’\ BANK FOR INTERNATIONAL SETTLEMENTS

79th Annual Report

1 April 2008-31 March 2009

Basel, 29 June 2009



Copies of publications are available from:

Bank for International Settlements
Communications
CH-4002 Basel, Switzerland

E-mail: publications@bis.org
Fax:  +41 612809100 and +41 61 280 8100

© Bank for International Settlements 2009. All rights reserved. Limited extracts
may be reproduced or translated provided the source is stated.

ISSN 1021-2477 (print)
ISSN 1682-7708 (online)
ISBN 92-9131-172-3 (print)
ISBN 92-9197-172-3 (online)

Also published in French, German, Italian and Spanish.
Available on the BIS website (www.bis.org).



Contents

Letter of transmittal ........... . ..

I. Rescue, recovery, reform ............ ... ... ...,

What WeNt WIONg? ... e ettt e e e e
Macroeconomic causes: imbalances and interest rates . ...............
Microeconomic causes: incentives, risk measurement and regulation . ...

WV aINiNgS .t e

The Crisis @VOIVES . ... i e e e

Il. The global financial crisis ...................................

The early stages ... ..o e
Stage one: prelude (up to mid-March 2008) . ................ . ... ....
Stage two: events leading up to the Lehman Brothers bankruptcy
(mid-March to mid-September 2008) . . .. ....... ... i

The crisis of confidence . ....... .. ... i e
Stage three: global loss of confidence (15 September to late October 2008)

Box: Money market funds amplify instability in the wake of the Lehman failure

Global macroeconomic and financial spillovers ...........................
Stage four: investors focus on the global economic downturn
(late October 2008 to mid-March 2009) . . ........ ... iuiiiiiennenn.
Stage five: first signs of stabilisation (from mid-March 2009) ...........

lll. The financial sector under stress ...........................

Financial firms under Stress . ...t e
Bank profitability . ....... .. e e
Composition of bank 10SSES . .. ... ...t
Investment banking . ... ... ... ... .. e e
Bank capital and deleveraging ............ i e e
Deleveraging . . .. ... ... e
Insurance companies and pension funds . .......... ... . . ..
Hedge funds .. ... .o e
The long-term implications of the crisis for the financial sector ..............
The shortcomings of securitisation ............. ... iiuiiinieenenn.
Interdependencies between institutions and markets ..................
Limits to international diversification? .......... ... .. .. .. iiiiian..
The size of the financial sector ... ....... ... .. i

IV. Fallout for the industrial economies .......................

Before the Crisis . ...t ettt e e
From boom to bust . ... e,

BIS 79th Annual Report

_
N = O

16

17
17

19
23
23
25
31

31
34

37

37
38
40
41
43
45
47
48
49
50
51
52
54

56

57
59



The downturn, balance sheetsandcredit .............. ... ... iio.... 61

Household balance sheets ........ ... . .. .. .. 61
Corporate balance sheets .. ...... ... it 63
The downturn in the creditcycle ........ ... ... ... i, 64
Factors accentuating and propagating the recession .................. 66
Inflation developments in industrial economies ........................... 68
Box: The impact of the current crisis on potential output ................... 70
SUMMING U .t ettt et e e e e e e e e e e e et et e 72
V. Fallout for the emerging market economies ............... 73
Before the crisis ... ... oo e 74
Severe shock to the real economy . ........ .. i i 77
Contracting economic actiVity ... .........euuiiu i niiennnenn 77
Prospects for reCOVEry . . ... ettt e 78
More difficult external financing .......... .. .. .. i 80
Factors supporting economic activity . ........... i 86
Provision of foreign currency liquidity ......... .. ... . . . . . i, 86
Resilience of banking systems and credit .. .......... ... ... ... 88
CoNCIUSIONS ..o e 89
VI. Policy responses to the crisis .............................. 91
Monetary POliCY . ... e e 92
Broadening the scope of policy . ......... ... 94
An overview of central bank responses. ............c.. i 96
Box VI.A: Policy coordination by central banks during the crisis ............. 99
Repairing the financial system ........... .. . i e 102
Characteristics of government rescue packages ...................... 103
Box VI.B: Resolving the financial crisis: a message from the Nordic countries .. 104
Market reaction to rescue packages ............. ..., 107
Assessment of policy reSponse . .......... ... 109
Longer-term considerations ............. ...t 110
Fiscal policy plans to stimulate aggregate demand ........................ 110
RiSKS .o e 114

VII. Risks and opportunities: towards a fail-safe

financial system ... ... ... 116
Near-term risks and exit strategies: financial repair, fiscal policy and
MoNetary POlICY ..ot e e e 118
The risks of financial repair: rescues ..............o it nnnnennnn 118
The risks of financial repair: bank regulation ......................... 120
Fiscal policy risks . ... ... ... e e 121
Monetary policy risks ... ... ... .. e 123
The bottom line: perseverance and sustainability ..................... 124
Building a more stable financial system .......... ... ... . ... . ... 124
A framework for addressing systemic risk in the financial system ....... 125
Improving the safety of financial instruments ........................ 126
Improving the safety of financial markets .. ............ ... ... ... . ... 127
Improving the safety of financial institutions: a macroprudential
framework . ... ... 128
COMMON EXPOSUIES . . o o et ettt e et et ettt ettt et e et aae s 129
Box VII.LA: Measuring systemic risk and allocating it across individual
INSTULIONS . . . o e e e 130
Procyclicality . ... .. ... 131

iv BIS 79th Annual Report



Box VII.B: Alternative rules for countercyclical capital buffers — an illustration . ..
Macroeconomic policies to enhance financial stability .................
SUMMING UP .ottt et e e e e e e e e e e e

Organisation, activities and financial results .................
BIS member central banks ................ ...l
Board of Directors and senior officials ........................
Financial statements .......... ... ... ..
Report of the auditors .......... . ... ... ... ... ...

Five-year graphical summary ..................................

The chapters of this Report went to press between 8 and 12 June 2009.

BIS 79th Annual Report

133
135
136

141

144

145

181

240

241



Graphs

1.1 The five stages of the crisistodate ............................. 16
1.2 Mortgage and securitisation markets ............ ... . ... ... . ..., 20
1.3 Major investment grade and high-yield credit indices ............. 21
1.4 Funding markets . ... ... e 22
1.5 Implied volatility measures . ...... ... .. ... . 23
1.6 Default rates, credit spread levels and issuance volumes .......... 24
1.7 Equity market indicators ......... ... 27
1.8 Nominal government bond yields and break-even rates ........... 28
1.9 Policy rates and implied expectations ................ .. ... 30
11.10 Financial sector indicators . ....... ... .. i 31
.11 Emerging market indicators .......... ... .. . . e 33
1.1 Price of insurance against systemic distress ..................... 38
1.2 Indicators of investment banks” activity and risk .................. 42
1.3 Cost of equity and debt ......... ... ... 43
1.4 Credit growth and lending standards ........................... 45
1.5 LBO loan market: size, pricingand risk . .......... ... ... 0 ... 46
1.6 Credit and asset prices after banking crises ...................... 47
.7 Hedge funds: size, performance and leverage .................... 49
1.8 Banks' foreign lending as a share of total lending ................ 53
111.9 The US dollar funding gap among internationally active banks ..... 54
V.1 Global output, trade and consumer prices ............cuuuueennn. 56
V.2 Interest rates and household debt ............. ... ... ... ... .. ... 58
V.3 Change inreal spending ......... ..ot 60
V.4 Household net wealth as a ratio of disposable income ............ 62
IV.5 Indicators of corporate vulnerability .............. ... ... ... .. ... 64
V.6 Credit and spending over selected business cycles .. .............. 66
V.7 Confidence indicators . .........c.cuiiiiiiiii i 67
V.8 Exports and exchangerates ........... ... .., 68
V.9 Inflation in commodity and consumer prices ..................... 69
V.10 Inflation expectations . ........ ... i e 71
V.1 Private capital inflows and exports .......... ... .. ... . .. 73
V.2 Exports, saving and investment ............ ... ... . i, 74
V.3 Economic activity ... ... e e 78
V.4 Inflation ... . e e e 79
V.5 Financial market developments .............. . ... ... 81
V.6 International debt securities .......... .. ... . . i 83
V.7 Cross-border loans . ...t 84
V.8 Composition of gross private capital inflows ..................... 85
V.9 Domestic bank credit to the private sector ....................... 89
VI.1 Monetary and fiscal policy .......... .. ... . i 91
VI.2 Central bank policy rates . ... i i e 93
VI3 Signalling and portfolio balance effects ......................... 95
VI.4 Central bank assets and liabilities .............. ... ... ... ... ... 98
VI1.5 Central bank collateral .......... . ... .. i 102
V1.6 Market reaction to rescue packages .............c. i 108
V1.7 Fiscal packages in OECD countries............c. oo, 111
V1.8 Need and scope for discretionary fiscal stimulus ................. 112
V1.9 Fiscal positions and borrowing costs ............. ... ... 113

Vi BIS 79th Annual Report



Tables

1.1 Stages of the crisis ... i 15
1.1 Timeline of key events . ... ... e 18
1.1 Profitability of major banks ........... ... .. .. i 39
1.2 Composition of announced bank losses ......................... 41
1.3 Capital and liquidity ratios of major banks ....................... 44
1.4 Concentration measures across financial product lines............. 52
V.1 Global gross saving and investment ............................ 57
V.1 Gross private capital flows to and from emerging markets ......... 76
V.2 International bank flows and bond issuance ..................... 82
V.3 Foreign reserve adequacy . .......... .ot 87
VI.1 Central bank responses to the crisis ............ ... ... it 97
VI.2 Special measures to stabilise the financial system ................ 103

BIS 79th Annual Report Vii



Conventions used in this Report

lhs, rhs left-hand scale, right-hand scale
billion  thousand million
not available
. not applicable
- nil or negligible
$ US dollar unless specified otherwise

Differences in totals are due to rounding.

viii BIS 79th Annual Report



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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