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Since the April 2007 Global Financial Stabil-
ity Report (GFSR), global fi nancial stabil-
ity has endured an important test. Credit 

and market risks have risen and markets have 
become more volatile. Markets are recognizing 
the extent to which credit discipline has dete-
riorated in recent years—most notably in the 
U.S. nonprime mortgage and leveraged loan 
markets, but also in other related credit markets. 
This has prompted a retrenchment from some 
risky assets and deleveraging, causing a widening 
of credit spreads in riskier asset classes and more 
volatile bond and equity markets. The absence 
of prices and secondary markets for some struc-
tured credit products, and concerns about the 
location and size of potential losses, has led to 
disruptions in some money markets and funding 
diffi culties for a number of fi nancial institutions, 
as some counterparties have been reluctant to 
extend credit to those thought to hold lower 
quality, illiquid assets. The resulting disruption 
has required extraordinary liquidity injections 
by a number of central banks to facilitate the 
orderly functioning of these markets.

The potential consequences of this episode 
should not be underestimated and the adjust-
ment process is likely to be protracted. Credit 
conditions may not normalize soon, and some 
of the practices that have developed in the 
structured credit markets will have to change. 
At the same time, the global economy entered 
this turbulent period exhibiting solid growth, 
especially in emerging market countries. Sys-
temically important fi nancial institutions began 
this episode with adequate capital to manage 
the likely level of credit losses. So far, despite the 
signifi cant ongoing correction in fi nancial mar-
kets, global growth remains solid, though some 
slowdown could be expected. Downside risks 
have increased signifi cantly and, even if those 
risks fail to materialize, the implications of this 
period of turbulence will be signifi cant and far 

reaching. Eventually, lessons for both the private 
sector and the regulatory and supervisory arenas 
will have to be drawn in order to strengthen the 
fi nancial system against future strains.

The threat to fi nancial stability increased as 
the uncertainty became manifest in the money 
markets that provide short-term fi nancing (espe-
cially commercial paper markets). At the center 
of the turmoil is a funding mismatch whereby 
medium-term, illiquid, and hard-to-value assets, 
such as structured credit securities, were being 
funded by very short-term money market 
securities—often asset-backed commercial paper. 
The market illiquidity and the diffi culty in valu-
ing the complex, structured products held as 
assets has compounded the risks of the fund-
ing mismatch. Thus, while potentially helping 
protect the fi nancial system from concentrations 
of credit risk in banks, the dispersal of struc-
tured credit products has substantially increased 
uncertainty about the extent of the risks and 
where they are ultimately held.

This funding mismatch was undertaken by 
a signifi cant number of conduits and special 
purpose vehicles that had assumed they could 
hold their illiquid assets to maturity. Many have 
been associated with regulated banks, and to 
a large extent their funding strategies were 
backed by contingent liquidity lines from those 
banks. When doubts about the quality of some 
of the underlying assets emerged and the high 
ratings were perceived as less reliable, prices 
of the assets fell, the rollover of associated 
asset-backed commercial paper became very 
diffi cult, and funding began to be squeezed. 
As a consequence, what had been contingent, 
off-balance-sheet liabilities for regulated banks 
threatened to move “on balance sheet.” The 
funding diffi culties were fi rst felt in Europe and, 
subsequently, in a number of other places. The 
rapid transmission of disturbances in one part 
of the fi nancial system to other parts, sometimes 
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through opaque and intertwined channels, has 
surprised both market participants and the 
offi cial sector. The uncertainty about where 
off- balance-sheet bank exposures will materialize 
next has led to a tiering of interbank lending 
rates. Banks that are believed to either have 
structured credit product losses, or that need 
to satisfy contingent credit lines to their con-
duits or special purpose vehicles, face higher 
interbank rates. In some cases, the fl ows in the 
interbank market are stymied by some large 
banks’ desire to hold onto liquidity in case they 
need to fi nance other activities, such as the large 
pipeline of leveraged buyouts scheduled for the 
remainder of the year. Overall, there has been a 
sharp rise in perceived counterparty risk, and a 
desire to keep the additional liquidity on hand, 
at least for now.

The April 2007 GFSR fl agged the underlying 
causes of the current correction. The weakening 
of credit discipline and the potential compla-
cency, which were highlighted in that edition, 
led to a buildup of credit risks in the U.S. 
mortgage market, leveraged buyout market, and 
some lending to emerging markets. The benign 
economic and fi nancial conditions of recent 
years weakened incentives to conduct due dili-
gence on borrowers and counterparties. More-
over the “originate and distribute” model used 
for credit products by many fi nancial institutions 
meant that many such institutions could choose 
not to hold the credit risk they originated, 
reducing their incentives to monitor borrowers. 
Investors in the distributed securities may have 
relaxed their due diligence in assessing liquidity 
and leverage risks or chosen to rely excessively 
on ratings agencies to analyze risks in complex 
fi nancial instruments. Stress in the U.S. housing 
market then weakened mortgage-backed securi-
ties, an  important component of the global 
fi nancial system. The resulting multiple credit 
downgrades of these securities by ratings agen-
cies led to downward pressure on their prices 
and started to deepen the repricing episode that 
began some time ago.

Leverage has played a key role in amplifying 
the disturbances. The ease with which some 

banks and other investment vehicles, includ-
ing hedge funds, were able to borrow against 
diffi cult-to-price collateral traded in illiquid 
markets severely aggravated conditions when 
market liquidity evaporated, resulting in a process 
of forced deleveraging at “fi re sale” prices and 
the failure of some funds. Institutions that have 
suffered the most have had strategies that were 
based on high levels of leverage and had assumed 
continued liquidity in secondary markets.

A long period of abnormally low market 
volatility likely exacerbated the episode. Risk 
premia in many markets had fallen to histori-
cally low levels as more and more investors bet 
on a continuation of the benign, low-volatility 
environment. Returns became more correlated. 
As markets fell, risk premia expanded quickly. 
Similar risk management techniques, common 
investors, and similar positions may have exac-
erbated the situation. Losses were magnifi ed as 
many market participants tried to exit similar 
positions simultaneously.

Chapter 1 of this report summarizes the over-
all assessment of stability using the global fi nan-
cial stability map introduced in the April 2007 
GFSR. Extending the work in the last GFSR, the 
chapter focuses on the fallout from weakening 
credit discipline in the U.S. nonprime mort-
gage market and the leveraged buyout market 
(including the market turbulence of August 
2007, which resulted in a drying up of term 
lending in money markets), and details linkages 
across markets. The chapter explains how volatil-
ity has been amplifi ed by high leverage and how 
risks are transmitted between institutions. It
gathers evidence on where the risks now reside, 
and what might be the impact on banks, corpo-
rations, and households as losses surface.  

The chapter also examines the global aspects 
of the lack of credit discipline. Overall, emerg-
ing market risks remain fi nely balanced, with 
many countries benefi ting from improved 
macroeconomic fundamentals and better poli-
cymaking frameworks. External sovereign debt 
has been reduced and debt structures are better 
managed. Nonetheless, offsetting these posi-
tive aspects, credit growth has been rapid in a 
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number of emerging markets, with some banks 
(both domestic and foreign) borrowing abroad 
in foreign currency to lend domestically, taking 
on indirect credit risks through their foreign-
currency-denominated loans. In addition, the 
low yields in mature markets and high risk appe-
tite have allowed emerging market corporates 
easy access to foreign capital, including through 
synthetic and structured products to generate 
higher yields.

Chapter 1 also looks at some of the routes 
taken by foreign investors to gain access to cer-
tain emerging markets where there are capital 
account restrictions. The chapter cautions that 
some emerging markets are vulnerable to a pull-
back in the availability of capital, and that this 
pullback could continue even after the mature 
market funding diffi culties subside. To under-
stand in greater depth the stability implica-
tions of foreign participation in local emerging 
markets, the chapter provides empirical work on 
foreign equity fl ows into several different emerg-
ing markets in order to distinguish between 
institutional investors and others. Lastly, the 
chapter reviews the growth in the activities of 
hedge funds in emerging markets.

Chapter 1 also includes an annex exploring 
some aspects of sovereign wealth funds (SWFs). 
The growth of these entities can be seen as the 
result of the strong accumulation of foreign 
assets by the offi cial sector—in part, due to 
high natural resources prices or prompted by 
large balance of payments surpluses and capital 
infl ows. SWFs are becoming an important inves-
tor group, and questions have been raised about 
the impact of their cross-border asset allocations. 
The annex attempts to clarify some of the dis-
cussion surrounding their structures and goals 
by providing a taxonomy of sovereign wealth 
funds and their asset allocation frameworks.

Although the recent episode of turbulence is 
ongoing, and it is too early to make defi nitive 
conclusions, it is already clear from the analy-
sis in Chapter 1 that several areas will require 
increased attention. The fi rst is the important 
role of uncertainty and lack of information. 
Accurate and timely information about underly-

ing risks are critical components in the market’s 
ability to differentiate and properly price risk. 
This would include both qualitative and quanti-
tative information about how risks are managed, 
valued, and accounted for, especially in areas of 
risk transfer. Greater transparency is also needed 
on links between systemically important fi nan-
cial institutions and some of their off- balance-
sheet vehicles. Only by disclosing fully their 
interrelationships with asset managers, conduits, 
and special purpose entities will investors be 
able to assess the true creditworthiness of the 
institutions with which they deal. However, given 
the volume and complexity of the information 
that could potentially be provided, and the cost 
of providing it, it will be important to carefully 
consider the appropriate amount and type of 
disclosure needed to alleviate the problems 
evident in this episode.

Second, while securitization, and fi nancial 
innovation more generally, through enhanced 
risk distribution have made markets more effi -
cient, there is a need to understand how they 
may have contributed to the current situation. 
In particular, it is important to consider the 
extent to which the incentive structure, in the 
context of very benign times, may have diluted 
the incentives for originating lenders to monitor 
risk. In the U.S. mortgage market, the public 
sector costs associated with the lack of supervi-
sory oversight of some mortgage originators will 
need to be balanced against the improved access 
to credit that some households received. Gener-
ally, the relationship between checks and bal-
ances throughout the supply chain of structured 
products may require some rethinking.

Third, there is a need to examine risk analysis 
of credit derivatives and structured products and 
the role of ratings agencies. Ratings and ratings 
agencies will continue to be a fundamental com-
ponent in the functioning of fi nancial markets. 
However, there is some concern about the rating 
methodology of complex products, particularly 
when securities, with very different structures, 
assumptions, and liquidity characteristics, receive 
the same ratings. Ratings of complex structured 
products may have become too connected to 
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facilitating origination. In periods of turbulence, 
the rapid downgrades then raise questions about 
the reliability of these ratings and their useful-
ness for the investors. We repeat the call from 
the April 2006 GFSR for a more differentiated 
scale of ratings for structured products. Inves-
tors also have an obligation and responsibility to 
understand the dynamics and liquidity risks asso-
ciated with the products they buy—they wrongly 
assumed that a low probability of default meant 
a low likelihood of losses from market move-
ments. In the case of complex structured credit 
products, investors need to look behind the 
ratings—they should not assume that the simple 
letter ratings provided by ratings agencies show 
equivalent risks as those for other asset classes. 
Differentiation and transparency in the underly-
ing assumptions and construction of the various 
structures would facilitate appropriate due 
diligence by investors.

Fourth, the valuation of complex products in 
the context of a market where liquidity is insuf-
fi cient to provide reliable market prices requires 
more consideration. When purchasing complex 
products, investors will need to consider the asso-
ciated liquidity aspects and include an appropri-
ate liquidity risk “premium” as part of the price. 
Financial institutions holding such securities 
as collateral will need to assign a “haircut” that 
factors in liquidity characteristics. Importantly, 
fi nancial institutions need to make sure that 
they have robust funding strategies appropriately 
suited for their business model and that such 
funding strategies can accommodate stressful 
conditions. More generally, the rapid growth of 
some illiquid instruments raises questions about 
whether originators of such securities should be 
expected to provide secondary markets to con-
tribute to the valuation process.

Fifth, the relevant perimeter of risk consoli-
dation for banks has proved to be larger than 
the usual accounting or legal perimeters. There 
are two notable examples: (1) reputational risk 
may force banks to internalize losses of legally 
independent entities; and (2) new instruments 
or structures may mask off-balance-sheet or 
contingent liabilities. The result is that risks that 

appear to have been distributed may yet return 
in various forms to the banks that distributed 
them. The relevant perimeter is not only an 
issue for supervisors, but also for the fi nancial 
institutions themselves—their risk management 
systems, audit processes and internal oversight 
and governance structures.

Policymakers now face a delicate balancing 
act. They must establish frameworks that encour-
age investors to maintain high credit standards 
and strengthen risk management systems in 
good times as well as bad. Actions should only be 
undertaken if the public policy benefi ts outweigh 
the costs, taking care to thoroughly examine pos-
sible unintended consequences. In general, the 
current regulatory systems have proven resilient 
to date, and regulators must be continually mind-
ful that households and fi rms have benefi ted 
greatly from the fi nancial innovation and solid 
growth and fi nancial stability of recent years.

* * *

Chapters 2 and 3 examine two respective 
issues that are the outcome of the lengthy 
period of low mature market yields and unusu-
ally low fi nancial market volatility over the last 
several years. Chapter 2 examines the extent 
to which market risk management methods 
may have encouraged more risk-taking during 
this relatively benign period, perhaps resulting 
in a more rapid withdrawal from risky assets 
than would otherwise be the case as conditions 
change. In light of rapid capital fl ows to emerg-
ing market countries, Chapter 3 investigates how 
countries can best deal with capital fl ow volatility 
in the medium term by improving the depth, 
liquidity, and institutional quality of their domes-
tic fi nancial markets.

Chapter 2 specifi cally examines market risk 
management techniques to see whether their 
common usage, while seemingly prudent for 
individual institutions, could exacerbate mar-
ket volatility during periods of stressful market 
conditions. The question is examined in two 
ways. The fi rst is by using a stylized version of 
the most common market risk model, value-at-
risk (VaR), which is the estimated loss a fi rm is 



EXECUTIVE SUMMARY

xiii

unlikely to exceed at a given degree of confi -
dence. For instance, a fi rm’s one-day estimated 
VaR of $10 million at a confi dence level of 95 
percent implies that the fi rm would expect to 
lose more than $10 million on its portfolio only 
fi ve days out of 100. A stylized model is used to 
demonstrate how VaR declines during a lower 
volatility environment, but rises when higher 
volatility returns. The stylized portfolios are then 
“stressed” by examining how VaR would respond 
with data from previous episodes of fi nancial 
market turbulence. Lastly, simulations are con-
ducted in which several fi rms are hypothesized 
to use the same, or slightly different, VaR mod-
els, also during periods of stress. Results suggest 
that such fi rms, acting according to their own 
models to contain risks, could collectively make 
markets more volatile, especially if risk aversion 
is low. The simulations also show, however, that a 
greater diversity of models would help to reduce 
such potential instability.

Chapter 2 also examines risk management 
procedures of investment banks and hedge 
funds to see whether they conform to the pre-
conditions necessary to amplify market volatil-
ity in practice. While all fi rms maintain that 
they would not rigidly follow their VaR models 
in stressful circumstances, there are a number 
of ways in which VaR metrics, or related risk 
limits, could act to amplify market volatility. In 
fact, recent turbulence suggests some of these 
techniques may be contributing to the current 
turbulent conditions to some degree. Overall, 
VaR and other risk management techniques 
will encourage fi nancial institutions to respond 
more rapidly to changes in risk. Normally, this 
will facilitate early detection and prompt cor-
rection of risks deemed excessive by the institu-
tion. However, the use of similar techniques 
across institutions during periods of stress can 
lead to larger price movements than would 
occur if different techniques were used. It is 
thus worthwhile for regulators and supervi-
sors to acknowledge the benefi ts of discretion 
when implementing risk management systems 
(including new ways to incorporate credit and 
liquidity risks) and to promote the use of “stress 

testing”—encouraging all fi rms to consider 
their interactive effects during periods of stress, 
as some do already. A diversity of investment 
positions and types of participants is even more 
important to help stabilize markets. Regulators 
and supervisors would also do well to consider 
more concretely than they do now how they 
would respond to the amplifying effects when 
individual fi rms naturally attempt to protect 
their fi rm’s franchise value.

Chapter 3 empirically analyzes a common 
view—whether, in addition to strong macro-
economic fundamentals, a well-functioning 
domestic fi nancial market encourages capital 
infl ows and reduces their volatility over the 
medium term. A panel estimation technique is 
used to examine the factors that determine the 
volume and volatility of annual capital infl ows 
for a sample of developed and emerging market 
economies from 1977 to 2006. The factors 
include fi nancial variables such as equity market 
depth and liquidity and fi nancial openness, 
and a shorter sample also includes institutional 
quality variables such as corporate governance 
quality and accounting standards. The results 
of the empirical work show that the liquidity of 
equity markets and fi nancial openness positively 
infl uence the level of capital infl ows. Moreover, 
the panel estimations show that more fi nancial 
openness reduces the volatility of infl ows. Sepa-
rately, the chapter shows that improvements in 
a broad set of institutional quality variables are 
correlated with lower volatility. 

Chapter 3 also examines how fi ve emerging 
market countries have coped with the recent rise 
in capital infl ows and discusses some of their pol-
icy options. These fi ve country examples reveal 
the diffi culty of fi nding a common set of fi nancial 
policies that help deal with capital infl ows. Gener-
ally, policies that encourage fi nancial market 
development over the medium term—including 
a well-regulated system, better transparency and 
broader institutional quality, and improved risk 
management for fi nancial institutions—will likely 
cushion the fi nancial system from the potentially 
destabilizing effects of abrupt capital outfl ows 
better than will short-term fi xes.


