 2007-20, Board of Governors of the Federal Reserve System, March 2007.
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Indicators of corporate vulnerability
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Sources: Datastream; national data. Graph IV.5

Between 2005 and 2008, however, corporate debt levels as a percentage of
GDP rose considerably (Graph IV.5). The crisis further weakened balance
sheets by sharply reducing profitability as well as the value of corporate
investments. In addition, widening credit spreads cut the access of many firms
to capital markets, leading to major funding problems.

During 2008, US non-financial non-farm corporations suffered an
aggregate decline in net worth of 7%; this was led by a sharp decrease in the
value of their real estate assets (down 12.8%) and a somewhat smaller decline
in their financial net worth (down 5.3%). In contrast, net financial worth
(excluding equity) of euro area and Japanese non-financial corporate firms
deteriorated much more rapidly, falling by about 50% in 2008. Corporate
sector distress has risen to very high levels, with the number of corporate
bankruptcies approaching or exceeding historical peaks in many industrial
economies (Graph IV.5).

The weakening of corporate financial positions and profitability seems
likely to reduce business investment, with feedback effects on the economy
and balance sheets. The severity of such negative financial accelerator effects
depends on the structure and the initial strength of corporate balance sheets.
In the euro area and the United Kingdom, outstanding gross corporate
financial liabilities (including debts, trade credits and other liabilities) were
about 130% of GDP at the end of 2008. That level, which is well above the
1990s average, represents a heightened vulnerability to adverse financial
shocks. Although US corporate financial liabilities have also risen, reaching
90% of GDP by the end of 2008, they do not seem to be excessive relative to
the 1990s average.

The downturn in the credit cycle

The crisis has provoked a sharp turn in the credit cycle. Sizeable policy rate
cuts have helped bring down interest rates on funds borrowed by households
and businesses over the past year. But the impact of interest rate reductions
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on credit flows has been muted by a sharp tightening of non-price lending
standards by banks (see Chapter lll).

Aggregate private credit growth in many advanced economies fell over the
past year or so, most dramatically in residential credit markets. Nominal housing
credit (excluding home equity loans) contracted at an annual rate of 1-2% from
the second quarter of 2008 to the first quarter of 2009 in the United States, and
it stopped growing in the euro area by March 2009. Consumer credit slowed
significantly in many advanced countries, the exception being the United
States, where it grew at an annual rate of 9% in the first quarter of 2009.
Although business credit continued to expand in many countries, it was
probably driven by an increase in the use of existing credit lines rather than
by new lending.

While the credit squeeze has been holding back potential first-time home
buyers and other credit-constrained consumers, declines in income appear to
have made more households credit-constrained. The disappearance of
alternative financing offered in the past by non-bank lenders has tended to
magnify such effects. Business investment has also suffered — recent lending
surveys report significant cuts in new credit lines to firms, particularly in the
United States. In addition, with growth weakening and balance sheet positions
deteriorating rapidly, the credit downturn is being exacerbated by a substantial
reduction in credit demand as firms scale back investment plans and
households reassess their income and wealth prospects.

The depth and duration of the credit downturn will thus depend on how
banking system deleveraging (see Chapter lll) interacts with balance sheet
adjustments by firms and households. While such interaction is hard to predict,
past credit and financial crises can provide some guidance.

It is useful to compare the current US credit cycle with previous
US cycles, even though their proximate causes are different. In particular,
the early 1990s credit market downturn provides an interesting benchmark
(Graph IV.6). Even though losses from the reduced value of commercial
property were modest, real private credit fell for 14 consecutive quarters
beginning in the third quarter of 1990. The ratio of credit to GDP also
contracted during this period. The close link between the credit and household
spending cycles was notable, although the credit contraction ultimately
proved to be more protracted than declines in household spending. In
addition, non-residential investment weakened considerably in the 1990s
downturn.

Another useful point of reference is provided by the 1990s Nordic banking
crises, in which the booms and busts of real estate prices also played a key role.
The Nordic crises precipitated a contraction in the credit/GDP ratio in the region
that lasted five to seven years and were followed by a protracted decline in
spending. In Norway and Sweden, household spending and business
investment both weakened well before the peak in the output cycle and
contracted for several years following the crises. Even so, as discussed in
Chapter VI, differences in crisis resolution regimes also matter. By the time
authorities intervened in the Nordic crises, credit and economic activity had
already deteriorated significantly. By contrast, the authorities have intervened
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Credit and spending over selected business cycles’
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at an early stage of the credit and business cycle in the current crisis in order
to cushion the downturn.
Of relevance to current problems in the household sector is Japan’s ... and the

experience in the 1990s, which illustrates the adverse interaction between a
banking crisis and a large overhang of debt in the corporate sector. The
collapse of asset prices in Japan in the late 1980s increased bank losses and
severely weakened the balance sheets of non-financial corporations, which
had debt levels exceeding 150% of GDP in 1990. This led to a protracted
period of debt reduction, cuts in capital spending and weak demand for credit.
With the corporate sector debt/GDP ratio falling sharply in subsequent years,
the credit/GDP ratio also contracted.

Factors accentuating and propagating the recession

Balance sheet and credit market adjustments have an enduring effect on the
economy, but their short-run impact in the current crisis has been aggravated
by several cyclical factors. One is the slump in employment triggered by
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the growing threat of business bankruptcies, which has greatly added to
households’ financial uncertainty. In the United States, for instance, total hours
worked were cut at an annualised pace of 9% in the first quarter of 2009
following an equally large cut in the preceding quarter, lifting the
unemployment rate to 9.4% by May 2009. While the current US employment
cycle has already proved to be quite deep by historical standards, according
to May consensus forecasts the US unemployment rate is expected to be
approaching 10% by 2010. In the euro area, sustained growth in the labour
supply, coupled with weak demand for labour, was behind the steady increase
in the unemployment rate, which reached 9.2% by April 2009.

Employment uncertainties facing euro area households could last longer
than in the United States, where the employment cycle tends to be shorter. In
the 1980s and 1990s downturns, for instance, employment fell for 12 and eight
quarters, respectively, in the euro area compared with about four quarters in
the United States. Employment in Japan has continued to be weak since the
late 1990s. A marked decline in the ratio of job offers to applicants since the
beginning of 2009 suggests that the employment downturn in Japan is likely
to deepen further.

A second, and related, cyclical factor is the sharp weakening of consumer
and business confidence (Graph IV.7). In the past, confidence tended to
explain a small part of spending, after controlling for other major determinants
of consumption such as income, wealth and interest rates.6 However, if weaker
confidence reflects expectations of lower future income, it may foreshadow a
downward shift in future spending. A key risk is that weak confidence becomes
self-fulfilling by reducing spending and employment and increasing income
uncertainty.

Confidence indicators
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refer to periods of recession dated by the NBER.

Sources: Datastream; national data. Graph IV.7

6 For recent evidence, see A Al-Eyd, R Barrell and P Davis, “Consumer confidence indices and
short-term forecasting of consumption”, The Manchester School, vol 77, no 1, January 2009, pp 96-111.
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A third cyclical factor is the sharp decline in international trade
(Graph 1V.8), which has contributed to the spreading and deepening of
the downturn across economies. The worldwide collapse of manufacturing
demand has affected all advanced countries, but those heavily dependent on
manufacturing exports, especially Germany and Japan, have been hit the
hardest. Moreover, as Germany is the major hub of the European production
network, its loss of export business has been felt beyond its borders. Australia
and Canada have been affected by a fall in commodity prices, although the
negative impact in Australia has been muted not only because the country is
a net importer of oil but also because the fall in agricultural prices has been
relatively modest.

A fourth factor is changes in exchange rates. In particular, a sharp
appreciation of the real effective value of the yen since late 2008 has depressed
Japan’s exports. In contrast, the tradables sector in the United Kingdom has
benefited from a substantial reduction in the effective value of sterling. A real
depreciation of the euro also helped euro area exports in 2008, but the
exchange rate reverted to its appreciation path in the first quarter of 2009. In
the United States, however, the dollar’s appreciation during the second half
of 2008 and the first quarter of 2009 has meant that the exchange rate, on
balance, has become more neutral in the evolution of trade over the past year.

Inflation developments in industrial economies

The downturn has led to a sharp decline in inflation pressures in industrial
economies. Not only have year-on-year headline inflation rates fallen rapidly
since mid-2008 (Graph IV.9), but by the first quarter of 2009 they became
negative in the United States and Japan and fell to zero in the euro area by
May. Although an assessment of inflation prospects is complex under current
conditions, recent disinflation has raised concerns among many observers
about risks of deflation in the short run.
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Two major factors are responsible for current disinflation pressures. One
is the 55% decline in oil prices between mid-2008 and May 2009, which has led
to a marked reduction in import prices in many oil-importing countries. In
addition, forecasts of global oil demand for 2009 have been revised downwards.
In May 2009, the International Energy Agency expected a decrease in world oil
demand of 2.6 million barrels per day in 2009 compared with 2008, the
sharpest single-year fall since 1981. Metal prices, which started to decline in
2007, dropped more sharply in the second half of 2008 and in early 2009. Food
prices have also fallen, although not as dramatically as oil prices because of
their relatively weak link to global growth. Softening demand has also resulted
in substantially lower shipping rates.

The second factor is that downward pressures on prices have been
accentuated by considerable economic slack. Capacity utilisation in
manufacturing has fallen particularly heavily in the major advanced economies.
Notwithstanding the substantial uncertainties involved, the projected output
and unemployment gaps suggest that the level of economic slack is expected
to remain high in 2009 and 2010. Core inflation has declined sharply in Japan
since the beginning of 2009, although it remained relatively more stable in the
United States and the euro area up to April 2009 (Graph IV.9). There is a risk
that the unusually synchronised downturn, combined with a possible jump in
household saving, could well aggravate disinflation pressures over the next
year or so.

Yet there is considerable uncertainty regarding inflation prospects. First,
the timing and extent of the impact on spending of recent stimulus measures
remain unclear. Developments since the beginning of 2009 have somewhat
reduced downside risks to growth forecasts. In addition, there is no reliable
estimate of the macroeconomic impact of the large-scale, unconventional
monetary policies recently introduced by central banks.

Inflation in commodity and consumer prices’
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The impact of the current crisis on potential output

Estimates of potential output and the output gap help monetary authorities gauge the current state of
the economy. Potential output is usually defined as the maximum level of output that an economy can
achieve without causing inflationary pressure, and is largely determined by supply side factors, including
technological progress, demographic trends and institutional arrangements in labour and financial
markets. Yet potential output is unobservable and thus has to be estimated. Even in normal times,
uncertainties surrounding potential output estimates can be considerable because changes in structural
factors might be hard to detect. In addition, frequent and sometimes substantial revisions of data on
GDP and its major components diminish the usefulness of potential output estimates for real-time
policymaking. For example, mean absolute revisions to US GDP growth have tended to be large,
ranging from 0.5 (first annual revision) to 1.3 percentage points (third). Around cyclical turning points,
mean absolute revisions are substantially larger, often well over 2 percentage points.

A key question in the current conjuncture is to what extent potential output might be affected by
the ongoing financial crisis. Several factors are likely to have an impact on the level of potential output,
its growth rate, or both. First, the crisis could lead to a severe disruption of the credit intermediation
process for years to come, reducing credit availability and increasing risk premia. Second, potential
output could be adversely affected by a possible rise in structural unemployment. The protracted nature
of the current crisis implies that a non-negligible proportion of workers could permanently drop out of
the effective labour force. The natural rate of unemployment could therefore be markedly higher in
some countries following the global recession, as many jobs might have vanished forever in industries
such as automobile manufacturing and financial services. In the United States, “permanent” layoffs
(of workers not expected to ever regain the same job) rose to a record 52.9% of the unemployed in
May 20009.

Third, the financial crisis could have a negative impact on total factor productivity by sharply
reducing funding for research and development activities. In Japan, for instance, a fall in the growth rate
of total factor productivity and a drop in average hours worked per week from 44 to 40 between 1988
and 1993 were found to have led to a change in the slope and level of the steady state growth path
(Hayashi and Prescott (2002)). Fourth, the global nature of the current downturn and the high degree of
global economic integration could magnify the impact of the crisis on potential output. Given the
significant increase in cross-border lending and investment in the past decade, a financial crisis in one
country or region could result in large negative effects on other economies. If factors of production are
not perfectly mobile, a loss of export markets in some countries could, for instance, render a significant
part of their capital stock and labour force idle for an extended period of time, leading to a decline in
potential output.

Evidence based on past crises provides some illustrative guidance about the likely effects of the
current episode on potential output. In a panel study of output behaviour in 190 countries, Cerra and
Saxena (2008) found large and persistent actual output losses associated with financial crises, with
output falling by 7.5% relative to trend over a period of 10 years in the event of a banking crisis. Based
on the same methodology and using data for 30 OECD economies from 1960 to 2007, Furceri and
Mourougane (2009) found that, on average, a financial crisis could lower potential output by between
1.5% (OECD production function-based measures) and 2.1% (measures based on the Hodrick-Prescott
filter) within five years. More severe crises (Spain in 1977, Norway in 1987, Finland and Sweden in 1991,
and Japan in 1992) were estimated to have a far greater negative impact on potential output (3.8%).

Empirical studies also indicate significant negative impact of financial crises on the growth rate of
potential output. Haugh et al (2009), for instance, examined six major banking crises (Spain in 1982, the
United States in the 1980s, Finland, Norway and Sweden in 1991, and Japan in 1997). They found that
actual output losses were much greater in downturns associated with a major banking crisis. Compared
with the preceding five-year period, they found that the growth of potential output in the five years after
the onset of a banking crisis was reduced by 0.9, 0.5, 0.4 and 0.3 percentage points in Norway, Finland,
Japan and Sweden, respectively.

To a large extent, the impact of the current crisis on potential output will depend on how soon and
how effectively government policy measures succeed in restoring credit market intermediation while
minimising any distortionary effects they may generate. Steps designed to safeguard labour market
flexibility and to boost long-term productivity growth could also play a significant role in supporting
potential output.
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In addition, labour
costs are still rising

Second, potential output may be significantly reduced by the disruption in
the credit intermediation system, falling trade and investment, and a possible
rise in structural unemployment rates associated with the financial crisis (see
box). If so, the output gap might be less negative than current trends would
suggest, leading to an overestimation of disinflation pressures. Following the
early 1970s oil price shock, for instance, the adverse impact of higher oil prices
on potential output may well have been underestimated in advanced
economies, leading to an underestimation of inflationary pressures.

Third, recent wage developments do not suggest that a downward wage-
price nexus has developed, at least in the G3 economies. Unit labour costs,
for instance, rose by 4.8% in the euro area in the fourth quarter of 2008 year
on year. In the United States, unit labour costs have also tended to rise at a
faster rate in 2009 (2.2% in the first quarter, up from 1.6% in the fourth quarter
of 2008). The rise in unit labour costs may partly reflect a cyclical downturn
in productivity as well as the lagged adjustment of employment to a fall in
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output, but it is also likely to reflect the degree of wage flexibility in an economy.
In the euro area economies, for instance, firms' ability to reduce labour costs
may be constrained by a degree of downward nominal wage rigidity.

Such uncertainties highlight the key role of expectations in inflation
prospects. Short-term inflation expectations of households in the G3
economies have fallen markedly since mid-2008, but long-term expectations
have remained relatively stable (Graph IV.10). One downside risk is that
a further sharp reduction in short-term inflation expectations, combined
with doubts about the capacity of policy to arrest the downturn, may lead
households to postpone spending, resulting in a larger than projected fall in
the inflation rate or even a sustained period of declining prices. But if agents
base their spending decisions on steadier expectations about long-term inflation,
the risk of deflation will be considerably reduced. Also, a danger exists that
long-term inflation expectations will rise if private agents come to believe that
public debt burdens will not be manageable without higher inflation to erode
that debt.”

Summing up

The global financial crisis has led to an unprecedented recession accentuated
by rapid declines in trade volumes, large employment cuts and a massive loss
of confidence. How deep and prolonged the downturn will be is uncertain. In
the industrial countries, there are some signs that the rapid pace of decline
in spending witnessed since the fourth quarter of 2008 has started to ease.
But a strong, sustained recovery in those countries could be difficult given
attempts by households and financial firms to repair their balance sheets.
Nevertheless, substantial fiscal stimulus and exceptional monetary easing in
many countries should help bring the recent contraction to an end. The
policymakers’ task in the near term will be to ensure a sustained recovery. In
the medium term, however, it will be to ensure that policies are adjusted
sufficiently to maintain the stability of long-term inflation expectations.

7 See H Hannoun, “Long-term sustainability versus short-term stimulus: is there a trade-off?”, speech
at the 44th SEACEN Governors’ Conference, Kuala Lumpur, 7 February 2009.
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V. Fallout for the emerging market economies

The unfolding financial and economic crisis hit emerging market economies
(EMEs) with full force in the final quarter of 2008. The bankruptcy of Lehman
Brothers in September 2008 was followed by an unprecedented drop in export
demand that coincided with a significant reversal in international bank lending
and foreign portfolio investment. Exchange rates in many countries
depreciated, equity prices declined and the cost of external financing rose
sharply. Depressed consumer and investor spending in the advanced
economies led to a slump in demand for EME exports, which reinforced the
capital inflow reversal. An extended period of export-led growth supported by
capital inflows thus came to an end (Graph V.1).

In examining these events, this chapter first sets the context by reviewing
the pre-crisis period. Export-to-GDP ratios rose and investment — funded to a
significant extent by foreign capital inflows — shifted to the tradable goods
sector. In some major EMEs, notably China, this development was associated
with very high saving that exceeded investment, resulting in large current
account surpluses and reserve accumulation. In other EME regions, however,
particularly in central and eastern Europe (CEE), current account deficits were
large in spite of rapid export growth. Second, the chapter discusses some
features of the recent downturn in economic activity in EMEs, and the
difficulties encountered in boosting domestic demand. Third, drawing on BIS
statistics, it discusses the sharp reversal in capital inflows, noting new
vulnerabilities that arose because private sector external borrowing in EMEs
remained high even when public sector external borrowing had declined.

Private capital inflows and exports’
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Finally, it discusses two elements that have supported EME economic activity
since the start of the crisis: foreign currency liquidity and resilient domestic
credit.

Before the crisis

Before the onset of the crisis, EME growth had been very strong, but the Strong but
structure of that growth planted some of the seeds of the recent downturn. UnPalanced growth
From 2003 until mid-2008, most emerging economies experienced robust,

export-led growth that was associated with increased gross saving and

attracted large capital inflows. Foreign exchange reserves accumulated on an

unprecedented scale, and economic and financial integration with the

advanced economies proceeded rapidly and became more complex. In

particular, the global integration of production chains made many EMEs more

dependent on exports than they had been a decade or so earlier. In addition,

the EMEs’ financial sectors became more closely integrated with those of the

advanced economies and dependent on them as a source of investment

opportunities or, in some cases, net external finance.

For the emerging markets as a group, real GDP growth accelerated to an  Exports became
average of 7.4% per year during 2003-07 from 6.0% during 1992-96, the ™M°re important
period leading up to the Asian crisis. Much of this acceleration in growth came
from improvements in production efficiency that reflected greater competition
and the technological spillovers associated with increased exports. In China
and India in particular, the ratio of exports to GDP was as much as 100% higher
in 2007 than the average for 1992-96 (Graph V.2, left-hand panel). In other
economies in emerging Asia, exports rose from already high levels to about
75% of GDP in 2007, and in CEE to more than 40% of GDP.
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Source: IMF, World Economic Outlook. Graph V.2
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The growing importance of exports for EMEs led to a significant shift in
the structure of fixed investment. In Brazil, China, India, Korea and Poland, the
average per-country investment in gross fixed capital in the tradable sectors
(agriculture, mining and manufacturing) increased by 3.2 percentage points
between 2003 and 2007, to 39% of total fixed investment. By comparison, in
the first half of the 1990s tradable industries had accounted for about 28% of
total fixed investment in China (vs 36% in 2003-07) and about 19% in Brazil
(vs 56% in 2003-06).

While the EMEs were becoming much more important in global trade, they
were also becoming a key source of global saving (see Chapter IV). In gross
terms, the share of EMEs in global saving rose from 25% in 1992-96 to 30%
in 2003 and 40% in 2007. In comparison, the EME share of world GDP did not
rise quite so rapidly, moving from 21% in 1992-96 to 31% in 2007.

Saving-investment balances differed notably across EME regions in the
2003-07 period. In China, gross saving exceeded gross investment by a large
margin: the saving rate reached 58% of GDP in 2007 even though China also
maintained one of the highest investment rates in the world (44% of GDP in
2007; Graph V.2). Enterprises kept a growing portion of after-tax profits, and
households upped their saving partly as a precaution against the diminishing
social safety net. India saw a sharp rise in the saving rate as well, but the gain
was more than matched by the increase in the investment rate. Other Asian
emerging economies saw only a modest rise in saving and investment rates
between 2003 and 2007, with both remaining below the levels preceding the
Asian crisis (Graph V.2).

In contrast, in CEE (as well as in South Africa), gross investment exceeded
gross saving by a wide margin, resulting in current account deficits of 5-7% of
GDP for the region as a whole. These deficits were financed by relatively large
private capital inflows - in this respect, CEE was similar to emerging Asia
before the 1997 crisis. Another similarity between CEE and emerging Asia was
the widespread use of foreign currency loans by borrowers without foreign
currency income. However, there were also some important differences
between the two regions. In particular, CEE countries opened their banking
systems to foreign ownership and as EU members or candidates aligned their
institutions, laws and governance practices with those of the European Union.
CEE thus entered the current crisis with a legal, regulatory and supervisory
framework that was stronger than emerging Asia’s in 1997.

Finally, as a complement to EMEs’ increased role in global trade and
saving, their financial sectors rapidly integrated with those in the advanced
economies. Foreign private portfolio investment in emerging market financial
assets and cross-border lending by banks from advanced economies both
increased significantly in the period preceding the current crisis. Gross private
capital inflows to EMEs thus rose from 4% of their combined GDP in 2003 to
10.7% in 2007 (Table V.1), compared with an increase from 4.7% to 5.7% of
GDP between 1992 and 1996. At the same time, companies from Brazil, China,
India, Korea, Russia and several other EMEs became major direct investors in
many advanced and developing countries. In addition, China, the oil-exporting
countries and several other EMEs invested part of their official reserves
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Gross private capital flows to and from emerging markets’
As a percentage of total GDP

Annual average
2003 2007 2008
1992-96 | 2003-07

Total inflows 5.1 6.6 3.9 10.7 3.5
Direct investment 1.6 2.7 1.9 3.4 3.3
Portfolio investment 2.9 1.8 1.1 2.6 -0.3
Other investment 0.6 2.0 1.0 4.8 0.5
Total outflows 2.0 4.8 2.3 7.3 3.7
Direct investment 0.3 0.9 0.3 1.5 1.2
Portfolio investment 1.2 2.0 1.0 2.6 0.8
Other investment 0.6 1.8 1.1 3.2 1.7
Memo: Current account balance -1.7 3.9 2.3 4.6 4.4
Change in reserves? -1.2 -5.5 -39 -7.8 -4.3

1 Algeria, Argentina, Azerbaijan, Brazil, Bulgaria, Chile, China, Colombia, Croatia, the Czech Republic,
Estonia, Hungary, India, Indonesia, Iran, Kazakhstan, Korea, Kuwait, Latvia, Libya, Lithuania, Malaysia,
Mexico, Nigeria, Oman, Peru, the Philippines, Poland, Qatar, Romania, Russia, Saudi Arabia, South
Africa, Thailand, Turkey, the United Arab Emirates and Venezuela. 2 A minus sign indicates an increase.

Source: IMF, World Economic Outlook. Table V.1

(including through investment vehicles such as sovereign wealth funds) in the
bonds and equities of advanced economies. Gross private capital outflows from
EMEs thus rose from 2.3% to 7.3% of GDP between 2003 and 2007 (Table V.1),
compared with an increase from 1.5% to 2.5% of GDP between 1992 and 1996.

The large capital inflows together with large current account surpluses
led to strong appreciation pressures on many emerging market currencies.
Until about 2007, concerns about appreciation had also led to substantial
and prolonged intervention in foreign exchange markets, which resulted in
large increases in foreign reserves. Foreign reserve growth in the larger
EMEs accelerated from $0.3 trillion in 2003 to over $1 trillion in 2007, an
unprecedented amount, but then slowed considerably in 2008 to $0.4 trillion,
most of which was in China. However, as discussed below, foreign reserve
holdings declined sharply in a number of EMEs after reaching peaks in 2008.
Foreign reserves in EMEs stood at over $4.3 trillion in January 2009.

Until the first half of 2008, very large foreign reserve accumulation was
associated with increases in liquidity that were to varying degrees offset by
sterilisation or the sale of government securities to the public. On balance,
monetary conditions eased significantly, as reflected in low real interest rates
and rapid growth in bank credit to the private sector. Real interest rates in Asia
and Latin America fell between 2001 and 2005, to close to zero or lower,
although they subsequently rose. Growth in domestic bank credit to the private
sector in EMEs averaged over 23% per year in 2006 and 2007, with particularly
rapid increases observed in Latin America (over 30%), CEE (24%) and Russia
(nearly 50%). While credit growth had slowed significantly by the end of 2008,
it remained close to 20% or higher in Latin America, India, Indonesia, CEE and
Russia. One factor behind the increased liquidity was low interest rates in the
advanced economies. In particular, many EMEs were reluctant to raise policy
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Falling demand
for consumer
durables ...

... and declining
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rates when inflation was rising in 2007 and 2008, because of worries that higher
policy rates would attract greater capital inflows and accentuate appreciation
pressures.

Severe shock to the real economy

Partly protected by their relatively robust financial positions, including large
foreign reserves (see below), EMEs were generally not severely affected
by the global financial crisis between August 2007 and mid-2008. However,
they have since been increasingly affected by two developments in the real
economy: the fall in demand from industrial countries for consumer durables
and the sharp decline in commodity prices.

Contracting economic activity

Collapsing growth in advanced economies led to a sharp contraction in
economic activity in EMEs in the fourth quarter of 2008, with double digit
declines in exports and industrial production and marked slowdowns in retail
sales (Graph V.3). The synchronised fall in exports intensified in the first quarter
of 2009 with an average year-on-year decrease of around 25% in a set of larger
EMEs. In some commodity-exporting countries, notably Chile and Russia,
exports fell by more than 40% in the first quarter of 2009.

The decline in spending on consumer durables in advanced countries
over the second half of 2008 (see Chapter 1V) has sharply reduced EME exports
of automobile and information technology (IT) products. The automobile sector
accounts for a significant share of GDP in a number of EMEs (3% in Turkey,
6% in Mexico, 8% in Korea and Thailand, and more than 10% in central Europe)
and exports have declined rapidly, eg by 45% in Mexico in February 2009 and
54% in Turkey in the first quarter of 2009. The IT sector is especially important
for East Asia and was largely responsible for the slowdown in the region
during the 2001 US recession. In the current downturn the inventory-to-sales
ratio of electronic goods has risen sharply in East Asia, and exports and
production have decreased. For example, Korean IT export growth fell for six
consecutive months, and the year-on-year decline for March 2009 was about
27%. The inventory-to-sales ratio for Korean IT products rose from 104% in
September 2008 to a peak of 129% in December 2008 before falling to 93% in
February 2009.

Turning to commodities, prices fell sharply as world growth slowed.
Between July 2008 and March 2009, oil prices dropped by 65% and non-oil
commodity prices by 34%. This has benefited commodity importers by
increasing disposable income and reducing costs. However, commodity
exporters have experienced declining incomes, which would tend to reduce
demand and growth. For example, commodities make up more than 40% of
total exports in Latin America (over 20% in Mexico). Recent IMF estimates
imply that the 30% drop in commodity prices between July and December
2008 could reduce regional growth in Latin America by over 2 percentage
points. The recent rebound in commodity prices (roughly 19% since the trough
in December) may, however, help cushion any further declines in growth.
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Economic activity

Annual changes, in per cent

Sources: International Energy Agency; IMF; Bloomberg; CEIC; Datastream; national data.
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Graph V.3

The plunge in commodity prices and the increased economic slack
resulting from the sharp slowdown in growth have reduced the high rate of
EME inflation, which is forecast to decline from 6.0% in 2008 to less than 5%
in 2009. Headline and core inflation have fallen abruptly in Asia (Graph V.4),
and underlying inflation in China and Thailand has exhibited deflationary
tendencies in recent months. In China, the loss of foreign export markets has
created overcapacity that has added to the downward pressure on prices. By
contrast, inflation showed more persistence until early 2009 in Latin America
and Russia. In some countries (eg Mexico and Russia), inflation concerns
have been accentuated by depreciation pressures, a combination that poses a
dilemma for monetary policy.

Prospects for recovery

The experience of the 20th century indicates that trade expansion will
be needed to bring about a robust global economic recovery. In particular,
export growth played an important role in recoveries from the emerging
market crises of the 1990s, and research suggests that increased trade boosts
economic growth over the medium term.? However, the heavy reliance of
EMEs on external demand could delay recovery this time. One reason is the
unprecedented severity of the import decline in advanced economies. For
example, US imports are forecast to fall at double digit rates in 2009 (compared
to 3% during the 2001 US recession). The corresponding forecast declines for
the euro area and Japan are also in double digits. Another reason is that
the scale of borrowing in advanced economies that had supported imports

1 See J Frankel and D Romer, “Does trade cause growth?”, American Economic Review, vol 89, no 3,
June 1999, pp 379-99.
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from EMEs in the past proved unsustainable. In the future, increases in
developed country imports may need to be associated with higher exports to
EMEs. More generally, deleveraging and the correction of global current
account imbalances imply that saving has to rise or investment spending to
fall in some advanced economies, and the reverse in some EMEs. This kind of
adjustment may take time.

The outlook for recovery in EMEs also depends to a large extent on whether
domestic demand is sufficiently resilient to offset the slowdown in demand
from advanced economies. As noted in last year's Annual Report (Chapter Ill),
there are a number of issues in this regard. In spite of robust growth and efforts
by some EMEs to boost real consumption or investment spending, their share
of GDP has generally not risen in this decade. During the current downturn, the
ability to support consumption and investment spending will depend in part
on the scope for countercyclical monetary and fiscal policies (see Chapter VI),
which is limited in many EMEs. Furthermore, lower exports will tend to
constrain investment and consumption spending by reducing prospective
returns and incomes. So far, indicators of consumer and business sentiment
in EMEs have declined sharply and retail sales have fallen in most EMEs.

China’s apparent success in boosting domestic demand through fiscal
stimulus measures and rapid domestic credit growth could help support the
demand for exports in other countries. During the 2000s, the emergence of
China as a global manufacturing hub has generated very large imports of
intermediate and capital goods from other EMEs to produce final goods for
export. However, the fall in demand for China’s exports from the advanced
economies has reduced China’s demand for such imports. Other Asian EMEs
are particularly affected, as China accounts for 20% of their exports on average.
The extent to which China could offset this reduction by increasing its imports
for domestic consumption appears to be limited. On the one hand, in response
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to the significant stimulus provided, China’s growth is expected to remain
relatively high in 2009. In spite of a double digit decline in export revenues,
industrial production growth has remained positive, retail sales growth has
been robust (Graph V.3) and growth in credit has accelerated. On the other
hand, some research suggests that China’s propensity to import for its own
domestic demand is small. Indeed, China’s imports other than for export
processing fell sharply in the last quarter of 2008, and have shown no
recovery to date.

Looking ahead, considerable uncertainty surrounds the outlook for EMEs.
Consensus forecasts for GDP growth in 2009 are negative for most of the larger
EMEs, with the exception of China and India. Growth is forecast to be positive
in most EMEs only in 2010. However, early signs of recovery are already
apparent in some EMEs, including a pickup in China’s exports to the European
Union and the United States in March 2009 and increases in China’s imports
from Chinese Taipei and Korea in February and March 2009. These increases
in trade reversed declines that had been observed for about half a year, but
whether they indicate a sustained recovery remains unclear. The path of
recovery will also depend on the rate at which international capital flows,
which have played such a large role in supporting growth, recover from the
sharp reversals experienced in 2008.

More difficult external financing

Most emerging market crises of the 1980s and 1990s were associated with
reversals in gross private capital inflows that reflected a loss of confidence in
emerging market policies. Developments in capital flows during the current
crisis are somewhat different. With the notable exception of some CEE
countries, many emerging market economies adopted sound policies before
the crisis and thus were more resilient to reversals in capital flows, at least
initially. But as the crisis progressed, some developments in capital flows
followed a pattern similar to that of past crises. As described below, countries
with larger current account and fiscal deficits, and sectors with significant
foreign exchange exposures on their balance sheets, were more affected by
the tightening of external financing conditions and withdrawals of capital.

During the first half of 2008, gross capital inflows to EMEs held up
remarkably well, in many cases reaching 60-70% of the record high inflows in
2007. Capital inflow reversals were felt for the most part in equity markets,
where prices began to slide after reaching historical peaks in the last quarter
of 2007. The fact that other investors (banks and bondholders) maintained
their positions in EMEs may be attributed to a number of factors cited earlier,
including much larger official foreign exchange reserves and more robust
banking systems in many cases. Better developed local bond markets also
played a role in some countries.

International banks started to withdraw funding from some emerging
markets in the third quarter of 2008. At first, countries with sound and relatively
liquid banking systems were affected. For instance, cross-border loans to
banks and the non-bank sector in China, Chinese Taipei, the Czech Republic,
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corporate sector

Malaysia and Poland decreased by $30 billion in the third quarter. Central
banks and market commentary at the time suggested that some international
banks may have reduced loans to these EMEs in order to overcome severe
liquidity shortages in their home markets.

... followed by Disruptions in emerging market finance became more widespread
following the 15 September 2008 collapse of Lehman Brothers and the
resulting interruptions in financing in global interbank markets (see Chapter II).
Reversals of portfolio equity inflows accelerated, emerging market currencies
weakened substantially, spreads on international sovereign bonds widened
sharply and domestic bond yields rose in many EMEs (Graph V.5). Among the
first to be affected by the rising cost and reduced availability of external
finance were countries with large current account deficits (eg CEE countries
and South Africa), and those where surpluses decreased due to the slump in
oil and commodity prices (eg Argentina, Russia and Venezuela).

Exposures in the In the EMEs with more robust external positions, the initial impact on
capital flows came via the corporate sector. As exchange rates depreciated
sharply against the major international currencies, corporations that had
borrowed heavily in international debt and credit markets to finance investment
(eg Russian energy companies) encountered difficulties rolling over that debt.
In addition, the turmoil in September 2008 had revealed some types of
vulnerabilities of which the authorities and markets previously seemed to have
been unaware. In particular, many corporations in Brazil, Korea, Mexico and
Poland had entered into derivative contracts with foreign or domestic banks
during 2007 and 2008 to protect export earnings against a sharp appreciation
of local currencies and, in some cases, to speculate on a continuing
appreciation. These positions were typically held off corporate balance sheets.

Financial market developments
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international3 domestic#4
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US dollar terms; 31 December 2006 = 100. 3 JPMorgan EMBI Global (EMBIG) sovereign spreads over US Treasury yields (for Korea
and Thailand, CMA five-year credit default swap premia), in basis points. Chinese Taipei, the Czech Republic, India and Singapore are
excluded from the regional aggregates. *Five-year bond yields (for the Philippines, 10-year; for Turkey, two-year), in per cent.
5Median of the economies listed. ¢ China, Chinese Taipei, Hong Kong SAR, India, Indonesia, Korea, Malaysia, the Philippines,
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Poland. 9 Russia, South Africa and Turkey.

Sources: Bloomberg; Datastream; JPMorgan Chase; MSCI; national data. Graph V.5
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When local exchange rates fell against the dollar or the euro, the corporations
suffered heavy losses, currently estimated at about 0.8% of GDP in Korea and
more than 1% of GDP in Poland.

In international debt markets, primary issuance froze and secondary
trading of emerging market bonds was greatly reduced in September and
October, even for highly rated corporations and sovereigns with relatively
sound fiscal positions (eg Brazil, Malaysia and South Africa). After net
borrowing of $28 billion during the first three quarters of 2008, the last quarter
saw net repayments by EMEs of $27 billion (Table V.2), as many emerging
market corporate borrowers lost their access to international capital markets.
Net repayments were especially large in Korea, Latin America and oil-exporting
countries (Graph V.6). Syndicated loan issuance in the fourth quarter decreased
by a total of $65 billion compared with the third quarter, with Hong Kong SAR,
Singapore and countries in the Middle East being affected in particular. In
addition, non-resident holdings of local EME currency bonds declined, reflecting
not only increased demand for cash by foreign investors but also their risk
aversion, as local bond markets in many EMEs (including Hungary, Indonesia,

Flows to emerging
bond markets
evaporated

Mexico and Turkey) had become highly volatile.

The reversal in cross-border banking flows also became more severe in the
last quarter of 2008. According to the latest BIS international banking statistics,
banks from advanced economies reduced cross-border loans to developing
countries by $205 billion during the fourth quarter (1% of the combined GDP of
EMEs), reversing more than 60% of the inflows recorded during the previous
three quarters (Table V.2). Brazil, China, Korea, Turkey and oil-exporting
countries, including Russia, were particularly affected (Graph V.7). Loans to
banks declined more sharply than loans to the non-bank sector. At the same
time, residents of many EMEs (especially in central Europe and oil-exporting
countries, including Russia) withdrew part of their deposits and other foreign
assets held in BIS reporting banks. This provided an important cushion to the
emerging markets that had been unavailable in the past. However, some

More severe
reversal of cross-
border loans

deposit withdrawals may have reflected official foreign exchange intervention
rather than the autonomous response of emerging market banks to the
reduced availability of cross-border finance.

One question of interest is whether the presence of foreign banks in
EMEs has had any visible impact on banking flows. This question can be
addressed by assessing whether cross-border loans and local currency loans

Does foreign bank
ownership matter?

International bank flows and bond issuance

In billions of US dollars

Q1 2008 Q2 2008 Q3 2008 Q4 2008 Q1 2009
Cross-border loans’ 168 105 47 -205
International bonds,
net issuance -1 23 6 -27 4

Source: BIS.

1 External loans of BIS reporting banks vis-a-vis EMEs; estimated exchange rate adjusted changes.

Table V.2
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of foreign bank affiliates in EMEs have been more stable in countries with a
larger foreign bank presence.

Temporary Cross-border loans appear to have been temporarily more stable in some

resilience of cross-
border loans ...

... and mixed
performance of
local claims

smaller countries with a larger foreign bank presence. In particular, smaller
economies in CEE (the Baltic states and countries in southeastern Europe),
whose banking systems are almost fully foreign-owned, were less affected by
the decline in cross-border loans to banks in the fourth quarter of 2008 than
were the larger CEE economies (the Czech Republic, Poland, Russia and
Turkey), where foreign bank ownership is not dominant (with the exception of
the Czech Republic) (Graph V.7, right-hand panel).

The resilience of cross-border loans in smaller CEE countries is surprising
because many of them have sizeable external deficits. However, in February
2009 it became clear that the state of these economies was deteriorating faster
than expected. Many borrowers faced challenges repaying or rolling over their
loans. The loss of investor confidence suddenly exposed long-standing
vulnerabilities, such as the widespread practice of foreign currency borrowing
by households and by small and medium-sized enterprises. Whether parent
banks from western Europe have maintained support for their subsidiaries in
these smaller countries will become clearer after the release of data for the first
quarter of 2009 in early July.

As for local currency loans, whether such loans have been more stable in
countries where foreign-owned banks have a larger presence remains unclear.
Adjusting for exchange rate changes, local currency claims of foreign bank
affiliates have exhibited resilience in a number of EMEs; for example, in the
fourth quarter of 2008 these claims increased in Brazil, China, Poland and
Turkey, and remained stable in smaller CEE economies with a large foreign
bank presence. However, they decreased in some other countries (eg Korea
and South Africa).
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Another question of interest is whether countries with more developed Do local bond

local bond markets have fared better in the face of capital outflows. EMEs had ~ markets matter?
in recent years sought to reduce their vulnerability to capital inflow reversals by
increasing issuance in domestic debt markets. However, the crisis appears to
have prompted investors (particularly foreign ones) to attempt to withdraw from
local bond markets in EMEs and switch to more liquid foreign currency assets.
These attempts affected local bond markets in Hungary, Indonesia, Mexico and
Turkey, among others, and exacerbated depreciation pressures in many cases,
given the severe impairment of the operation of international currency swap
markets at the time (Graph 1.4, centre panel). For example, in Hungary there
were no bidders at government bond auctions in mid-October. Non-resident
holdings of local currency bonds declined as well, reflecting increased demand
for foreign currency by foreign investors. At the same time, international banks
were not prepared to swap euros for forints, triggering a sharp depreciation
with contagion effects throughout CEE (eg the Czech koruna fell by 9% against
the euro during the fourth quarter despite much sounder fundamentals).

In late 2008 and early 2009, the severe contraction in external demand Problems in trade
compounded the negative effects of the global financial crisis on emerging finance emerged
market capital flows. The effects were especially evident in the case of trade
finance. In Latin America, for instance, leading international banks were
reportedly renewing just 50-60% of the previous year’s trade credit lines in the
first quarter of 2009. A major part of this decrease reflected lower trade volumes
and commodity prices. But the decrease was also due to the drying-up of the
secondary market for trade finance and reduced credit lines from banks
specialising in the provision of such finance. Although it has also affected
some Asian exporting economies, the lack of trade credit may be most serious
for African nations because of their underdeveloped financial systems and the
inability of governments to increase the supply of such credit.
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The behaviour of foreign direct investment (FDI) flows, which have been
more stable than other capital flows in previous crises, also raises concerns.
Gross FDI inflows held up fairly well in 2008 compared with 2006-07,
especially in emerging Asia and Latin America (Graph V.8). However, recent
reports indicate that FDI inflows were lower in a number of countries in early
2009. One reason is that roughly one third of recent FDI inflows were related
to mergers and acquisitions, which are typically financed by international bank
loans. Significantly lower issuance of syndicated loans in the fourth quarter of
2008 and the first quarter of 2009 provides some support for this view. In
addition, profit remittances from some EMEs increased sharply, as many
multinational enterprises, in the same way as international banks, needed
liquid funds in their home markets. According to the OECD Development
Centre, reinvested earnings and intracompany loans are also being sharply
curtailed as companies repatriate financial resources to their parents.

Since the current crisis is associated with an unprecedented contraction
in global economic activity, it is extremely uncertain when and how far private
capital inflows to emerging markets might recover. Equity markets have
rebounded strongly since March 2009. In addition, international bond issuance
resumed in the first quarter of 2009 (Table V.2), but only for high-grade
sovereigns and top-rated corporates, and even then at much higher premia
than in early 2008. Furthermore, because the crisis originated in the financial
systems of advanced economies, the standard remedy in the past — reforming
policies in emerging market economies — is not likely to restart the flow of
capital to EMEs on its own. Moreover, it is not clear how global current
account imbalances — which were an important factor in the surge of capital
flows to and from emerging markets in the period before the crisis — will
eventually be resolved.

Composition of gross private capital inflows?
As a percentage of GDP
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Graph V.8
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Factors supporting economic activity

Apart from the scope for countercyclical policies discussed in Chapter VI, two
factors will influence the extent to which activity in EMEs can be maintained in
the face of declining exports and capital inflow reversals. One is the degree of
success in stabilising foreign exchange markets and maintaining the flow of
foreign currency financing, through the provision of foreign currency liquidity
by authorities. The other is the stability and lending capacity of the domestic
banking system, which are related to the financial condition of banks and recent
measures to support the financial sector.

Provision of foreign currency liquidity

As noted earlier, an important feature of the current crisis is that many
sovereigns had reduced or stabilised their external debt in the pre-crisis
period, but private external debt had remained high or increased. As capital
inflows reversed, central banks took steps to ensure the availability of foreign
currency so that the private sector could meet its payment obligations. They
intervened in foreign exchange markets to stabilise them and dampen
exchange rate volatility. They also used their foreign reserves to smooth the
flow of external financing to the private sector, seeking in particular to reduce
rollover risks and cover shortfalls in trade financing by providing funding or
guarantees.

While conditions in EME foreign exchange and funding markets appear to
have stabilised relative to the period of extreme financial stress around October
and November 2008, markets remain comparatively unsettled, and there has
been no full recovery (Graph V.5).

One concern is that intervention in foreign exchange markets has in some
cases entailed a very large depletion of foreign reserves. For example, in the
first quarter of 2009, foreign reserves were at 80% of their June 2008 levels in
Korea and India, around 75% in Poland and 65% in Russia. Given the possibility
that external shocks could persist, such depletions raise questions about
reserve adequacy, although conventional indicators suggest that reserve
holdings are still ample. In spite of significant interventions in the fourth
quarter of 2008, many EMEs still had larger foreign reserves at the end of 2008
than they did in 2007 (Table V.3). Furthermore, a well known rule of thumb (the
so-called Guidotti-Greenspan rule) is that foreign reserves should cover 100%
of external debt coming due within one year. In 2008, almost all EMEs far
exceeded this threshold — coverage was more than 400% in Asia and Russia
and around 300% in Latin America. Another rule of thumb, that foreign
reserves should cover three to six months of imports (ie 25-50% of annual
imports) was also typically exceeded at the end of 2008. These figures suggest
that many EME central banks could meet the foreign currency financing
requirements of the private sector for well over one year. However, a severe
economic downturn and a delayed recovery in capital inflows could produce
future episodes of market instability that could lead to a much faster draining
of reserves than suggested by these indicators. Under these conditions, the
withdrawal of financing to EMEs could severely impair the pace of economic
recovery.
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Foreign reserve adequacy’

Outstanding year-end reserves position

As a percentage of:
In billions of US dollars
GDP | Short-term external debt?2 Imports
96 07 08 09 08 96 07 08 09 96 07 08 09
Asia3 477 | 2,907 | 3,320 | 3,355 45 170 | 449 | 589 | 595 49 84 74 83
China 105 | 1,528 | 1,946 | 1,954 44 | 376 | 1,249 | 1,865 | 1,873 76 160 172 186
India 20 | 267 | 247 | 242 20 | 260 | 339 | 333 | 324 55 | 123 85 88
Korea 33| 262 | 200 | 212 21 45 176 173 177 22 73 46 55
Other Asia#4 319 | 850 | 927 | 948 52 | 145 | 389 | 502 | 511 48 69 62 72
Latin America® 142 | 397 | 440 | 410 13| 145 | 238 | 369 | 300 89 82 71 69
Brazil 58 179 193 186 12 111 292 | 342 | 329 109 149 111 115
Chile 16 17 23 24 14 | 201 86 113 114 89 38 40 47
Mexico 19 86 94 84 9 60 | 256 | 241 218 21 31 30 29
CEES 53 | 227 | 233 | 211 17 | 504 114 107 92 36 51 43
Middle East? 17 58 54 47 9 111 98 112 90 34 51 41
Russia 11 467 413 | 368 25 42 486 | 509 | 446 16 | 209 141 143
Memo:
Net oil exporters? 93| 883 | 885 21| 200 |1,050 | 1,862 42 98 87

1 Regional aggregates are the sum of the economies listed; for percentages, simple averages. For 2009, latest available data.
2 Consolidated cross-border claims of all BIS reporting banks on countries outside the reporting area with a maturity of up to
one year plus international debt securities outstanding with a remaining maturity of up to one year. 3 Countries listed. 4 Chinese
Taipei, Hong Kong SAR, Indonesia, Malaysia, the Philippines, Singapore and Thailand. % Countries listed plus Argentina,
Colombia, Peru and Venezuela. 6 Bulgaria, Croatia, the Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania,
Slovakia and Slovenia. 7 Kuwait, Qatar and Saudi Arabia. For Saudi Arabia, excluding investment in foreign securities.
8 Algeria, Angola, Kazakhstan, Mexico, Nigeria, Norway, Russia, Venezuela and the Middle East.

Sources: IMF; Datastream; national data. Table V.3

A further consideration is that foreign reserve adequacy also depends on

other characteristics of the economy not captured by conventional indicators.

For example, Chile’s foreign reserve holdings have been comparatively low

relative to its short-term external debt and its export revenues have fallen

sharply; however, its foreign reserves have been remarkably stable and the

Chilean peso rebounded earlier than other Latin American currencies. One

reason is that the government (through its sovereign wealth fund) and

households (through pension funds) have large holdings of foreign assets. In

spite of lower returns on international investments that may have temporarily

influenced the exchange rate, the robustness of the financial and corporate

sectors has on balance helped to limit calls on these foreign reserves. By the

same token, countries with much larger foreign reserve holdings but less

robust financial systems might be less resilient.

Alternatives to In this setting, an important issue is how much EMEs might rely on external
foreign reserves resources or reserve pooling arrangements rather than costly foreign reserve
holdings to improve resilience. The crisis has led to three unprecedented
measures that could eventually reduce the need for large foreign reserve
holdings. First, in October 2008 four EME central banks each entered into a
$30 billion reciprocal currency arrangement with the US Federal Reserve.
Second, a $120 billion multilateral facility, drawing on international reserves,
was recently established in East Asia. This significantly extends the scope of
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existing bilateral currency swap facilities set up under the so-called Chiang
Mai initiative. Third, recent G20 initiatives have called for large increases in
resources for international financial institutions, supporting steps taken by
these institutions to enhance the scope and effectiveness of their crisis-related
operations. An important development in this context is the decision of some
EMEs (Colombia, Mexico and Poland) to seek access to the IMF’s recently
created Flexible Credit Line, which targets countries with sound macroeconomic
fundamentals.

Resilience of banking systems and credit

The sharp reversal in cross-border bank financing cited earlier (Graph V.7) has
affected both the non-bank and banking sectors in EMEs. Corporate borrowers
facing reduced access to external funding have sought to borrow in the
domestic market instead. One indicator of how much domestic credit would
have to rise if all external borrowing shifted to domestic banks is the ratio of
non-bank external borrowing to bank domestic credit. Data for the third quarter
of 2008, before cross-border bank flows fell sharply, show that this ratio was
around 45% in Mexico and Turkey, and about 30% in central Europe, the Baltic
states and southeastern Europe.

Meeting this increased demand for credit could help support continued
economic activity. But domestic banks’ ability to do so may be limited, in
particular, by reductions in their own access to external financing. The extent of
vulnerability varies considerably across countries: the ratio of loans to deposits
is above unity (indicating a possible reliance on external financing) in Hungary,
Korea and Russia, countries that have experienced significant pressure in
foreign exchange markets, but also in Colombia and South Africa, where such
pressures have been much lower. Another indicator of reliance on external
financing — the share of foreign liabilities in the total liabilities of the banking
system - has ranged from about 15 to 30% in Hungary, Korea, Poland, Russia
and South Africa.

However, in spite of sharp declines in cross-border bank lending to non-
banks and banks in the fourth quarter of 2008, credit growth, while slowing,
remained in double digits (over year-earlier levels) in many EMEs well into the
first quarter of 2009. Indeed, in a number of EMEs, domestic bank credit has
remained stable or been on an upward trend (Graph V.9).

One factor that may have supported domestic credit growth is the strength
of EME banking systems, which has improved considerably in the course of
this decade. Profitability (as measured by the median2 return on assets across
countries for a group of 23 larger EMEs) rose from less than 1% at the
beginning of the decade to 1.5% in 2007. By 2007, the larger EMEs typically
had regulatory capital ratios well in excess of the minimum Basel threshold of
8%, with median ratios of around 13%. In some countries (eg Brazil, Indonesia,
Turkey) regulatory capital ratios were around 19%. Median non-performing loan

2 The median is more suitable as a measure of the central tendency if we want to know whether a
representative (50%) share of the sample of countries has performed better over time. In contrast, a
simple average would give more weight to unusually good or unusually poor performance, even if it
applies only to a very few countries and is therefore not representative.
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Domestic bank credit to the private sector!’

2007 =100
Asia Latin America and oil exporters Europe
—— China —— Brazil —— Russia
— India 160 — Mexico 160 = Turkey 160
—— Korea —— Other Latin America? 4 —— Central Europe? ¢
= Other Asia? 3 = Qil exporters? 5 - Baltic states and
140 140 southeastern 140
Europe? 7
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TIn nominal and local currency terms. 2 Weighted average of the economies listed, based on 2005 GDP and PPP exchange rates.
3Indonesia, Malaysia, the Philippines and Thailand. 4 Argentina, Chile, Colombia, Peru and Venezuela. 5 Algeria, Azerbaijan, Iran,
Kazakhstan, Kuwait, Libya, Nigeria, Oman, Qatar, Saudi Arabia and the United Arab Emirates. ¢ The Czech Republic, Hungary, Poland
and Slovakia. 7 Bulgaria, Croatia, Estonia, Latvia, Lithuania and Romania.

Sources: IMF; national data. Graph V.9

... as have efforts to
support domestic
banks

Risk that resilience
will be temporary

(NPL) ratios declined from around 10% at the beginning of the decade to less
than 3% in 2007. However, these tend to be lagging indicators. An alternative
indicator, Moody'’s Financial Strength Index, which rates banks according to
their standalone (ie excluding external support) capacity, also shows significant
improvement, although strength ratings tend to be low. Excluding two financial
centres with relatively high strength ratings (Hong Kong SAR and Singapore),
the median rating rose from 26 (out of a possible 100) in December 1998 to 34
in January 2008 and then fell to 33 by April 2009.

Another factor that may have supported credit growth is the move by EME
authorities to provide domestic liquidity and to furnish support to domestic
banking systems. As discussed further in Chapter VI, these measures have
included provision of central bank liquidity through monetary operations, lower
policy rates and reserve requirements. Deposit guarantees, support to banks
(including, in some cases, bank recapitalisation), measures to stabilise money
and capital markets, and steps to ensure financing to priority borrowers such
as small and medium-sized enterprises have also contributed to lowering the
cost of financing and maintaining the flow of bank credit in EMEs.

However, there is a significant risk that this resilience will be temporary and
domestic credit will decline sharply. One concern is that, as we know from past
experience, the severity of the ongoing economic slowdown could worsen
banks’ balance sheets by sharply raising NPLs, even though a large increase
is not currently forecast.

Conclusions

Two concerns arising from the global economic crisis may be highlighted. First,
there is a significant risk that economic recovery in EMEs will be delayed. In
particular, there is a risk of a destabilising negative feedback loop: the severity
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of the downturn could deter a recovery in capital flows to EMEs, which could
in turn further impair growth. Economic recovery is also likely to require a
rebound in trade with reduced global imbalances; but bringing about the
needed adjustments in both EMEs and advanced economies could take time.
In this setting, domestic credit, whose resilience has supported economic
activity, could decline sharply given the depth of the economic downturn.
Second, in response to a sharp reversal in capital inflows, EMEs have
relied on foreign exchange market intervention and other measures to provide
foreign currency liquidity. This has helped stabilise economic activity by
ensuring the continued functioning of foreign exchange markets and
smoothing the flow of financing to EMEs. Looking ahead, an important
question is whether available EME foreign reserves and new initiatives that
have considerably enhanced the availability of foreign currency resources (eg
bilateral foreign currency swaps involving EME central banks, reserve pooling
arrangements and recent large increases in official financing for EMEs) will help
bring about an early recovery in capital flows to EMEs. Over the medium term,
these new initiatives could also help EMEs reduce their reliance on reserve
accumulation, which in turn could contribute to reduced global imbalances.

90 BIS 79th Annual Report



VI. Policy responses to the crisis

The intensification of the global financial crisis during the third stage in
September-October 2008 and the subsequent sharp downturn of the world
economy in the fourth stage (see Table 1.1 for an overview of the stages of the
crisis) led to an unprecedented response by policymakers. Central banks
around the world cut policy rates aggressively, in many cases to levels near
zero (Graph VI.1, top panel). Normally, this would have provided a massive
stimulus to economic activity, but the dysfunctional state of the financial
system severely blunted the impact of lower interest rates. Major central
banks therefore took additional measures. At the same time, a first wave
of bank rescue packages unveiled in the last quarter of 2008 turned out to
be insufficient to stabilise the financial system. Governments were thus

Monetary and fiscal policy

Policy rates,! in per cent

4
3
~1- Federal Reserve
-1 ECB 2
=1~ Bank of Japan
~1- Bank of England 1
| | | | | ——t | | | I ! ! He—— 0
2005 2006 2007 2008 2009
Expected budget balance for 2009,2 as a percentage of GDP
[ Structural balance [ Overall balance 3
[ Cyclical balance
0
L] |
-3
-6
-9
| | | | | | | | | 12
United Japan  Germany  France Italy United Brazil® China3 India®
States Kingdom

TFor the Federal Reserve, target federal funds rate; for the ECB, interest rate on the main refinancing
operations; for the Bank of Japan, target for the uncollateralised overnight call rate; for the Bank of England,
Bank rate. 2 Projections before September 2008 (first column) and latest (second column). 3 Breakdown
not available.

Sources: OECD, Economic Outlook; Bloomberg; JPMorgan Chase; national data. Graph VI.1
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subsequently forced to modify their terms and expand their scope. Towards
the end of 2008, it became increasingly clear that neither monetary policy nor
rescue packages were sufficient to prevent a sharp contraction of the real
economy. Governments responded by introducing sizeable fiscal stimulus to
support aggregate demand (Graph V1.1, bottom panel).

The exceptional deterioration in the outlook for the economy in late 2008
and early 2009 clearly called for extraordinary policy actions, which are
discussed in some detail in the next three sections of this chapter. At this
writing, the ability of those plans to generate a sustained recovery is an open
question. The major reasons for doubt, discussed in the final section, are
limited progress in addressing the underlying problems of the financial sector
and the risks associated with the expansionary fiscal and monetary policies
put into place during the period under review.

Monetary policy

In the middle of 2008, amidst the financial turmoil, central banks faced the twin
problems of slowing output growth and persistently high inflation. The extent
and timing of the slowdown differed across countries. Economic growth in the
major advanced economies had been relatively strong in early 2008, but turned
negative towards mid-year (see Chapter IV). Emerging market economies
continued to experience solid growth, but the export-oriented economies of
East Asia and central Europe showed signs of slowing before the crisis of
confidence in September and October (see Chapter V). Inflation rates were well
above (implicit or explicit) targets almost everywhere, owing to sharp rises in
food and energy prices during the first half of 2008.

Finding the appropriate monetary policy response in this environment
proved challenging. With the benefit of hindsight, one can see that
policymakers underappreciated the extent of the slowdown in mid-2008 and
the strength of the associated disinflationary forces. Although slowing growth
would at some point create the slack necessary to stabilise prices, few central
banks expected inflation to fall before late 2009. In the meantime, there was a
real danger that persistently high inflation might feed into permanently higher
inflation expectations, which in turn could result in a higher pass-through
from commodity prices to other prices and wages. As a consequence, central
banks in both advanced and emerging market economies either held rates
constant or raised them.

The 15 September bankruptcy of Lehman Brothers, followed by weeks of
extreme pressure in the credit markets, escalating threats to the stability of
major financial institutions and an accelerating pullback in economic activity,
marked a turning point for the world economy and for monetary policy. On
8 October, when they simultaneously announced cuts in their policy rates, six
major central banks undertook the first ever round of coordinated rate action.
Other central banks around the world also began rapidly cutting rates
(Graph VI.1, top panel, and Graph VI.2). The worldwide declines in output and
inflation in the fourth quarter of 2008 and early 2009 far exceeded those
implied by the downside risks to growth identified only a few months before.
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In per cent
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TFor the Reserve Bank of Australia, target cash rate; for the Central Bank of Brazil, overnight SELIC target
rate; for the Bank of Canada, target overnight rate; for the People’s Bank of China, one-year working capital;
for the Reserve Bank of India, reverse repo rate; for the Bank of Korea, base rate (up to March 2008, overnight
call target rate); for the National Bank of Poland, seven-day reference rate; for Sveriges Riksbank, repo rate;
for the Swiss National Bank, midpoint of the three-month Libor target range.

Sources: Bloomberg; national data. Graph VI.2

By the end of May 2009, the Federal Reserve, the Bank of Japan, the Bank of
England, the Bank of Canada, Sveriges Riksbank and the Swiss National Bank
had brought policy rates close to zero. The European Central Bank lowered its
main policy rate by 3% percentage points between September 2008 and May
2009, but stopped well before it reached the zero lower bound. However, the
ample supply of central bank balances from late 2008 onwards pushed
overnight rates close to the rate on the ECB’s deposit facility, and thus almost
to zero. Central banks in many emerging market economies also reduced
interest rates, albeit from a much higher level.

Not all central banks had room to lower policy rates. A run on the currency
forced the central banks of Hungary, Iceland and Russia to tighten policy
in late 2008 despite declining inflation and slowing real activity, although
they started to reduce policy rates gradually over the course of the following
months.

Notwithstanding the rapid and sizeable easing in policy rates after the
bankruptcy of Lehman Brothers, the limitations of interest rate policy became
more apparent in many countries. Financial market tensions and the rise in
credit and liquidity risk premia (see Chapter Il) impaired the transmission
mechanism. For example, yields on corporate bonds increased despite sharp
declines in policy rates. Banks generally passed reductions in their funding
costs on to their customers, but they tightened credit standards significantly,
offsetting the impact of cuts in the policy rate on overall financial conditions
(see Chapter IV).

As policy rates in many countries reached historically low levels, the zero
lower bound became a binding constraint, making it impossible to follow
policy rules that called for negative nominal interest rates in many advanced
economies in view of widening output gaps and falling inflation rates.
Moreover, a number of considerations led central banks to stop easing once

BIS 79th Annual Report 93



policy rates reached a level slightly above zero. Given that bank deposit rates
are generally below money market rates, the former may reach zero even if
the latter are still positive. When that happens, any further reduction in market
rates may not be passed on to households and firms, as banks need to
maintain a margin between deposit and lending rates to remain profitable.
Similarly, money market mutual funds may become unprofitable once rates
fall to a certain level.

Broadening the scope of policy

In this context, many central banks took additional steps to improve the
functioning of credit markets and to ease financial conditions. Given the
unprecedented breadth of actions in many countries, it is useful to outline a
framework for reviewing the various facets of central banks’ responses.

Nowadays, central banks generally conduct monetary policy through
targets on very short-term interest rates. This approach comprises two core
elements: signalling the desired policy stance through the announcement of
a key interest rate (the policy rate);' and liquidity management operations,
defined broadly to encompass various aspects of the operating framework -
including the maturity, pricing and collateral requirements for central bank
liquidity — that supports the desired stance by keeping the relevant market rate
consistent with the policy rate. Typically, liquidity management operations are
designed and implemented carefully to ensure that they influence only the
specific market rate targeted by policy. As such, they play a supportive role,
neither impinging upon nor containing any information relevant to the stance
of policy.

Ligquidity management operations, however, can also be used deliberately
to influence specific elements of the monetary transmission mechanism, such
as certain asset prices, yields and funding conditions over and above the
impact of the policy rate. In this case, liquidity operations no longer simply play
a passive role but become an integral part of the overall monetary policy
stance. Such operations generally result in substantial changes in central
banks’ balance sheets — in terms of size, composition and risk profile. They
will henceforth be referred to as balance sheet policy.

The various forms of balance sheet policy can be distinguished by the
particular market that is targeted. The most common, familiar form is sterilised
foreign exchange intervention. Here, purchases or sales of foreign currency
seek to influence the level of the exchange rate separately from the policy rate
that defines the official policy stance. In the current crisis, balance sheet policy
has also been employed to target term money market rates, long-term
government bond vyields and various risk spreads. While the justification,
underlying mechanics, channels of influence and balance sheet implications
are analogous to the case of foreign exchange intervention, the choice of
market is atypical and in some cases unprecedented. It is the choice of market
that renders recent central bank actions “unconventional”, not the overall

1 The policy rate can take the form of a rate actually set by the central bank in its operations, such as
the ECB’s minimum bid rate, or may be simply an announced target for a market rate, such as the
Federal Reserve's target federal funds rate.
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approach of seeking to influence specific elements of the transmission
mechanism over and above the policy rate.

An important feature of balance sheet policy is that it can be implemented
regardless of the prevailing interest rate level. Foreign exchange interventions,
for example, are routinely carried out in this manner. As long as central banks
possess the capacity to carry out offsetting operations on reserve balances,
neither expanding asset holdings nor altering their composition will necessarily
impinge on central banks’ ability to maintain their policy rates close to target.
Indeed, many Asian central banks that intervened actively in foreign exchange
markets in recent years have been able to attain their official interest rate
targets despite sizeable expansions of their balance sheets.

In principle, the effects of balance sheet policy may be transmitted
through two main channels. The first is a signalling effect, analogous to that
used to attain short-term interest rate targets. In this case, operations
undertaken by the central bank, or their communication, influence public
expectations about key factors that underpin an asset's market valuation.
Those factors include expectations regarding the future course of policy,
inflation, relative scarcities of different assets or their risk and liquidity
profiles. For example, the announcement that the central bank is prepared to
engage in operations involving illiquid assets may in itself boost investor
confidence in those assets, thereby reducing liquidity premia and stimulating
trading activity. The signalling effect can be quite powerful, as illustrated by
the sharp drop in long-term government bond yields and exchange rates in
the United States and the United Kingdom following announcements by the
Federal Reserve and the Bank of England of plans for outright purchases of
the respective government bonds (Graph V1.3, left-hand panel; see Chapter Il
for further examples).

Signalling and portfolio balance effects
Signalling effect’ Portfolio balance effect*
Govt bond yield (lhs):2 Exchange rate (rhs):3 TSLF First TSLF
—— United States .= = USD/EUR announced auction 2.0
—— United Kingdom + == GBP/EUR
40 ===, 102 1.5
“~~__,~ = Agency
36 - PR 100 — MBS 1.0
‘5"‘—- \\:~‘
3.2 % 98
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2.8 \/\ voeTTR 96
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Days
1The policy announcement day 0 is: for the United Kingdom, 5 March 2009; for the United States, 18 March
2009. 2Ten-year bond yields, in per cent. 3 Rebased to period 0 = 100. A decrease implies a depreciation
of the US dollar or pound sterling against the euro. * Spread between the overnight agency or agency
mortgage-backed security (MBS) repo rate and the overnight Treasury general collateral (GC) repo rate, in
percentage points.
Sources: Bloomberg; BIS calculations. Graph VI.3
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The second channel — a broader version of the standard portfolio balance
effect — works through the impact of central bank operations on the
composition of private sector portfolios. When assets are imperfect substitutes
for one another, changes in relative asset supplies brought about through
central bank operations materially alter the composition of portfolios. To
compensate, relative asset yields typically need to change, and such changes
may in turn influence the real economy. To the extent that this process leads to
stronger balance sheets, greater collateral values and higher net worth, it may
help loosen credit constraints, lower external finance premia and hence revive
private sector intermediation. For example, when risky private securities are
purchased from banks in exchange for risk-free claims on the public sector,
the resultant improvement in the overall risk profile of bank balance sheets
may enhance both the willingness and the ability of banks to lend.

A clear illustration of the portfolio balance effect in the current episode
is the impact of the Federal Reserve’s Term Securities Lending Facility (TSLF)
on repo financing spreads between Treasury and non-Treasury collateral — a
gauge of the relative scarcity of the two types of collateral. The effectiveness
of such securities lending operations comes directly from their impact on the
relative supplies of collateral in the market. As such, the observation that repo
financing spreads declined only after the TSLF was implemented — and not
when it was announced — demonstrates the influence of the portfolio balance
effect that is clearly distinct from the signalling effect (Graph VI.3, right-hand
panel).

There is ongoing debate as to whether the particular structure of central
bank liabilities matters for the effectiveness of balance sheet policy. For
example, the focal point of quantitative easing — as used to describe operations
by the Bank of Japan during 2001-06 - is the expansion of bank reserves,
which are on the liabilities side. Credit easing operations by the Federal
Reserve in the current episode, on the other hand, concentrate squarely on
the asset composition of the central bank’s balance sheet and the influence
that this has on private sector credit conditions. From the perspective of
quantitative easing, bank reserves are special either in their ability to act as a
catalyst for bank lending or because they contribute to market stability and
confidence. Credit easing, on the other hand, does not attach particular
significance to bank reserves, implicitly treating the various forms of central
bank liabilities as very close substitutes, not only for one another but also for
certain kinds of government debt. From this perspective, the manner in which
balance sheet policy is funded - be it by issuing central bank bills, issuing
short-term treasury bills and depositing the proceeds at the central bank, or
simply increasing bank reserves (which may be interest bearing) — is of
secondary importance as far as effectiveness is concerned. Clearly, policy
communication also differs significantly between the two approaches.

An overview of central bank responses

The conceptual framework just described can be usefully employed to assess
central bank responses to the crisis so far. In particular, the responses can be
divided into three broad categories according to how the associated operations
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Central bank responses to the crisis
Objective Measures adopted Fed | ECB | BoE | BoJ | BoC | RBA | SNB
Achieve the official | Exceptional fine-tuning operations Vi vil vy v v |V |V
stance of Change in reserve requirements V2
monetary policy Narrower corridor on overnight rate V3| v | vV
Payment of interest on reserves 4 v
Increased treasury deposit v 4
Short-term deposit or central
bank bill v v v v v
Influence Modification of discount window
wholesale facility v's v
interbank market | Exceptional long-term operations Vi ve| v IV |V |V |V
conditions Broadening of eligible collateral VvV |V |V |v |V
Broadening of counterparties v v | v 4 v
Inter-central bank FX swap lines 4 v | v | Vv v | v | Vv
Introduction or easing of conditions
for securities lending v v I v |V
Influence credit CP funding/purchase/
market and collateral eligibility v ve | Ve | vio| vn
broader financial | ABS funding/purchase/collateral
conditions eligibility viz| vi3| V8 v
Corporate bond funding/
purchase/collateral eligibility ve | vl v 4
Purchase of public sector securities V15 ve | Ve
Purchase of other non-public sector
securities v v'i8
Fed = Federal Reserve; ECB = European Central Bank; BoE = Bank of England; BoJ = Bank of Japan; BoC = Bank of Canada;
RBA = Reserve Bank of Australia; SNB = Swiss National Bank. v' = yes; blank space = no.
1 Including front-loading of reserves in maintenance period. 2 Expand range over which reserves are remunerated. 3 Lower
the discount rate relative to the target federal funds rate. 4 Pay interest on excess reserve balances (Complementary Deposit
Facility). 5 Reduce rate and expand term on discount facility; allow participation of primary dealers (Primary Dealer Credit Facility).
6 Including fixed rate full-allotment operations. 7 Finance purchase of short-term certificates of deposit, commercial paper (CP)
and asset-backed CP (ABCP) (Money Market Investor Funding Facility, Asset-Backed Commercial Paper Money Market Mutual
Fund Liquidity Facility and Commercial Paper Funding Facility (CPFF)). 8 Asset Purchase Facility. 9 Increase frequency and size
of CP repo operations and introduce outright CP purchases. 10 Term Purchase and Resale Agreement Facility for Private Sector
Instruments. 11 Acceptance of residential mortgage-backed securities and ABCP as collateral in repo operations. 12 Finance
purchase of asset-backed securities (ABS) collateralised by student, auto, credit card and other guaranteed loans (Term Asset-
Backed Securities Loan Facility). 13 Purchase of covered bonds. ' Expand range of corporate debt as eligible collateral and
introduce loan facility against corporate debt collateral. 15 Purchase Treasury debt as well as direct obligations of and MBS
backed by housing-related government-sponsored enterprises. 16 Purchase Japanese government bonds to facilitate smooth
money market operations; not intended to influence bond prices. 17 Purchase equity held by financial institutions. 18 Purchase
foreign currency securities.
Source: National data. Table VI.1

are related to their proximate objectives (Table VI.1). The first category consists
of measures to ensure that the market rate is consistent with the policy rate. The
second involves initiatives to alleviate strains in wholesale interbank markets.
The third consists of responses aimed at supporting specific credit markets —
particularly the non-bank segments — and easing financial conditions more
broadly. The last two categories, insofar as they involve operations directed at
particular segments of the transmission mechanism over and above the
traditional interest rate target, fall under the umbrella of balance sheet policy.
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Central bank assets and liabilities
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Sources: Datastream; national data. Graph VI.4

With respect to the first category, the implementation of interest rate
targets largely involved accommodating the greater instability in the demand
for reserves through a more flexible supply, in terms of both size and
frequency. To help anchor short-term rates to the policy target, the Bank of
England and the Federal Reserve also reduced the width of the effective
corridor on overnight rates by changing the rates applied on end-of-day
standing facilities. At the same time, central banks had to expand their
capacity to reabsorb excess reserves to neutralise the impact on overnight
interest rates of the much expanded operations. As reflected in the
composition of central bank liabilities, this was implemented in a number of
ways (Graph VI.4). The Bank of England and the Swiss National Bank began
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Box VI.A: Policy coordination by central banks during the crisis

Information sharing with other monetary authorities is part of the daily routine of central bankers. They
share many aspects of their policy frameworks and economic thinking with each other and thus are likely
to adopt similar measures when facing common challenges, but explicit coordination among central
banks is unusual. And while coordinated intervention to limit exchange rate movements was not
infrequent in the past, it has become rare — at least among central banks in industrial economies.

During the current financial crisis, however, central banks have coordinated actions to an
unprecedented extent. This box investigates some of the reasons why coordination was a preferred
policy option.

Coordinated actions during the crisis: liquidity and interest rates

The closest coordination has been seen in efforts to address foreign currency funding shortages in
interbank markets, especially for US dollars.® The strains in the US dollar money markets during the
crisis rendered it very difficult for non-US banks to obtain US dollar funding, as reflected in dislocations
in the foreign exchange swap markets and increased Libor-OIS spreads (see Chapters Il and lll). In
response, the Federal Reserve established swap lines with central banks in Europe to alleviate the US
dollar shortage there. After the Lehman failure, it became clear that the growing shortage in US dollar
funding needed to be addressed in all major markets simultaneously; the swap lines were subsequently
expanded in both scale and geographical scope (Table VI.A). Similar arrangements were later put in
place to address the euro and Swiss franc shortage in Europe; existing swap lines were also drawn upon
to address the yen shortage in Asia.

Interest rate policies are usually not coordinated, but on 8 October 2008 a number of central banks
in the industrial economies took the unprecedented step of jointly announcing interest rate cuts.

Coordinated policy actions by central banks during the crisis

Dec 07 | Mar 08 | Sep 08 | Oct 08 | Nov08 | Jan09 | Febo09

Central banks providing Liquidity policy:
liquidity (currency) Swap lines announced with the central banks of:

Federal Reserve (USD) CH, XM JP, GB, BR, KR,

AU, CA, | MX, Nz,

DK, NO, SG

SE

Swiss National Bank (CHF) XM PL HU
ECB (EUR) DK, HU? PL?
Nordic central banks2 (EUR) IS
Riksbank (SEK) EE

Interest rate policy:
Joint interest rate cut by the central banks of:

CA, XM,
CH, SE,
GB, US

AU = Australia; BR = Brazil; CA = Canada; CH = Switzerland; DK = Denmark; EE = Estonia; GB = United Kingdom; HU = Hungary;
IS = Iceland; JP = Japan; KR = Korea; MX = Mexico; NO = Norway; NZ = New Zealand; PL = Poland; SE = Sweden; SG = Singapore;
US = United States; XM = euro area.

In December 2008, the Bank of Japan expanded an existing bilateral JPY/KRW swap line with the Bank of Korea. In April 2009,
the Bank of England, the ECB, the Bank of Japan and the Swiss National Bank announced swap lines for the purpose of providing
their local currencies to the Federal Reserve, if required.

1 Based on repo agreements. 2 In Denmark, Norway and Sweden.

Source: National data. Table VI.A
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Why did coordination take place?

The provision of foreign exchange through swap lines had advantages on both sides. For instance,
addressing the US dollar shortage of foreign banks helped the Federal Reserve to enhance its control
over the rates paid for US dollar funding in money markets and reduced the risk of “fire sales” of dollar-
denominated assets by foreign institutions. Admittedly, in its domestic operations the Federal Reserve
was already providing US dollar liquidity to US affiliates of non-US banks through various programmes.
However, extending direct liquidity distribution to foreign banks across more time zones and institutions
would have involved the challenges of setting up additional lending arrangements, including modifying
requirements for collateral or assessing the credit risk of these counterparties. By contrast, through swap
lines with other central banks, the Federal Reserve could use the existing infrastructure of lending by the
foreign central bank to its domestic financial institutions, including settlement arrangements and
monitoring of counterparties and eligible collateral. Lending via the foreign central bank also helped to
align liquidity support operations with the foreign central banks’ supervisory responsibilities.

For the foreign central bank, the shortages of foreign currency funding for its domestic counterparties
posed a potential threat to the stability of the economy’s financial system. The central bank could have
mobilised existing foreign exchange reserves or used foreign exchange borrowed from the market. But
those strategies are unattractive in a crisis if foreign exchange reserves are limited or foreign exchange
markets are impaired — hence the attraction of accessing a swap line with another central bank.

Finally, policymakers may want to be seen to be cooperating during a global crisis, thereby
increasing confidence. Indeed, this is the most compelling explanation for the coordinated interest rate
cuts in October 2008.

Did it work?

Many market participants reported that the extended swap facilities improved term funding conditions.®
Indeed, actual usage peaked in late October and gradually declined thereafter, with some central banks
never actually having drawn on the swap lines. Foreign exchange swap market deviations declined in
particular in EUR/USD and CHF/USD, and overall Libor-OIS spreads narrowed. While many other policy
actions were taken at the same time, it seems fair to say that some of this improvement was due to the
introduction of central bank swap lines.

® The details of central bank swap lines during the crisis are discussed in C Ho and F-L Michaud, “Central bank measures to
alleviate foreign currency funding shortages”, BIS Quarterly Review, December 2008, pp 14-15. @ See N Baba and F Packer,
“From turmoil to crisis: dislocations in the FX swap market before and after the failure of Lehman Brothers”, paper presented
at the conference The global financial crisis: causes, threats and opportunities, Warwick, 6 April 2009.

to issue central bank bills; the ECB and the Reserve Bank of Australia relied

increasingly on accepting interest bearing deposits; and the Federal Reserve
took in greater amounts of deposits from the Treasury and started to pay

interest on reserves.

The second group of measures, prominent during the first two crisis to alleviate strains
stages, centred on reducing term interbank market spreads, seen as an ::t‘é"rt‘;:elfi']earketsl_
indicator of tensions in that key market segment. This was tackled both directly,
by providing more term funding so as to offset some of the shortfall in market
supply, and indirectly, by addressing impediments to the smooth distribution of
reserves in the system and ensuring access to funding from the central bank.
To this end, conditions for the provision of reserves were eased by relaxing
eligible collateral and counterparty coverage, lengthening the maturity of
refinancing operations, and establishing inter-central bank swap lines to
alleviate mostly dollar funding pressures in offshore markets (as well as offshore
funding pressures in a few other currencies; see Box VI.A and Chapter Il). The
use of the swap lines was a significant driver of balance sheet expansions for
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with the fiscal
authority is needed

major central banks during this period (Graph VI.4).2 In addition, many central
banks introduced or eased conditions for lending out highly liquid securities —
typically sovereign bonds — against less liquid market securities in order to
improve funding conditions in the money market.

The third category of policy responses, which received more emphasis as
the turmoil in financial markets deepened (stages three to five of the crisis),
focused on directly alleviating tightening credit conditions in the non-bank
sector and easing broader financial conditions. Prominent measures included
the provision of funds to non-banks to improve liquidity and reduce risk spreads
in specific markets — such as commercial paper, asset-backed securities and
corporate bonds — as well as the direct purchase of public sector securities to
influence benchmark yields more generally. In a notable step, the Swiss
National Bank intervened in the foreign exchange market to contain upward
pressure on the Swiss franc as part of its efforts to reduce deflationary risks
and loosen monetary conditions more generally.

As a by-product of these actions, central bank balance sheets expanded
substantially and their composition changed significantly (Graph VI.4). An
important difference across countries is the relative emphasis given to private
versus public sector securities and bank versus non-bank markets. The Federal
Reserve focused heavily on non-bank credit markets as well as on operations
involving private sector securities, as exemplified by measures such as the
Commercial Paper Funding Facility and the Term Asset-Backed Securities
Loan Facility (part of “Lending” in Graph VI.4, top left-hand panel). The Bank
of England, on the other hand, initially concentrated its Asset Purchase
Facility primarily on purchases of government bonds (part of “Other assets”
in Graph VI.4, bottom left-hand panel), while the ECB emphasised banking
system liquidity by conducting fixed rate full-allotment refinancing operations
with maturities of up to 12 months (part of “Lending” in Graph VI.4, top
right-hand panel) and by purchasing covered bonds. In the case of the Bank
of Japan, substantial efforts were directed at improving funding conditions for
firms through various measures pertaining to commercial paper and corporate
bonds. The varying emphasis reflects, in part, differences in financial structures.
More direct intervention in non-bank credit markets in the United States, for
example, is consistent with that country’s predominantly market-based
system, while the greater focus accorded in the euro area to supporting banks
reflects a larger reliance on bank-based intermediation in the region.

Greater reliance on balance sheet policy has entailed an increasingly
pervasive role for central banks in the intermediation process and a more
significant influence on the relative supplies of claims on the public sector.
This heightens the need for close cooperation with the fiscal authority for
two key reasons. First, large purchases of government securities and the
accompanying rapid expansion of central bank liabilities affect the overall
profile of public sector debt. Their effect could potentially be undermined by
debt management operations, not least given their typically larger size, unless

2 Amounts drawn under the swap lines appear on the assets side of the central banks’ balance sheets,
and on the liabilities side as domestic currency liabilities to foreign central banks (as long as the foreign
central bank does not make use of the foreign currency obtained through the swap).
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Central bank collateral

In billions of respective currency units

Federal Reserve! Eurosystem?2
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1Collateral pledged to various facilities. 2 Collateral pledged in Eurosystem credit operations. 3 Including
covered, uncovered and corporate bonds and other marketable assets. *Monthly average value of
collateral held for monetary policy. 5 Assets purchased under repurchase agreements by the Bank of
Japan.

Sources: Datastream; national data. Graph VI.5

the objectives of the two types of operations are consistent. Second, central
banks are taking on greater credit and market risk, as evidenced by the higher
proportion of private sector securities in the collateral accepted in monetary
operations (Graph VI.5). As a result, close coordination between the central
bank and the government is necessary to put in place mechanisms to ensure
that potential losses do not impair the operational independence of central
banks.

Repairing the financial system

Central bank actions addressed banks’ immediate funding needs through the
first two stages of the crisis, but the severe market dislocation following the
bankruptcy of Lehman Brothers in September called into question the solvency
of a number of systemically important financial institutions (see Chapters I
and lll for details). Given their importance to the functioning of the real
economy, governments took action to prevent their collapse and to restore
confidence in the financial system. Government support was ultimately
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designed to restart the flow of credit to households and businesses and to
maintain growth in the real economy.

The policy response did succeed in averting the collapse of the financial
system and in calming the markets. It was less successful, however, in
convincingly addressing the impaired assets on banks’ balance sheets. That
problem could delay the adjustments required to ensure that the financial
system can operate efficiently on a sustainable basis and may have exposed
taxpayers to potentially larger losses. By May 2009, doubts about the long-term
health of major global banks remained, with uncertainty about the potential
losses from loan books and other credit exposures making it difficult for banks
to raise private capital.

This section describes the main characteristics of the government rescue
packages and the market reaction to them. It then assesses the government
response in the light of the lessons from the 1990s Nordic crises (see
Box VI.B) and concludes with some longer-term concerns raised by the policy
interventions.

Characteristics of government rescue packages

Ad hoc actions in late September to rescue specific banks were followed in
October by announcements of comprehensive rescue packages by governments
of most leading economies. The announcements were accompanied by
statements that no systemically important institution would be allowed to fail.
Rescue packages consisted of actions targeting the liquidity and solvency
of specific institutions and the functioning of financial markets (Table VI.2).
Whereas central banks had provided short-term funding to eligible institutions
during the earlier stages of the crisis, governments facilitated access to
more permanent sources of funding from stage three onwards by providing
deposit and debt guarantees. Governments addressed solvency concerns by
recapitalising the banks. In an effort to address impaired assets, governments
either purchased assets or provided insurance against unusually large losses
on specified portfolios of key institutions. As a last resort, governments

Special measures to stabilise the financial system’

AU BR CA CH DE FR GB HK IT JP KR NL us
Deposit insurance v 4 v v v v v v
Restriction on short
selling v v v v v v v v v
Capital injections 4 4 v v v v v v v v v
Debt guarantees v v v V2| v v v v v v
Asset insurance v v v
Asset purchases v v v v v v v
Nationalisation v v v v

AU = Australia; BR = Brazil; CA = Canada; CH = Switzerland; DE = Germany; FR = France; GB = United Kingdom; HK = Hong Kong

SAR; IT = Italy; JP = Japan; KR = Korea; NL = Netherlands; US = United States. v/ = yes; blank space = no.
1 Reflects information up to end-April 2009. 2 Via the Société de financement de I’'économie francaise.

Source: National data.

Table VI.2
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Box VI.B: Resolving the financial crisis: a message from the Nordic countries

The way that Finland, Norway and Sweden dealt with their banking crises in the late 1980s and early 1990s
is widely regarded as “best practice”.® A comparison of that episode with the current crisis suggests that
while the underlying nature of the problems is quite similar, differences in their manifestation have deeply
influenced the timing and shape of policy interventions. This box highlights two basic principles for the
resolution of banking crises that emerged from the Nordic events and considers how differences in
circumstances have influenced to what extent they have been followed.

The main objective of crisis management and resolution is to minimise the costs of financial distress
in terms of lost output. There is now a broad consensus around two basic principles that are seen as best
practice for crisis resolution. First, the nature and size of the banking problems should be recognised early
and intervention should follow quickly. The aim is to avoid a hidden deterioration in underlying asset
quality, which could magnify the costs of the resolution. Second, intervention should be in-depth and
broad-ranging - that is, after taking the measures needed to stabilise the situation, the authorities should
ensure that losses are booked, bad assets are disposed of, the system is recapitalised and any excess
capacity is removed. By cleaning up the balance sheets and encouraging adjustment, these policies
should restore the ability of the financial system to operate effectively and underpin its long-term
profitability, thereby setting the basis for a self-sustained economic recovery.

The specific measures will vary depending on circumstances. Inevitably, they will require the political
will to commit public money and the means to exert sufficient control over financial intermediaries through
either strict conditionality or public ownership. Those conditions hold management and shareholders
responsible, avoid giving supported institutions an unfair competitive advantage, limit the risk of “gambling
for resurrection” and contain the costs to the taxpayers. The incentives of incumbent management and
shareholders will be to delay recognition and to hold out for the most advantageous terms.

The Nordic crises and today’s crisis resemble one another in a fundamental respect: they can be
regarded as the result of the reversal of an outsize credit and asset price (“financial”) cycle (Graph VI.B).
The crises were preceded by an unusually rapid and prolonged increase in the ratio of private sector credit
to GDP alongside equally sharp increases in asset prices, especially real estate prices. Indeed, recent work
has found that real-time leading indicators based on credit and asset price booms help predict these
banking crises well ahead of time.®

Although their underlying conditions are similar, the two episodes differ strikingly in the timing of the
first systemic events and policy interventions within the financial cycle (Graph VI.B). In the Nordic crises,
comprehensive interventions came well after property prices had begun falling. In the current episode, in
contrast, the crisis erupted earlier in the down leg of the financial cycle, as illustrated by the experience
of the United States and the United Kingdom. Similarly, Nordic banks were closer to book insolvency; in
fact, the authorities’ intervention was designed partly to raise capital above Basel | minima. In the current
crisis, most institutions had capital well above those minima. As a result, in terms of the timeliness of the
intervention — the first principle above — the management of the current crisis compares favourably with
the Nordic experience.

Arguably, a key reason for the difference in timing reflects accounting practices. The current crisis
started as a mark to market crisis: losses were first incurred on securitised claims recorded on a fair value
accounting basis; indeed, a large proportion of the losses have been of that kind (Table 11l.2). The losses in
the Nordic crises were recorded on a historical (accrual) accounting basis, following the impairment of
loans. Mark to market accounting recognises losses much earlier than accrual accounting: it does not
require a clear credit event to trigger recognition. As soon as market participants anticipate a future default,
the price of the security falls. Moreover, its decline is typically amplified by rising risk aversion and may be
compounded by distressed sales.

Paradoxically, the earlier recognition of losses and timelier intervention have actually complicated
crisis management with respect to the second principle of best practice: they have made it harder for
policymakers to exert the degree of control necessary to clean up balance sheets. For the most part,
marked to market losses have wounded institutions but have not made them objectively insolvent (see
Chapters lll and VI). This has narrowed the options available to the authorities. For example, it is more
difficult to apply strict conditions or enforce writedowns in such circumstances, and the risk of infringing
the property rights of shareholders is higher. More importantly, the funding disruptions caused by marked
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1The asset price series are normalised to 100 by their respective peaks within a window around each banking crisis (for the Nordic
countries, 1985-92; for the other countries, 2004-09). The vertical lines denote the following events: red = first systemic event (major
failure or rescue); blue = introduction of a debt guarantee scheme; green = generalised bank recapitalisation programme.
2Introduction of debt guarantee scheme and generalised bank recapitalisation programme on the same date.

Sources: National data; BIS calculations. Graph VI.B

to market losses may have clouded the interpretation of the underlying problems. For a considerable time,
what was fundamentally a looming solvency crisis tended to be regarded as a pure liquidity crisis (see
Chapter Il). It was widely believed that the sharp asset price declines would be temporary and that market
functioning and effective intermediation could be restored through central bank liquidity support.
However, if the credit cycle follows a pattern similar to previous ones associated with severe banking
distress, an overt deterioration in loan books will follow the marked to market losses.

In the interim, there is a risk that the authorities’ efforts could focus too much on sustaining credit,
asset prices and aggregate demand rather than on encouraging the necessary adjustment in bank balance
sheets. The Nordic resolutions required full recognition of losses, the writedown of equity, and a
contraction in the balance sheets and branch networks of those banks receiving targeted support. Strict
conditionality and public ownership were used to that end. The only exception was a general capital
injection in Finland, which was designed partly to restore fair competitive conditions between the
resolved institutions and others as well as to support lending capacity. By contrast, the conditions
attached to recent packages have generally not sought to encourage adjustment and have even involved
increased lending targets to support domestic credit. The risk is that the basis for a self-sustained
recovery could be delayed.

® For a comparative discussion of the resolution of the Nordic banking crises, see the BIS's 63rd Annual Report, June 1993,
Chapters VIl and VIIl. @ The main exceptions to predictability are the banking systems that in the current crisis have suffered
problems only as a result of their cross-border exposures, such as those of Germany and Switzerland. See C Borio and
M Drehmann, “Assessing the risk of banking crises — revisited”, BIS Quarterly Review, March 2009.
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nationalised insolvent financial institutions to protect depositors and avoid
contagion, or they acquired majority equity stakes.

By offering greater protection to depositors and bank creditors through
guarantees, governments protected key sources of bank financing and
facilitated the refinancing of maturing debt (Table VI.2). More than 20 countries
introduced or increased guarantees on retail and commercial deposits,
reducing the likelihood of bank runs. Government debt guarantees allowed
eligible banks to issue new bonds backed by explicit government support in
return for an annual fee paid by the issuer. Issuance under these schemes was
the primary source of bank bond issuance in the last quarter of 2008 and the
first quarter of 2009.

The take-up under government debt guarantee programmes was slower
than expected as issuers were deterred by the terms and the costs. The
maturities available varied by country, typically from three to five years, with
most banks issuing at the longest maturity available. European banks faced
higher costs for debt guarantees than did US banks. While the United States
charged a flat rate to all borrowers regardless of rating, the cost of European
guarantees was linked to past credit default swap (CDS) spreads, making them
more expensive for riskier borrowers. In some cases, the cost made guarantees
less attractive than shorter-term funding through central bank facilities.

The complexity of these guarantee programmes and the varying
treatment across jurisdictions deterred some investors. The risk weighting on
government-guaranteed bonds varies across countries, with some regulators
treating them as riskless from a capital perspective and others assigning a
20% capital charge. Not all markets accepted guaranteed debt as collateral.
Some investors also faced legal or operational restrictions that prevented
them from buying this new asset class.

Governments recapitalised the banks to reduce their financial leverage
and increase their solvency. While the UK Treasury used common shares,
most governments bought hybrid securities — such as preferred shares or
mandatory convertible notes — that combine the stable income stream of
bonds with the potential appreciation of common shares.3 Hybrid securities
may qualify as equity when a bank’s regulatory capital ratio is being calculated,
but they are not viewed with much confidence by market participants due to
their limited ability to absorb losses.

Governments bought mostly preferred shares, as these limit the risk of
loss to the taxpayer while providing a more attractive dividend stream than
common shares. These benefits come at a cost because preferred
shareholders typically cannot vote at shareholder meetings, which constrains
their ability to influence management. The preferred shares purchased by the
United States had the potential for capital appreciation: they included 10-year
warrants that provided the government with the option to purchase common
stock at a specified price. Comparing the costs and terms of capital injections
across countries was difficult, as no two plans looked alike.

3 Preferred shares are typically non-voting, have a prior claim on dividends over common shares, and
take priority over common shares in case of bankruptcy. Convertible notes are a form of bond that can
be exchanged for a specified number of common shares in the future at the option of the investor.
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Government capital injections came with strings attached. Many countries
followed France's example and required banks receiving government support
to extend new domestic loans with an associated reporting requirement. While
initial US and German capital injections mentioned limits on the payment of
common dividends, only the United Kingdom explicitly prohibited common
dividends as long as the government’s preferred shares remained outstanding.
Some conditions proved difficult to enforce due to a lack of precision and an
unwillingness or inability to interfere in the management of the banks. For
example, many rescue packages outlined general restrictions on executive
pay, but governments lacked the votes, the support of the banks’ boards and
the legal basis to block payments.

A few governments supported key financial institutions by purchasing
impaired assets or providing insurance against losses on designated portfolios.
The Swiss National Bank (SNB) bought mortgage-related assets from UBS
and placed them in a special investment vehicle. The sale reduced UBS'’s risk-
weighted assets, lowering the amount of regulatory capital it must hold against
potential losses. While the SNB bears the risk of losses, it also shares in the
profits if the assets recover. The United States and Germany announced asset
purchase plans, but by May they had not taken any action.

The Dutch, UK and US governments offered asset insurance to a handful
of banks: ING, RBS, Lloyds TSB, Bank of America and Citigroup. Under this
scheme, the government assumes a share of the potential losses on a specified
portfolio (typically 80-90%) after a first loss amount (or deductible) is absorbed
by the bank. In return, the bank pays the government an insurance premium
based on the riskiness of the portfolio. By limiting the bank’s potential losses,
asset insurance reduces the capital it must hold. The government, however, is
left with a large potential liability if the assets fall substantially in value.

Ultimately, governments in Iceland, Ireland, the United Kingdom and
the United States took control of a number of insolvent financial institutions
to protect depositors and to prevent contagion to other financial institutions
(see Chapter Il). This transfer of control was accomplished directly by regulators
(in the case of the US government-sponsored enterprises and Icelandic banks)
or through a court injunction (in the case of Bradford & Bingley in the United
Kingdom and the Belgo-Dutch firm Fortis). In some cases, it was accomplished
indirectly by acquiring the majority or entirety of the voting shares (eg AIG
and RBS). The legal basis for regulatory takeovers existed in the United
States, but new laws had to be passed in Germany and the United Kingdom
to facilitate these actions, which otherwise might have been blocked by
shareholders. Uncertain solvency and the risk of consequent nationalisation
made it virtually impossible for some financial institutions to raise capital
because equity investors and creditors feared that their capital might be
written down.

Market reaction to rescue packages

Government interventions in late September and October 2008 averted
bankruptcies at key banks and protected depositors but did not entirely dispel
concerns about the health of major global banks. Even though creditors took
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comfort from the government support, as seen in a narrowing of credit spreads
over government bonds and spreads on CDS contracts, most banks still found
it difficult or impossible to raise new capital from private investors (see also
Chapter Il). As a result, some governments provided multiple capital injections
to selected banks between November 2008 and May 2009.

The initial positive reaction in October to the announcement of rescue
packages manifested itself in a rise in the price of bank stocks — followed by
a drop over subsequent months, suggesting that common shareholders
expected more losses. By design, the rescue packages did not protect equity
holders, with a moderate decline in bank stock prices expected due to the
dilution of existing shareholdings (Graph VI.6, left-hand panel). In all of the six
countries covered, bank stock prices underperformed the market following
capital injections. The drop in bank stock prices was larger in the United
Kingdom than elsewhere due to the prohibition on paying common dividends.
Banks receiving government capital injections also underperformed banks
that did not receive government support.

Creditors viewed the government actions more positively, as seen in the
narrowing of CDS spreads across banks headquartered in different countries
(Graph VI.6, right-hand panel). By increasing a bank’s capital ratio and providing
a means to refinance existing debt, government rescue packages reduced the
probability of default, pushing down CDS premia on average. Credit spreads
on senior and subordinated bank debt also narrowed relative to underlying
government benchmarks. Despite these positive signs, some banks continued
to show signs of distress and credit spreads remained elevated. The relatively
high credit spreads on bank bonds issued under different government
guarantees suggest that creditors harboured doubts about the financial
condition of banks and the credibility of public statements that no systemically
important institutions would be allowed to fail.

Market reaction to rescue packages'’
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Sources: Datastream; Markit; BIS calculations. Graph VI.6
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Assessment of policy response

Overall, governments may not have acted quickly enough to remove problem
assets from the balance sheets of key banks. The 1990s experience of the
Nordic countries indicates that addressing problem assets is necessary to
reduce uncertainties, re-establish confidence in a lasting way and lay the
basis for an efficient financial system (see Box VI.B). Despite acknowledging
these lessons, the steps taken so far have focused largely on providing
guarantees and subsidised capital. At the same time, government guarantees
and asset insurance have exposed taxpayers to potentially large losses.
Progress on problem assets has been slowed by the complexity of the
securities affected, legal constraints and, above all, the limited political will to
commit public funds to the clean-up effort. The lack of progress threatens to
prolong the crisis and delay the recovery because a dysfunctional financial
system reduces the ability of monetary and fiscal actions to stimulate the
economy.

The lack of progress on removing troubled assets from the banks’
balance sheets and recognising the associated losses is illustrated by the US
experience. Rather than buy impaired assets directly, the US Treasury outlined
a plan in March, the Public-Private Investment Program (PPIP), to value these
assets and to remove them through an auction mechanism. Under the PPIP,
eligible private sector investors are invited to bid on troubled real estate
assets held by banks. Winning bids receive matching government capital and
non-recourse funding on attractive terms, with the US government assuming
any losses beyond the equity invested. The generous terms were designed
partly to boost the value of the underlying securities, to provide sufficient
incentives for private capital inflows and to attract expertise to value and
manage these assets. Despite the favourable terms, as of May 2009 the
outlook for the PPIP was uncertain.

To increase confidence in the banks, US regulators conducted stress
tests on 19 bank holding companies in April 2009 to ensure that they were
sufficiently capitalised given a set of assumptions about losses on various bank
assets over the next two years. Following the release of the results in early May,
US regulators directed 10 of the banks examined to increase their level of
capital or to improve the quality by including more common shares. Several
banks took advantage of the reduced uncertainty and the increased risk
appetite of investors that accompanied the publication of the stress test results
to raise equity and issue debt. While the United Kingdom conducted a similar
exercise, other European countries were still debating the merits of an EU-wide
stress test.

What seems clear is that the deterioration in credit quality will generate
more losses on banks’ loan books and other credit exposures (see Chapter lll).
Banks may therefore have an incentive to delay recognising losses, aided
by accounting rules that provide management more discretion over when to
write down assets. Taxpayers will not want to be exposed to greater potential
losses, but key financial institutions are likely to require more government
support in order to facilitate the required adjustments, to restore confidence
in the financial system and to restart lending on a sustainable basis.
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Longer-term considerations

Government actions to support banks raise a number of longer-term concerns.

First, policymakers need to consider the trade-off between short- and
medium-term objectives. Short-term actions that delay adjustment and prop
up aggregate demand may not be compatible with the medium-term need for
banks to deleverage their balance sheets so as to lay the basis for a healthy
financial system and a self-sustaining recovery.

Second, rescue packages for banks deemed too big or too interconnected
to fail raise questions of moral hazard. Given the perceived need to avoid the
bankruptcy of major financial institutions post-Lehman, moral hazard concerns
were viewed as a necessary risk. But by protecting creditors and limiting the
losses of equity holders, government interventions risk reducing the incentive
for capital providers to monitor banks in the future. At the same time, senior
bank executives and traders who reaped the rewards from risk-taking may not
be held sufficiently accountable for the losses.

Third, rescue packages and government-assisted sales of failed banks
may unwittingly increase systemic risk by creating larger financial institutions. In
the United States, for example, the Federal Reserve’s loan to JPMorgan Chase
facilitated the takeover of Bear Stearns in March 2008. Then, in September
2008, the FDIC arranged for the sale of Washington Mutual’s banking
subsidiaries to JPMorgan Chase. In the United Kingdom, the government sold
the retail operations of Bradford & Bingley to Banco Santander, one of the
largest euro area banks in terms of assets. More examples of such actions
can be seen in other countries. As discussed in Chapter VII, large financial
institutions pose disproportionate systemic risks.

Finally, the uncoordinated response across countries has raised concerns
about distortions to competition. In particular, national rescue packages have
featured different conditions, coverage and cost, with some banks receiving
support on more attractive terms than their competitors. The European
Commission reviewed the rescue measures of EU member states to avoid
undue distortions of competition, but other national plans did not undergo the
same scrutiny. This lack of global coordination risks creating an uneven playing
field for global banks. In addition, government support that has been explicitly
tied to domestic lending may inadvertently contribute to the retreat of global
banks from foreign markets (see Chapters Ill and V).

Fiscal policy plans to stimulate aggregate demand

By late 2008, with the crisis moving into its fourth stage, concerns were arising
that monetary policy might not be sufficient to avert a sharp contraction in
output. Similarly, while bank recapitalisation packages and government
guarantees arguably prevented the collapse of the financial system, they were
seen as insufficient to lift economic activity in the short term. Against this
backdrop, authorities in all major economies turned to fiscal measures to
stimulate aggregate demand and thus soften the downturn. By May 2009,
almost all OECD economies, and many non-OECD emerging market
economies, had announced fiscal stimulus packages.

110 BIS 79th Annual Report

Short-term
responses may
conflict with
medium-term
objectives

Moral hazard is a
longer-term concern

Bank bailouts may
increase systemic
risk in the future

Uncoordinated
responses across
countries distort
competition

Fiscal policy
measures as the
last resort



Package sizes

reflect the
prevalence of
automatic stabilisers

Change in the
deficit as a measure
of fiscal stimulus

Fiscal packages in OECD countries
Estimated fiscal costs as a percentage of 2008 GDP
Size of fiscal packages by country?
[ 2009 2.0
[ 2010
15
1.0
0.5
| 0.0
[
| | | | | | | | =05
United Korea Germany Japan United Poland France Italy
States Kingdom
Composition of fiscal packages
[ 2009
1 2010 0.4
0.3
0.2
0.1
| | — | |—| | | | | 1 0.0
Personal Business Consumption Other Public Public Transfers to Other
taxes taxes taxes taxes? consumption investment households expenditures®
T Comprises revenue and spending measures in response to the financial crisis and excludes the potential
impact on fiscal balances of recapitalisation, guarantees or other financial operations. 2 Mostly
contributions for public pensions, unemployment, health care, invalidity, etc. 3 Mostly transfers to
businesses and to sub-national governments.
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The size of announced fiscal packages varied greatly across countries.
Among OECD economies, the United States announced the largest package,
with estimated fiscal costs of well over 2% of GDP in both 2009 and 2010
(Graph VL7, top panel).# The relative size of the packages is not positively
correlated with differences in the severity of the downturn across countries
(Graph VL8, left-hand panel). A much bigger role is played by the relative
importance of automatic stabilisers, which explains about one fifth of the
variation in the size of fiscal packages across OECD members (Graph VI.8,
centre panel).

The importance of automatic stabilisers in many economies suggests
that discretionary packages should not be viewed in isolation. A better
measure of the overall stimulus is the change in the government’s expected
near-term budget balance in response to the crisis, which also captures

4 Some of the fiscal stimulus packages announced in non-OECD economies were even larger relative
to GDP than that in the United States. However, the actual “new” stimulus is often substantially smaller
than the headline figures suggest, as these may include expenditure that has already been committed
or contingent liabilities. Such items are excluded from the OECD figures.
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Need and scope for discretionary fiscal stimulus

NZ = New Zealand; PL = Poland; PT = Portugal; SE = Sweden; SK = Slovakia; US = United States.

1Total ex ante cost of discretionary fiscal packages over the period 2008-10, as a percentage of 2008 GDP.
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expenditures (and revenues) related to the financial rescue packages as well
as the revenue deterioration resulting from the drop in asset prices. The fiscal
impulse is determined by the sum of the various components, not by a single
component.

Budget deficits are expected to reach levels far beyond those anticipated
prior to the intensification of the crisis in September. Both the structural and the
cyclical balance are forecast to widen markedly (Graph VI.1, bottom panel). In
its March 2009 projection, the OECD predicted a US deficit in 2009 of 10% of
GDP compared with about 5% in its mid-2008 projection. Fiscal policy in
France, Germany, Japan and the United Kingdom also expanded strongly. In
Italy, the structural balance remained more or less unchanged in the absence
of a sizeable discretionary package, while the automatic stabilisers increased
the cyclical deficit.

The capacity for fiscal stimulus varies considerably across countries.
Countries with a high degree of public indebtedness, sizeable budget deficits
even in the absence of discretionary stimulus, or a high level of unfunded
liabilities have less room for manoeuvre than those with healthier public
finances. So far, however, such constraints do not appear to have affected the
decision of the major economies to provide fiscal stimulus: there is no
significant relationship between the size of the packages and the level of
outstanding government debt among OECD countries (Graph VI.8, right-hand
panel). Moreover, financing costs have generally declined despite the sharp
widening in budget deficits (Graph V1.9, bottom panel). The exceptions include
some smaller economies with very large budget deficits or crisis-related
expenditure, such as Hungary, Iceland and Ireland, that experienced significant
problems in placing public debt and were forced to tighten fiscal policy in
stages three and four of the crisis.
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Approaches to fiscal stimulus differ, although most packages include tax
cuts as well as increases in government spending (Graph VI.7, bottom panel).
Tax cuts tend to have a lower impact on output than measures targeted
at low-income (and thus presumably low-saving) households. Nonetheless,
several factors led fiscal authorities to include such instruments in their recent
stimulus packages. Some were political: it is easier to mobilise large amounts
of funds if spending benefits a broad range of taxpayers. Others were
economic: tax cuts can be enacted relatively quickly, whereas increasing
government spending often involves significant delays. In addition, cuts in
personal taxes may support the deleveraging of the household sector, and
thus speed up the recovery further down the road, even if the short-term
impact on GDP is small.

While fiscal packages have undoubtedly been large by historical
standards, will they also be effective? Estimates vary. For example, based on
previous average experiences, the US Congressional Budget Office (CBO)
expects the American Recovery and Reinvestment Act (ARRA) - the bill
carrying most of the fiscal stimulus measures - to lift GDP growth by 1.4 to
3.8 percentage points in 2009 and by a somewhat lower amount in 2010. The
lack of precision in these estimates reflects the wide range of fiscal multipliers
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in the literature.5 However, it is unclear whether econometric estimates based
on samples with functioning financial systems provide any useful information at
the current juncture on the impact of fiscal stimulus. On the one hand, financial
stress is likely to increase the proportion of households and firms without
access to credit, and as a result they may spend a higher proportion of
the additional income. On the other hand, high uncertainty might induce
households and firms to reduce their debts or save more, thus depressing the
multiplier.

Risks

An open question as of this writing is whether the expansionary set of policies
enacted in response to the sharp contraction in economic activity in late
2008 and early 2009 will succeed in stabilising the economy. A major cause
for concern is the limited progress in addressing the underlying problems in
the financial sector. The experience of the Nordic countries in the 1990s (see
Box VI.B) and other historical episodes suggest that a precondition for a
sustainable recovery is to force the banking system to take losses, dispose of
non-performing assets, eliminate excess capacity and rebuild its capital base.
These conditions are not being met. A significant risk is therefore that the
current stimulus will lead only to a temporary pickup in growth, followed by
protracted stagnation. Moreover, a temporary respite may make it more
difficult for authorities to take the actions that are necessary, if unpopular, to
restore the health of the financial system, and may thus ultimately prolong the
period of slow growth.

Perhaps the largest short-term risk associated with the expansionary
policies is the possibility of a forced exit. Monetary and fiscal authorities of the
major economies have so far been relatively unconstrained in their ability to
follow expansionary policies. This need not last. An extended period of
stagnating economic activity could undermine the credibility of the policies in
place. Governments may find it hard to place debt if market participants
expect the underlying balance to remain negative for years to come. Under
such circumstances, funding costs could rise suddenly, forcing them to cut
spending or raise taxes significantly. External constraints could also bind for
some countries. Particularly in smaller and more open economies, pressure
on the currency could force central banks to follow a tighter policy than would
be warranted by domestic economic conditions.

Another set of risks concerns the medium term. While the immediate
objective of policymakers was to cushion the steep downturn in the economy,
the expansionary policies undertaken in late 2008 and early 2009 will also
affect the transition towards a more sustainable economic structure with less
leverage and thus a smaller financial sector. Some smoothing of this adjustment
is clearly welcome, but correction of the imbalances identified in Chapter |

5 Structural macroeconomic models with backward-looking expectations generally give multipliers
larger than 1, which means that one dollar of fiscal outlays leads to an increase in GDP of more than
one dollar. By contrast, more forward-looking models and event studies suggest multipliers that are
generally smaller than 1, as higher fiscal outlays are offset by lower spending elsewhere in the economy.
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cannot be delayed indefinitely. To be credible, policymakers must recognise
this fact.

At some point the economy will recover and monetary and fiscal easing will
have to be reversed. From a technical point of view, this is straightforward.
Selling the large asset holdings accumulated by central banks since the
Lehman bankruptcy will take time, but this does not compromise central banks’
ability to reduce monetary stimulus. Even if central banks are not able to shrink
their balance sheets, they can withdraw liquidity through repurchase operations
or the issuance of central bank bills or by making it more attractive for banks
to hold reserves. As discussed above, several of these measures have already
been used during the crisis to offset at least some part of the expansion in
central bank balance sheets. Reversing the fiscal stimulus should also be
relatively straightforward. Some of the measures have been designed to be
temporary and will expire eventually unless extended. Other measures do not
have set expiry dates but could be reversed in the course of the normal
budgeting process.

The absence of major technical problems in withdrawing monetary and
fiscal stimulus does not mean that tightening policy will be easy. First, there
is a timing problem. Tightening too early could thwart the recovery, whereas
tightening too late may result in inflationary pressures from the stimulus in place
or contribute to yet another cycle of increasing leverage and bubbling asset
prices. Identifying when to tighten is difficult even at the best of times, but
even more so at the current stage. Standard measures of the output gap are
probably of limited use in this regard, since it is not clear to what extent the
problems in the financial sector will reduce future potential output. The second
major problem is political. Both central banks and treasuries are likely to face
strong political pressures to delay any tightening.

While their effectiveness remains in doubt, the expansionary policies put
in place in 2008 and 2009 will nonetheless have long-term consequences, the
most important stemming from the large amount of public debt they will
generate. Even if stimulus measures are reversed quickly, the commitments
from financial rescue packages could affect the public purse for years to come,
while lower asset prices are likely to depress revenues. Higher public debt in
turn may push up real interest rates and thus crowd out private investment.
To return to the case of the US stimulus package, the CBO estimates that the
package will lower future growth by 0.2% of GDP per year in the long term.
Getting public finances in order will therefore be the main task of policymakers
for years to come.
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VII. Risks and opportunities: towards a fail-safe
financial system

In the fourth quarter of 2008, despite more than a year of bold efforts by
policymakers, the financial crisis intensified to the point where it overwhelmed
the real economy. Central banks had been supplying short-term funding to
smooth needed adjustments in the banking system, but that alone cannot stem
bank losses. And what had been addressed as a liquidity crisis was confirmed
to be a solvency crisis. The bankruptcy of Lehman Brothers on 15 September
triggered a run in the interbank lending market, a dramatic spike in corporate
bond rates and a global loss of consumer and business confidence. The
resulting collapse of consumer durables spending in the industrial economies
was quickly felt in the emerging world through both a sharp drop in trade
volumes and a reversal of capital flows. The global spread of the recession fed
back into financial markets, driving down both equity and bond prices, sparing
only the highest-quality sovereign debt.

The dramatic developments of the last three and a half months of 2008
forced monetary, fiscal and regulatory authorities to open a second front in their
battle — countering the threats to the real economy — and expand their fight to
restore the health of the financial system. In much of the industrial world, central
banks cut policy interest rates to record lows and then moved to ease financial
conditions even further by using their balance sheets in unconventional ways.
Meanwhile, fiscal authorities worked to implement unprecedented stimulus
programmes while, together with regulators and supervisors, they provided
resources to repair financial institutions’ balance sheets.

The result has been an inevitably messy mixture of urgent treatment
designed to stem the decline combined with an emerging agenda for
comprehensive reform to set the foundations for sustainable growth. But two
enormous risks to long-term recovery lurk amid the massive short-term efforts.
First, policy actions taken so far may be insufficient to restore the health of the
banking system. Second, a lack of well articulated exit strategies for the
monetary, fiscal and financial repair programmes threatens to hinder rather
than support necessary macroeconomic adjustments.

A healthy financial system is not only essential for stable long-run real
growth, but is also a precondition for the effectiveness of the expansionary
policies intended to return the economy to that path. Until the intermediation
system is working again — smoothly channelling resources from savers to
investors and transferring risk to those willing and able to bear it — large-scale
fiscal stimulus could easily come to naught, as it did in Japan a decade ago.
The result would be a massive build-up of public debt without a return to
robust growth. It is, therefore, of paramount importance that governments
persevere in repairing the financial system. Stopping prematurely will be
tempting. At some point, possibly soon, the real economy will show signs of
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returning to normal. This will create the hope that renewed economic growth
will finish the job of repairing bank balance sheets. But as long as the financial
intermediaries remain weak, any improvement in the real economy is destined
to be temporary.

To address the threat to growth posed by the constellation of fiscal,
monetary and regulatory interventions, officials must find convincing ways
to unwind the policies they have put in place, including reducing the now
vast involvement of the government in the financial system. Where central
banks have stepped in for private sector intermediaries, they need to exit.
And the increased government spending that may have been necessary to
limit the decline in employment and production in the short term will, if
overdone, do more harm than good. It is essential that fiscal policymakers
demonstrate now that the paths of their budgets are consistent with long-term
sustainability.?

Beyond the near-term challenges — nursing financial institutions and
markets back to health, ending the recession and restoring balance to the
government’s role in the economy - lies the daunting task of modifying both
the broader policy framework and the architecture of the financial system.
Addressing the multitude of causes of the crisis described in Chapter | clearly
requires a comprehensive set of solutions. Macroeconomic policies that led to
sustained current account imbalances and low interest rates will need to adjust.
And asset prices and credit growth must be more directly integrated into
monetary policy frameworks. Addressing the wide-ranging microeconomic
factors that contributed to the crisis — poorly structured incentives and
inadequate corporate governance, flawed risk management and weaknesses
in regulatory systems — requires correspondingly broad changes to the set of
rules within which markets operate.

For all their enduring virtues, markets have failed in some very important
ways. It is now apparent that as the financial system has grown and become
more complex, it has come to need a more comprehensive set of rules to
ensure that it functions smoothly.2 Ensuring that the decentralised financial
system operates safely and efficiently does not simply mean more regulation
or more centralisation; rather, it means better regulation and better supervision
that induce the private sector to improve incentives, risk management and
governance. Moreover, the crisis revealed system-wide, or systemic, risks
associated with the principal components of the financial system — instruments,
markets and institutions. By identifying, measuring and mitigating the systemic
risks inherent in all three components of the financial system, we will be able
to establish a robust regulatory perimeter with multiple layers of protection
against future crises.

1 See H Hannoun, “Long-term sustainability versus short-term stimulus: is there a trade-off?”, speech
at the 44th SEACEN Governors’ Conference, Kuala Lumpur, 7 February 2009.

2 As John McMillan notes, individual incentives and self-regulation go only so far. The existence of an
underground economy proves that markets can self-organise but only when transactions remain small and
simple. Moving beyond the black market requires rules and a rule-maker. That is where the government
steps in to protect property rights and ensure that people live up to their promises. See J McMillan,
Reinventing the bazaar: a natural history of markets, W W Norton, 2002.
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Near-term risks and exit strategies: financial repair, fiscal policy and
monetary policy

The fiscal and monetary policies put in place to address the crisis worldwide are
unprecedented in both scale and scope. Fiscal stimulus is expanding at high
speed as the G20 countries implement new spending of 2% of GDP on average
this year, adding to the effects of automatic stabilisers already in place. In the
lead is the United States, whose federal deficit is expected to widen by more
than 8% of GDP from 2008 to 2009.

Meanwhile, monetary authorities in the euro area, Japan, the United
Kingdom and the United States are employing both conventional and
unconventional policy tools, lowering policy interest rates to zero (or close to
it) while rapidly expanding their balance sheets. As described in Chapter VI,
the Eurosystem’s consolidated balance sheet has increased from €1.2 trillion
to €1.8 trillion over the past two years; the Bank of England has more than
doubled its balance sheet, to more than £200 billion, with further large
increases planned over the coming months; and the Federal Reserve, whose
balance sheet stood at $900 billion in mid-2008, may expand it to more than
$3 trillion during 2009.

Fiscal authorities, regulators and central banks have joined forces in the
difficult task of repairing the financial system. While there has been some
progress, as discussed in Chapter VI, the job is not finished. Further delay in
repairing the financial sector runs the risk of weakening the efforts on other
policy fronts. Fiscal and monetary policies are surely less effective when
financial intermediation is impaired. And as long as global financial institutions
are hesitant to finance economic activity in emerging market economies, the
prospects for growth and development in what has been the primary engine
of worldwide expansion over the past decade is at risk.

The unprecedented rescue efforts carry substantial risks. Enumerating
them will serve as a reminder of the pitfalls that policymakers face in the
coming months and years as they work to restore stability to the global
economic and financial system.

The risks of financial repair: rescues

The financial rescue programmes - the guarantees, transfers of assets,
recapitalisations and outright government ownership — present challenges for
both effectiveness and exit.

Past banking crises have taught us that early recognition of losses
combined with quick, comprehensive intervention and restructuring is the key
to a speedy recovery (see Box VI.B). Before normal lending can resume, bad
assets must be disposed of and banks recapitalised, all in a transparent fashion.
In contrast, during this crisis, resolution has proceeded slowly, with the result
that market participants have been unsure about the size and distribution of
losses as well as about the timing of loss recognition. This uncertainty has
served only to prolong doubts and frustrate government efforts to restore
confidence in the financial system.

Besides the need for more forceful government efforts to clean up insolvent
banks, intermediaries themselves will need to adjust their funding models as
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off-balance sheet entities are consolidated onto bank balance sheets, securitisation
becomes more difficult, and wholesale funding becomes more costly. In the
end, institutions are likely to be smaller, with less leverage, and their owners
will almost certainly have to learn to live with lower rates of return.

In failing to come to grips with the basic process of cleaning up the banks,
government subsidies and control of banks have placed a burden on the public
treasury at the same time that they have created an uneven playing field both
within and across countries. The distortions have caused previously well
managed, healthy banks and other creditworthy borrowers to be penalised
because they now look risky relative to institutions that are government-
subsidised or controlled. Ultimately, the reluctance of officials to quickly clean
up the banks, many of which are now owned in large part by governments,
may well delay recovery.

The banks must resume lending, but they must also adjust by becoming
smaller, simpler and safer. Again, even where they have been essential, the
government rescue packages implemented so far appear to be hindering rather
than aiding this needed adjustment. By helping banks obtain debt financing
and capital, rescue packages allow managers to avoid the hard choices
needed to reduce both the size of their balance sheets (lowering leverage) and
the amount of risk that they take (shifting the composition of the assets they
hold). And by aiding the sale of distressed banks to other banks, as has
been typical of many past crisis responses, government actions are creating
financial institutions so big and complex that even their own management
may not understand their risk exposures. Despite the nearly universal concern
over the mere existence of institutions that are too big to fail, short-run
government actions are increasing financial sector concentration and adding
to systemic risk.

Appropriate exit from the various national rescue programmes clearly
depends on the form of support offered in the first place. Sunset clauses
on increased deposit insurance and bond guarantees can ensure that they
eventually disappear; and since the terms of government capital injections are
often punitive, banks have an incentive to repay quickly. The most difficult case
involves nationalised or quasi-nationalised banks. Even if such institutions are
cleaned up and sold quickly, governments may be left holding bad assets for
some time.

Summing up, it is essential that authorities act quickly and decisively to
repair the financial system. The determination to finish the job, as well as the
conditions and timing for exit, must be clear. In the same way that central banks
must allow financial markets to recover their role, government officials need
to take decisive steps to restore institutions to private ownership and control.
And all of this has to be done with an eye towards returning to a system with
healthy competition.

But while government exit is essential, there is the risk that officials will
fail to finish their repair task. Even in the face of what might appear to be the
first signs of recovery in the real economy, officials must persevere until the
job is done. In reviving the financial system, the risk is not one of doing too
much but of stopping too soon.
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The risks of financial repair: bank regulation

In pursuing the medium-term goals of reforming the regulation of banks,
officials are seeking to enhance the management of regulatory capital and
liquidity, introduce simpler measures of leverage, and improve the assessments
of more complex risk. Beyond all of that, they are confronting a crisis-born
threat to cross-border banking.

Investors have become extremely risk-averse in their assessments of
financial institutions and are demanding more capital and higher levels of
common equity (in relation to both total assets and risk-weighted assets) than
the regulatory minimum.

As discussed in Chapter VI, the pursuit of short-term stability has raised
some difficult questions about moral hazard. By limiting the losses of large
banks’ equity and liability holders as well as the rewards of managers and
traders, rescue packages are reducing the incentive for both insiders and
outsiders to monitor risk-taking in the future.

In the area of risk assessment, officials might be adding to the problem
at the same time that they are trying to solve it. That is, as just noted, rescue
packages are building up financial sector concentration and systemic risk even
as reforms in regulatory policy seek to make those risks more manageable.
Fortunately, officials in many countries understand all of this and are looking
for solutions. The truth is that as financial institutions grow more complex, the
demands on risk management grow much more quickly. A large, integrated
financial institution today has hundreds of subsidiaries, all operating quasi-
independently; it is impossible for any individual to understand what all the
parts of such an organisation are doing, much less how they will interact in
response to a major event. Enterprise-wide risk management would seem to be
an impossibility in such cases. Moreover, some banks are not only too big to fail
but, in having important relationships with a large number of other institutions,
are also too interconnected to fail. Officials must insist that institutions be
comprehensible both to those who run them and to those who regulate
and supervise them. And, in the future, a financial firm that is too big or too
interconnected to fail must be too big to exist.

Related to complexity is nationality. Global banks have operations in
dozens of countries — on its website, Citigroup lists locations in exactly 100.
The existence of global intermediaries enhances the efficiency of the financial
system. By reducing the need to have lenders located physically near
borrowers, international banks facilitate trade in goods and services as well as
the cross-border movement of capital. But after seeing foreign-owned banks
pare back activity during the crisis, host country governments may become
less sanguine about allowing outsiders to operate on their soil. The result
could very well be a greater role for host country supervisors 