’\ BANK FOR INTERNATIONAL SETTLEMENTS

80th Annual Report

1 April 2009-31 March 2010

Basel, 28 June 2010



Copies of publications are available from:

Bank for International Settlements
Communications
CH-4002 Basel, Switzerland

E-mail: publications@bis.org
Fax: +41 61 280 9100 and +41 61 280 8100

© Bank for International Settlements 2010. All rights reserved. Limited extracts
may be reproduced or translated provided the source is stated.

ISSN 1021-2477 (print)
ISSN 1682-7708 (online)
ISBN 92-9131-173-1 (print)
ISBN 92-9197-173-1 (online)

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



Contents

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

Overview of the economic chapters ...........................

|. Beyond the rescue: exiting intensive care and
finishing the reforms ......... ... ... ... ... ..

In the emergency room: initial responses to the crisis .....................
Intensive care: the problem of dangerous side effects .....................
Diagnosis: identifying the causes of the crisis . ........... ... ... ... .. ....
MiCroeCcoNOMIC CAUSES . . ..o ittt i e et ettt
MacroeconNOMIC CAUSES . . ... u ittt e e et et ettt
Addressing the causes of the crisis .............. i,
Prescription: reducing the risks of common exposures and interlinkages .....
Reducing the chance of an individual failure .........................
Reducing the chance of system-wide failure .........................
Prescription: reducing procyclicality ........ ... i e
Reforms: key areas of unfinished business ...............................
CONCIUSION e

Il. From the emergency room to intensive care:
the year in retrospect ............. ..

Recovery uncertain .. ...... .. e
Market rebound ... ... ..
Uneven eCONOMIC FECOVEIY ...ttt e it e et e e e aaes
Rapidly growing fiscal deficits raise sovereign risk concerns ...........

Monetary policy still highly stimulative ........... ... ... .. ... oo ...

Fragile banks ... .. ... e

Household debt levels: where dowe stand? .......... ... ... ... ... ... ...

Box: Credit dynamics after crises: the historical record .....................

SUMMING UP .ttt ettt et e ettt et e et e e e e

lll. Low interest rates: do the risks outweigh the rewards? ..

Domestic side effects of low interestrates ........... ... .. i,
Decline of measured and perceived risk ......... ... ... ... . ...
The search foryield . ... ... i e
Interest rate risk . ... ... e
Delays in balance sheet adjustments ........... ... ... . . i
Paralysed money markets ....... ... e
International side effects of low interestrates ............ ... ... ... ... ...
SUMMING UP ottt ettt et e et et e et e e e

BIS 80th Annual Report



IV. Post-crisis policy challenges in emerging market

BCONOMIES ..\ttt ettt e e e e 47
External imbalances and capital flows: resuming unhealthy trends? .......... 48

Policy OptioNs ... oo e e e 50
Foreign exchange intervention — part of the problem or part of the solution? .. 51
A role for capital controls and prudential policies? ........................ 53
The US dollar’s future as an international currency .......... ... .. ... ... 55
SUMMING UP ottt ettt e et ettt et e e e e 56
Box: Lesson from the crisis on the US dollar's international role ............ 57

V. Fiscal sustainability in the industrial countries:

risks and challenges .......... ... ... .. 59
The evolution of public debt and its near-term prospects ................... 60
Box: Fiscal prospects in emerging market economies ...................... 64
Long-term projections of publicdebt ........... ... ... ... ... . .. 64
Consequences of high debt ....... ... .. . i e 66
Risks of sovereign default ......... ... .. . i, 66
MacroeconomMiC CONSEQUENCES . . . v v v vttt ettt ettt e ee et e eanes 68
Challenges for central banks ............. ... . . . ... 69
Addressing fiscal imbalances .......... .. .. i e 70
SUMMING UP ottt ettt e e et e et e et e e 73
VI. The future of the financial sector .......................... 74
The financial sector in the context of the broader economy ................. 74
Relative performance ......... ...t it e 74
Relative Size . ... .o e 75
Growth of international banking ........... ... .. .. . . . . i i i, 77
The financial sector in the near future ........... ... ... . . .. 78
Converging to a new business model ............ ... ... ... . . . i ... 80
Drivers of the convergence process ...........ouiuiiiiinnnnnnnnnn. 81
Towards improved funding and liquidity management ................ 82
Higher capital: is there a trade-off between resilience and profitability? .. 83
Box: Capital holdings and profitability of a representative bank ............. 86
SUMMING UP ottt ettt e et et e et e e e e 87

VII. Macroprudential policy and addressing procyclicality... 89

Box: What is a macroprudential instrument? ............ ... ... . ... ... ..., 90
Essential elements of a macroprudential framework ....................... 91
A clearly defined and realistic objective ............................. 91
Operating Strategy . . ..o v v i e e e 93
Sectoral specCifiCity . ...t e e e 97
GOVEINANCE .« v ettt et e e et e e e e et et e e 98
Economy-specific circumstances and international aspects ............. 99
Implications for monetary policy ....... ... e 100
SUMMING UP ottt ettt e et ettt et e e e e 101

iv BIS 80th Annual Report



Organisation of the BIS as at 31 March 2010 .......... ... ... iiiiniinn.

The BIS: mission, activities, governance and
financial results ...

BIS member central banks . ...... ... .
BIS Board of DireCtors . ......cciiii e e
Financial statements ............... ... ... ...
Report of the auditors .......... .. .. .. ... ...

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

The chapters of this Report went to press between 7 and 11 June 2010.

BIS 80th Annual Report

106

107

138

139

149

205

206



Graphs

1.1 ASSEE PIiCES v vttt et e e e e 23
1.2 ECONOMIC rECOVEIY . o it e e e e e 24
1.3 Government debt, deficits and sovereign credit premia ............ 26
1.4 Central bank assets and liabilities .............................. 28
1.5 Indicators of bank health . ....... ... ... .. ... . . . . 30
11.6 Banks' funding pressures ............oii i e e 32
1.7 Credit growth and lending standards ........................... 34
11.8 Household and governmentdebt .............................. 34
1.1 Nominal and real policy rates ............ .. 36
1.2 Indicators of the search forvyield ........... ... ... ... .. ....... 39
1.3 Indicators of activity in money markets ................ .. ... ..., 42
.4 Commodity exporters and emerging markets .................... 43
1.5 Monetary policy response . ... 44
1.6 Carry-to-risk ratios . ... e 45
V.1 International financial indicators for EMEs ....................... 47
V.2 Factors promoting capital inflows to EMEs ...................... 49
V.3 Foreign exchange reserves . ........ ... .iiiieiiinennnnn 51
V.4 Foreign exchange reserves, money and credit .. .................. 53
VA1 General government debt and fiscal balance ..................... 59
V.2 Government debt ... ... . e e 61
V.3 Future impact of population ageing .............. ... ... ... ... 63
V.4 Gross public debt projections .......... ... . 66
V.5 Government debt structure . ...... ... . e 68
V.6 Inflation expectations . ........ ... .. i 70
VI.1 Relative performance of financial stocks ......................... 76
VI.2 Financial stocks in extreme market-wide events .................. 76
VI3 Size of the financial sector ........ ... ... ... . i i 77
V1.4 Scale of international banking .......... ... ... . ... ... ... 78
V1.5 Maturity profile of bank bonds ......... ... ... . ... ... ... .. .. 79
V1.6 The banking sector around crises .............coiiiiiiennnn.. 80
VL7 Perceived credit risks in the financial sector .. .................... 81
V1.8 Decentralisation of international banking ........................ 83
V1.9 Bank financing of external debt .......... ... ... ... ... ... ... ... 84
VI.10 Pre-crisis characteristics and in-crisis performance

of 40 large banks .. ... . e 85
VI Build-up and release of capital buffers based on credit gaps ....... 97

Vi

BIS 80th Annual Report



Tables
1.1
1.1

V.1
V.2

VI

VIIL1
VII.2

VII.3
Vil.4

Progress of financial system reform ........... ... ... .. ... .. ....
Profitability of majorbanks .......... ... .. ... .. . . ... . i

Fiscal situation and prospects in selected advanced economies .....
Examples of successful large fiscal adjustments ..................

Profitability and leverage ............. ..,

Measures to reduce procyclicality caused by decision processes ....
Prudential instruments to directly constrain elements

of financial institution activity .............. ... ... . . . i ...
Countercyclical prudential instruments in use or proposed .........
Examples of discretionary prudential interventions in response

to property market developments ............ .. ...

BIS 80th Annual Report

13

29

62
71

75

92

93
94

96

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
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80th Annual Report

submitted to the Annual General Meeting
of the Bank for International Settlements
held in Basel on 28 June 2010

Ladies and Gentlemen,

It is my pleasure to submit to you the 80th Annual Report of the Bank for
International Settlements for the financial year which ended on 31 March 2010.

The net profit for the year amounted to SDR 1,859.8 million, compared
with SDR 446.1 million for the preceding year. Details of the results for the
financial year 2009/10 may be found on pages 144-7 of this Report under “Net
profit and its 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 374.1 million
in payment of a normal dividend of SDR 285 per share costing SDR 155.6 million
and a supplementary dividend of SDR 400 per share costing SDR 218.5 million.
These dividends would be payable in any constituent currency of the SDR, or
in Swiss francs.

The Board further recommends that SDR 148.6 million be transferred to
the general reserve fund, SDR 12.0 million be transferred to the special dividend
reserve fund and the remainder — amounting to SDR 1,325.1 million - to the
free reserve fund.

If these proposals are approved, the Bank’s dividend for the financial year
2009/10 will be payable to shareholders on 8 July 2010.

Basel, 11 June 2010 JAIME CARUANA
General Manager
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