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Benign MacroBenign Macro--Financial Conditions, but Some Financial Conditions, but Some 
ConcernsConcerns

Benign conditionsBenign conditions
High global growth and productivity; low inflationHigh global growth and productivity; low inflation
Low market volatility and risk spreadsLow market volatility and risk spreads

But some sources of concernBut some sources of concern
Global imbalances, large capital inflows into US Global imbalances, large capital inflows into US 
Low real interest rate, search for yieldLow real interest rate, search for yield

US is largest economy/finance US is largest economy/finance 
Bound to have global effects because of size and Bound to have global effects because of size and 
interconnectednessinterconnectedness
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How Does it Relate to Previous Crises?How Does it Relate to Previous Crises?
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Many Commonalities with Previous CrisesMany Commonalities with Previous Crises

Asset price bubbles: housing, equity, .com Asset price bubbles: housing, equity, .com 
ExEx--post clear, expost clear, ex--ante always lessante always less

Credit boomsCredit booms
With deteriorating lending standardsWith deteriorating lending standards

Now too, but this time more householdsNow too, but this time more households

Systemic risk buildup Systemic risk buildup 
Subprime and loans in FX, became correlatedSubprime and loans in FX, became correlated

Regulation and supervision failuresRegulation and supervision failures
Do not keep up, this time especially derivativesDo not keep up, this time especially derivatives
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A Housing Boom Similar to the Big 5 Banking Crisis
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Equity Prices Also Increased (in Moderation), But Different Cycle
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New Elements of the CrisisNew Elements of the Crisis
(Leverage, Opaqueness, Central  Role of 
Households, and Interconnectdeness)
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Some New Dimensions of the CrisisSome New Dimensions of the Crisis

Increased opaqueness Increased opaqueness 
Securitization: poorer risk assign, monitoring Securitization: poorer risk assign, monitoring 
Harder to value once crisis startedHarder to value once crisis started

Financial integration & interconnectedness Financial integration & interconnectedness 
Larger capital flows /crossLarger capital flows /cross--border positionsborder positions
Greater connection between marketsGreater connection between markets

Increased role of leverage Increased role of leverage 
In many sectors and marketsIn many sectors and markets

Central role of households Central role of households 
Complicating restructuring Complicating restructuring 
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Rapid Increase in Rapid Increase in ““OpaqueOpaque”” InstrumentsInstruments

Source: Financial Times article on February 5, 2009.
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19Rising U.S. Household Leverage and Declining Savings
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Where Are We Now?
(Systemic Risks Remain High)
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CDS Spreads for High-Grade Financials 
(basis points)
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Market Stress Levels At Historic HighsMarket Stress Levels At Historic Highs

Stress index in advanced and emerging economies 1997-2008

-1

-0.5

0

0.5

1

1.5

2

2.5

19
96

q4

19
97

q3

19
98

q2

19
99

q1

19
99

q4

20
00

q3

20
01

q2

20
02

q1

20
02

q4

20
03

q3

20
04

q2

20
05

q1

20
05

q4

20
06

q3

20
07

q2

20
08

q1

20
08

q4

-4

-2

0

2

4

6

8

10

Emerging economies

Advanced economies (right scale)



Preliminary Lessons from the Crisis
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Preliminary Lessons From the CrisisPreliminary Lessons From the Crisis

Macroeconomic policies and financial stability considerations were 
not sufficiently integrated

Fragmentation of financial regulation promoted regulatory arbitrage, 
which in turn fueled a shadow banking system – outcome was 
excess leverage in the system

Changing financial landscape of credit creation not matched by 
updated regulatory frameworks, while oversight not dynamic 
enough.

Risk management not strong enough – need for greater emphasis 
on systemic (macro-prudential) risks.

Procyclicality of prudential regulations, compensation, and 
accounting magnified the boom-bust cycles
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Macroeconomic PoliciesMacroeconomic Policies

Monetary policy and asset bubblesMonetary policy and asset bubbles
““Doctrine:Doctrine:”” 1. too hard to predict bubbles; 2. too blunt to 1. too hard to predict bubbles; 2. too blunt to 
stop; 3. easier to clean upstop; 3. easier to clean up
Learned less valid when financial sector is involved and Learned less valid when financial sector is involved and 
leverage is increasing leverage is increasing 
And while regulation and supervision should be first And while regulation and supervision should be first 
defense, may not sufficedefense, may not suffice

Fiscal policy Fiscal policy 
Build buffers in good times to create headroomBuild buffers in good times to create headroom
Adjust tax policy to avoid encouraging leverage Adjust tax policy to avoid encouraging leverage 
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Regulation and Supervision Regulation and Supervision 

Regulatory perimeterRegulatory perimeter
Broaden to capture systemic institutions and anchor it on activiBroaden to capture systemic institutions and anchor it on activities ties 
(not institutions); retain flexible perimeter(not institutions); retain flexible perimeter
Consider systemic risk/interconnections moreConsider systemic risk/interconnections more

Market discipline Market discipline 
Reduce conflict of interests, encourage due diligence Reduce conflict of interests, encourage due diligence 
Discourage too large/connected and ramp up oversightDiscourage too large/connected and ramp up oversight
Better resolution frameworkBetter resolution framework

ProcyclicalityProcyclicality
Prudential regulation: buffers, leverage ratio, provisioning thrPrudential regulation: buffers, leverage ratio, provisioning through ough 
the cyclethe cycle
Accounting: complement mean with varianceAccounting: complement mean with variance
Compensation: risk based and longCompensation: risk based and long--termterm

Information Information 
Reduce gaps; greater transparency on valuation of complex Reduce gaps; greater transparency on valuation of complex 
instruments; reporting of both on and off balance sheet exposureinstruments; reporting of both on and off balance sheet exposure to to 
allow systemic risk assessmentallow systemic risk assessment
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Financial Architecture Financial Architecture 

SurveillanceSurveillance
Less fragmented, deeper, more integrated, and better Less fragmented, deeper, more integrated, and better 
communicatedcommunicated

MultilateralismMultilateralism
More coordinated, exMore coordinated, ex--ante and exante and ex--postpost

Financial RegulationFinancial Regulation
Greater convergence in practices & rulesGreater convergence in practices & rules
Especially crossEspecially cross--border, burden sharingborder, burden sharing

Financing Financing 
Larger insurance/exLarger insurance/ex--ante liquidity/financing mechanisms, ante liquidity/financing mechanisms, 
backedbacked--upup



Consequences of the Crisis
(Synchronized Recession)



32

WEO Real GDP Growth ProjectionsWEO Real GDP Growth Projections
((In percent change from a year earlier)In percent change from a year earlier)

U.S.U.S. Euro     Japan     China     India     WorldEuro     Japan     China     India     World

2002009 (Jan.09)     9 (Jan.09)     --1.6      1.6      --2.0       2.0       --2.6         6.7        5.1        0.52.6         6.7        5.1        0.5
2002009 (Nov.08)    9 (Nov.08)    --0.7      0.7      --0.5       0.5       --0.2         8.5        6.3        2.20.2         8.5        6.3        2.2
Change              Change              --0.9      0.9      --1.5       1.5       --2.4        2.4        --1.8      1.8      --1.2       1.2       --1.71.7

202010 (Jan.09)      1.6       0.2        0.6         8.0        6.510 (Jan.09)      1.6       0.2        0.6         8.0        6.5 3.03.0
202010 (Nov.08)     1.5       0.9        1.1         9.5        6.8 10 (Nov.08)     1.5       0.9        1.1         9.5        6.8 3.83.8
Change               0.1      Change               0.1      --0.7       0.7       --0.5       0.5       --1.5       1.5       --0.3       0.3       --0.80.8

Source: IMF, World Economic Outlook.Source: IMF, World Economic Outlook.

Global Outlook Has Deteriorated, but Modest Global Outlook Has Deteriorated, but Modest 
Turnaround Anticipated with Policy StimulusTurnaround Anticipated with Policy Stimulus
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Behind the Forecasts—Advanced Economies

Financial stress remains higher than previously envisaged, Financial stress remains higher than previously envisaged, 
notwithstanding policy efforts.notwithstanding policy efforts.

The feedback loop from financial strains to real activity has The feedback loop from financial strains to real activity has 
proven to be stronger than anticipated.proven to be stronger than anticipated.

Output collapse being driven by lower wealth, dramatic declines Output collapse being driven by lower wealth, dramatic declines 
in confidence, and a in confidence, and a ““wait and seewait and see”” attitude of households and attitude of households and 
businesses.businesses.

Forecasts assume sizeable fiscal stimulus; financial strains wilForecasts assume sizeable fiscal stimulus; financial strains will l 
ease gradually; and U.S. housing market will find a bottom.ease gradually; and U.S. housing market will find a bottom.

Lower commodity prices should help bolster demand.Lower commodity prices should help bolster demand.



34Deteriorated Outlook Reflects Abrupt Fall 
in Industrial Activity and Global Trade

Merchandise Exports
(Annualized percent change of 3mma 

over previous 3mma)
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35Banking Stress Drives Larger and Deeper DownturnsBanking Stress Drives Larger and Deeper Downturns
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36Current Recession is Likely to be Deeper than 
All Previous Post-war Recessions
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Role of Uncertainty in the Crisis

Affecting portfolio decisions:  Shift towards riskless 
assets (US T-bills) away from risky assets. 

Affecting consumption/saving decisions:  Wait and see, 
by consumers and firms. 

Both making the crisis much worse.  High spreads.  
Demand collapse.  
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Behind the Forecasts—Emerging Economies

Three Major Shocks:

Declining External Demand and Exports.

Tighter Credit (External Financing).

Lower Commodity Prices.
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45Lower Growth in Lower Growth in EMsEMs Will Feed Back to Advanced Will Feed Back to Advanced 
EconomiesEconomies’’ Banking SystemsBanking Systems

Claims on Emerging Markets by BIS Reporting Banks, 
June 2008
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Policy Challenges 
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Policy Challenges—Advanced Economies

Policy action is need on two fronts – (i) Restoring 
financial sector health; and (ii) bolster demand.

Overarching challenge is to address “distressed assets”
on bank balance sheets, followed by a   recapitalization 
(on a large scale) of viable banks.

Monetary policy may need to focus on “credit easing.”

Need to boost demand (fiscal stimulus)—focus more on 
spending (higher multipliers) rather than general tax cuts.

Big challenge if long rates go up (sustainability concern), then
much of the positive effects is offset.
Need well defined, credible medium-run plans.
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Global Growth and Contributions of Fiscal Stimulus 1/
World

(in percent, GDP Growth)
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1/ GIMF simulation; fiscal shock based on G-20 fiscal packages plus two-year monetary accommodation.
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51Ireland Sovereign and Bank CDS Spreads
Before and After Public Guarantees

Irish Bank and Sovereign CDS Spreads
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52Policy Challenges—Emerging Economies
Use policy buffers to smooth the impact of interruptions or reversals 
in capital flows – recognize some capital flows may be permanent.

Countries with flexible exchange rate regimes, allow the 
exchange rate to absorb much of the pressures.
Increase the flexibility of the exchange rate regime, while 
ensuring the maintenance of a credible anchor for monetary 
policy
Use large stock of reserves for intervention to avoid disorderly
market conditions.

Continue providing liquidity support, to reduce risks that sudden 
stops in foreign capital could generate solvency problems.

Use reserve buffers to provide foreign currency liquidity.
Seek recourse to swap facilities (and lines for trade credit) from 
major advanced economy central banks and to the new Fund 
facility.

Prepare contingency plans for limiting risks of bank runs, 
comprehensive mechanisms to reduce the risks of systemic solvency 
problems, and strengthen corporate work-out frameworks.
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