A. How Has Global Financial Stability Changed?

The health of the global financial system has improved since the October 2009 Global Financial Stability
Report (GESR), as illustrated in our global financial stability map (Figure 1.1).1 However, risks remain
elevated due to the still-fragile nature of the recovery and the ongoing repair of balance sheets. Concerns abont
sovereign risks conld also undermine stability gains and take the credit crisis into a new phase, as nations

begin to reach the limits of public sector support for the financial system and the real economy.

Figure 1.1. Global Financial Stability Map

Risks

Emerging market risks Credit risks

== April 2009 GFSR
- October 2009 GFSR
== April 2010 GFSR

Market and

Macroeconomic risks
By liquidity risks

Monetary and financial Risk appetite
Conditions
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Macroeconomic risks have eased as the economic recovery takes hold, aided by policy stimulus,
the turn in the inventory cycle, and improvements in investor confidence. The baseline forecast in
the World Economic Outlook (WEO) for global growth in 2010 has been raised significantly since
October, following a sharp rebound in production, trade, and a range of leading indicators. The

Note: This chapter was written by a team led by Peter Dattels and comprised of Sergei Antoshin, Alberto Buffa
di Perrero, Phil de Imus, Joseph Di Censo, Alexandre Chailloux, Martin Edmonds, Simon Gray, Ivan Guerra,
Vincenzo Guzzo, Kristian Hartelius, Geoffrey Heenan, Silvia Iorgova, Hui Jin, Matthew Jones, William Kerry,
Vanessa Le Lesle, Andrea Maechler, Rebecca McCaughrin, Paul Mills, Ken Miyajima, Christopher Morris,
Jaume Puig, Narayan Suryakumar, and Morgane de Tollenaere.

! Annex 1.1 details how indicators that compose the rays of the map in Figure 1.1 are measured and
interpreted. The map provides a schematic presentation that incorporates a degree of judgment, serving as a
starting point for further analysis.
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Figure 1.2. Macroeconomic Risks in the Global Financial Stability Map recovery is expected to be multi—speed
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the credit bubble has led to sharply
higher sovereign risks amid a worsened
trajectory of debt burdens (Figure 1.2).

Note: The indicators included in the assessment of macroeconomic risks (see Annex 1.1) are: the IMF's WEO
growth projections, G-3 confidence indices, OECD leading indicators, implied global trade growth (economic
activity); mature and emerging market country breakeven inflation rates (inflation/deflation); and advanced
country general government deficits and sovereign credit default swap spreads (sovereign credit).

With markets less willing or able to support leverage—be it on bank or government balance
sheets—sovereign credit risk premiums have more recently widened across mature economies with
fiscal vulnerabilities. Longer-run solvency concerns have, in some cases, telescoped into short-term
strains in funding markets that can be transmitted to banking systems and across borders. The
management of sovereign credit and financing risks therefore carries important consequences for
financial stability in the period ahead (see Section B).

Quantitative- and credit-easing policies, extraordinary liquidity measures, and government-
guaranteed funding programs have helped improve the functioning of short-term money markets
and allowed a tentative recovery in some securitization markets. As a result, monetary and financial
conditions have eased further, as market-based indicators of financial conditions largely reversed the
sharp tightening seen earlier in the crisis. This has been accompanied by a decline in warket and
liguidity risks as asset prices have continued to recover across a range of asset classes (Figure 1.3).

Figure 1.3. The Crisis Remains in Some Markets as Others Return to Stability
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Source: IMF staff estimates.

Note: The heat map measures both the level and 1-month volatility of the spreads, prices, and total returns of each asset
class relative to the average during 2003-06 (i.e., wider spreads, lower prices and total returns, and higher volatility). The
deviation is expressed in terms of standard deviations. Green signifies a standard deviation under 1, yellow 1-4 standard
deviations, orange 4-9, and red greater than 9.

MBS = mortgage-backed security; RMBS = residential mortgage-backed security.
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Supported by these more benign financial conditions, private sector ¢redit risks have
improved. Our estimates of global bank writedowns have declined to $2.3 trillion from $2.8 trillion in
the October 2009 GFSR, reducing aggregate banking system capital needs. However, pockets of
capital deficiency remain in segments of some countries’ banking systems, especially where exposures
to commercial real estate are high. Banks face new challenges due to the slow progress in stabilizing
their funding and the likelihood of more stringent future regulation, leading them to reassess business
models as well as raise further capital and make their balance sheets less risky. Distress may resurface
in banks that have remained dependent on central bank funding and government guarantees (see
Section C).

The overall credit recovery will likely be slow, shallow, and uneven. The pace of tightening in
bank lending standards has slowed, but credit supply is likely to remain constrained as banks
continue to delever. Private credit demand is likely to rebound only weakly as households restore
their balance sheets. Ballooning sovereign financing needs may bump up against limited lending
capacity, potentially helping to push up interest rates (see Section D) and increasing funding
pressures on banks. Policy measures to address supply constraints may therefore still be needed in
some economies.

Emerging market risks have continued to ease. Capital is flowing to Asia (excluding Japan) and
Latin America, attracted by strong growth prospects, appreciating currencies, and rising asset prices,
and pushed by low interest rates in major advanced economies, as 7isk appetite continues to recover.
Rapid improvements in emerging market assets have started to give rise to concerns that capital
inflows could lead to inflationary pressure or asset price bubbles. So far there is only limited evidence
of stretched valuations—with the exception of some local property markets. However, if current
conditions of high external and domestic liquidity and rising credit growth persist, they are conducive
to over-stretched valuations arising in the medium term (see Section E).

B. Could Sovereign Risks Extend the Global Credit Crisis?

The crisis has led to a deteriorating trajectory for debt burdens and sharply higher sovereign risks. With
markets less willing to support leverage—=be it on bank or sovereign balance sheets—and with liguidity being
withdrawn as part of policy exits, new financial stability risks have surfaced. Initially, sovereign credit risk
preminms increased substantially in the major economzies most hit by the crisis. More recently, spreads have
widened in some highly indebted economies with underlying vulnerabilities, as longer-run public solvency
concerns have telescoped into strains in sovereign funding markets that could have cross-border spillovers. The
subsequent transmission of sovereign risks to local banking systems and feedback through the real economry

threatens to undermine global financial stability.

The crisis has increased sovereign risks and exposed undetlying vulnerabilities. The higher
budget deficits resulting from the crisis have pushed up sovereign indebtedness, while lower potential
growth has worsened debt dynamics. For example, G-7 sovereign debt levels as a proportion of
GDP are nearing 60-year highs (Figure 1.4). Higher debt levels have the potential for spillovers
across financial systems, and to impact on financial stability. Some sovereigns have also been
vulnerable to refinancing pressures that could telescope medium-term solvency concerns into short-
term funding challenges (Figure 1.5).

3 International Monetary Fund | April 2010
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Figure 1.4. Sovereign Debt to GDP in the G-7
(In percent)
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Source: IMF, World Economic Outlook database.
Note: Average using PPP GDP weights.

Figure 1.5. Sovereign Risks and Spillover Channels
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Table 1.1 shows a range of vulnerability indicators for advanced economies that captures
their current fiscal position, reliance on external funding, and banking system linkages to the
government sector.? It features not only economies that had credit booms and subsequent busts, but
also those whose underlying vulnerabilities have come into greater focus, and which are perceived as
having less flexibility—economically or politically—to address mounting debt burdens.>*

2 Reliance on foreign bank financing is measured by the consolidated claims on an immediate borrower basis of
Bank for International Settlements (BIS) reporting banks on the public sector as a proportion of GDP.

3 It should be noted that near-term risks associated with Japan’s elevated public debt are low due to a number
of Japan-specific features, including high domestic savings, low foreign participation in the public debt market,
strong home bias, and stable institutional investors (Tokuoka, 2010).

* For a more in-depth review of fiscal vulnerabilities, see IMF (2010b).
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The crisis has driven up market
prices of sovereign risk.

The vulnerabilities outlined in
Table 1.1 are being priced in to market
assessments of sovereign risk. A cross-
sectional regression over 24 countries
indicates that higher current account
deficits and greater required fiscal
adjustment are correlated with higher
sovereign credit default swap (CDS)
spreads (Figure 1.6).> In addition, BIS
reporting banks’ consolidated cross-
border claims on each country’s public
sector as a proportion of GDP help to
explain spreads, especially for those
countries with wider spreads.

Sovereign risks have come to the fore
in the euro zone.

The global financial crisis
triggered several phases of
unprecedented volatility in European
government bond and swap markets
(Figure 1.7).7 To chart the evolving
nature of risk transmission among euro
zone sovereigns, a model of swap
spreads was estimated that takes
account of joint probabilities of default,
global risk aversion, and fiscal
fundamentals (Box 1.1).

Figure 1.6. Contributions to Five-Year Sovereign Credit Default Swap Spreads

(In basis points)
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Sources: Bank for International Settlements; and IMF staff estimates.

Figure 1.7. The Four Stages of the Crisis

(Ten-year sovereign swap spreads, in percent)
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> Estimates of requited fiscal adjustment are drawn from IMF (2010c). These estimates are based on illustrative
scenarios, in which the structural primary balance is assumed to improve gradually from 2011 until 2020
thereafter, it is maintained constant until 2030. Specifically, the estimated adjustment provides the primary
balance path needed to stabilize debt at the end-2012 level if the respective debt-to-GDP ratio is less than

60 petcent; or to bring the debt-to-GDP ratio to 60 percent in 2030. The scenarios for Japan ate based on its
net debt, and assume a target of 80 percent of GDP. For Norway, maintenance of primary surpluses at their
projected 2012 level is assumed. The analysis is illustrative and makes some simplifying assumptions: in
particular, beyond 2011, an interest rate—growth rate differential of 1 percent is assumed, regardless of country-

specific circumstances.

¢ As of eatly March, the regression significantly under-predicted Greek spreads, which arguably reflected
heightened liquidity concerns and policy uncertainty not captured in the model.

7 Swaps are used as a numeraire to compare sovereign credit risk across multiple countries. Swap spreads refer
to the yield differential between a specific maturity government bond and the fixed rate on an interest-rate

swap with an equivalent tenor.
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Box 1.1. Explaining Swap Spreads and Measuring Risk Transmission among
Euro Zone Sovereigns?

What factors most affected
swap spreads during the four phases of
the crisis (see diagram) and how did
sovereign risk transmission evolve
during these phases? A model of swaps
spreads based on measures of
sovereign risk, global risk aversion, and
country-specific fiscal fundamentals
was estimated to shed light on this
question (Annex 1.10). The first figure
summarizes the results of the model. It
shows that during the initial phase of
the crisis, the increase in global risk
aversion helped lower swap spreads in
core sovereigns as investors sought the
relative safety of these bonds.
However, as the crisis progressed,
spreads widened in other sovereigns,
driven by worsening fundamentals and
spillovers. In recent months, spreads
have continued to widen in those
countries with the greatest fiscal
pressures.

Sovereign risk transmission
between two countries was derived
from sovereign CDS spreads using the
methodology developed by Segoviano
(20006). Essentially, this measure
represents the probability
of distress in one sovereign given

Financial Crisis Buildup (July 2007 - September 2008)

Core sovereigns (France, Germany) supported by increase in risk aversion
and flight to quality, while spreads widened for other sovereigns

Systemic Outbreak (October 2008 - March 2009)

Countries with financial system and other concerns (Austria, Belgium,
Ireland, Netherlands) come to the fore

Systemic Response (April 2009 - October 2009)

Policy actions to support banks leads to reduction in risk aversion;
benefits noncore sovereigns and swap spreads narrow

Sovereign Risk (November 2009 - present)

Countries with fiscal concerns (Greece, Italy, Portugal, Spain) increasing
source of spillovers

Contributions to Swap Spreads by Crisis Phase
(Average of changes in swap spreads in basis points)

120

I i w [ n 1% 1 I 1} v
80
40 |
0 -+
40
80
-120

-160

Germany Netherlands \taly
France Belgium Spain
Austria Greece
Ireland Portugal
B Fund al:

M Global Risk Aversion M Sovereign Risk Tr ission

Source: IMF staff estimates.

the distress in another. In order to determine whether the nature of risk transfer had changed, these

joint probability of distress were averaged over each of the four phases of the crisis that are defined

in the diagram.

'This box was prepared by Catlos Caceres, Vincenzo Guzzo, and Miguel Segoviano.
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Box 1.1 (concluded)
Contributions to Euro Area Distress Dependence, October 2008 - March 2009

(Percentage point contribution to total distress probabilitity)

Contribution From:

Germany France Italy Spain Netherlands Belgium Austria Greece Ireland Portugal Total

Germany 9.9 12.0 11.1 13.7 9.4 15.8 8.4 11.1 8.7 100
France 7.7 11.8 9.7 17.4 8.9 18.0 7.8 11.4 7.3 100

s Italy 6.3 8.6 10.8 14.7 8.9 19.2 9.9 139 7.8 100
= Spain 6.5 8.6 13.3 14.3 8.5 18.6 9.0 14.1 7.1 100
'% Netherlan 6.9 10.1 13.3 11.5 10.6 17.3 8.9 12.3 9.0 100
-'g Belgium 6.1 8.1 11.3 9.2 14.8 19.0 9.4 14.5 7.5 100
g Austria 5.7 7.9 14.1 12.6 11.4 10.6 11.8 14.4 11.5 100
© Greece 5.3 7.0 12.8 10.5 11.0 9.5 18.4 16.1 9.3 100
Ireland 5.4 7.2 13.3 11.6 11.7 10.5 18.2 12.5 9.6 100
Portugal 5.8 7.6 11.6 9.0 12.8 8.4 21.0 9.8 13.8 100
Total 5.6 7.4 11.4 9.6 12.2 8.5 16.7 8.8 12.3 7.7 100

Source: IMF staff estimates.

! Weighted average percentage point contribution to all other countries.

During the systemic outbreak phase of the crisis (see first table), the main sources of risk
transfer—shown by the sum of the percentage contributions in the last row—were Austria, Ireland,
Italy, and the Netherlands. In other words, the euro zone members that faced the greatest concerns
regarding their exposures to Eastern Europe, domestic financial systems (e.g., Ireland), or general
fiscal conditions (in the case of Italy) transmitted the most sovereign risk to other countries.

In contrast, during the latest sovereign risk phase (see second table), Greece, Portugal, and,
to a lesser extent, Spain and Italy became the main contributors to inter-sovereign risk transfer,
reflecting the shift in market concerns from financial sector vulnerabilities to fiscal vulnerabilities.

Contributions to Euro Area Distress Dependence, October 2009 - February 2010
(Percentage point contribution to total distress probabilitity)

Contribution From:

Germany France Italy Spain  Netherlands Belgium Austria Greece Ireland Portugal Total

Germany 12.0 111 134 4.8 7.4 6.9 19.8 6.2 18.3 100
France 5.6 13.4 14.8 6.0 8.1 7.7 18.2 8.0 18.3 100

5 ltaly 4.0 10.4 16.4 33 6.8 7.2 24.2 7.2 20.5 100
= Spain 43 10.2 14.4 33 7.0 7.4 23.9 8.4 21.1 100
'% Netherlands 4.5 13.2 10.2 12.2 8.0 5.3 22.1 3.3 21.2 100
2 Belgium 4.3 10.3 10.9 129 4.6 7.6 22.6 8.1 18.8 100
g Austria 3.7 8.7 10.8 12.5 3.0 7.0 26.5 6.0 21.8 100
© Greece 4.1 7.5 14.2 15.7 4.2 7.8 10.5 15.7 20.3 100
Ireland 3.1 7.7 9.9 12.8 2.0 6.8 5.9 313 20.6 100
Portugal 4.2 8.5 13.7 15.7 4.6 7.4 10.0 23.6 12.3 100

Total® 3.7 8.3 11.0 12.7 3.4 6.5 7.0 21.4 8.1 18.0

Source: IMF staff estimates.

! Weighted average percentage point contribution to all other countries.
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In the early stages of the crisis, the increase in global risk aversion benefited core sovereigns
such as France and Germany, while spreads widened for sovereigns (Figure 1.7) perceived to be
more risky. After Lehman’s collapse, the countries that weighed adversely on other sovereigns were
those that had financial systems that were hit hard by the financial crisis (Austria, Ireland, and the
Netherlands). As sovereigns stepped in with public balance sheets to support banks, there was a
general narrowing of swap spreads as fears of systemic crisis subsided and global risk aversion fell.
However, more recently, the source of spillovers has shifted to economies with weaker fiscal
outlooks and financial strains, with these tensions most evident in Greece.

The recent turmoil in the euro zone also demonstrated how weak fiscal fundamentals
coupled with underlying vulnerabilities can manifest themselves as short-term financing strains.

In the presence of outsized deficits and an unsustainable debt trajectory, heavy reliance on
external demand for government obligations and large concentrated debt rollover requirements can
shorten the timeline for addressing solvency challenges. Unlike local demand sources, nonresident
buyers are naturally more attuned to sovereign risk and inclined to step back from further purchases
in times of market stress. A debt profile with concentrated maturities also introduces “trigger dates”
around which policymakers must navigate. These hurdles can constrain policy options and increase
the likelihood of standoffs developing between the government and investors demanding higher risk
premiums. Ultimately, an unresolved solvency crisis amid high near-term refinancing needs and
political uncertainty could limit access to public debt capital markets.

Financial channels can amplify sovereign risks.

Insufficient collateral requirements for sovereign counterparties in the over-the-counter
(OTC) swap market can transmit emerging concerns about the credit risk of a sovereign to its
counterparties. In contrast to most corporate clients, dealer banks often do not require highly rated
sovereign entities to post collateral on swap arrangements.® Dealers may attempt to create synthetic
hedges for this counterparty risk by selling assets that are highly correlated with the sovereign’s credit
profile, sometimes using short CDS (so-called “jump-to-default” hedging).

This hedging activity from

Figure 1.8. Sovereign Credit Default Swap Curve Slopes

uncollateralized Swap agreements can put (Five-year credit default swap spread minus one-year, in basis points)
. 100 - - 150
heavy pressure on the sovereign CDS
80 - 100
market as well as other asset classes. For
. . 60 - - 50
instance, heavy demand for jump-to-
. 40 Lo
default hedges can quickly push up the
. . . 20 - - 50
price of short-dated CDS protection. With N A
. 0 ‘ ‘ VAL -100
bond dealers also trying to offset some of \
. . . . 20 Portugal L -150
the sovereign risk in their government i | lrelond | 200
bond inventory, many European sovereign Seain
i -60 - —ltaly - -250
CDS curves departed from their normal o | —Greece(right scale) | 300
upward sloping c9nﬁgurat19n to s.1gn1ﬁcant 100 J L 250
flattening or outright inversion (Figure 1.8). Nov-09 Dec-09 Jan-10 Feb-10
Greece’s sovereign CDS curve inverted in Source: BloombergLLP.

8 Collateral requirements represent the most commonly used mechanism for mitigating credit risk associated
with swap arrangements by offsetting the transaction’s mark-to-market exposure with pledged assets.
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mid-January as the funding crisis accelerated and jump-to-default hedging demand increased;
Portugal’s CDS curve inverted two weeks later. These pressures can easily spill over into the
domestic bond market and push yields higher.

Yet sovereign CDS markets are still sufficiently shallow, especially in one-year tenors, that a
large gross notional swap exposure may prompt a dealer to look to other, more liquid asset classes
for a potential hedge for its exposure to sovereigns.” Proxies such as corporate credit, equities, or
even currencies are commonly used, putting pressure on other asset classes. If swap arrangements
with sovereigns were adequately collateralized, there would be no need for such defensive hedges and
there would be less potential for volatility to spread from swaps to other markets.!? However, steps
to reduce transmission channels should avoid interfering with efficient market functioning and good
risk management practices. Thus, recent proposals to ban “naked” CDS exposures could be counter-
productive, as this presupposes that regulators can arrive at a working definition of legitimate and
illegitimate uses of these products (see Section F) (Annex 1.2).

Sovereign crises can widen and cross borders as they spread to the banking system.

Due to the close linkages between

h bli dd ic bank Figure 1.9. Sovereign Risk Spilling over to Local Financial Credit Default
the public sector an omestic banks, Swaps, October 2009 to February 2010
deteriorating sovereign credit risk can w 200 -

Greece
*

quickly spill over to the financial sector
150 |

(Figure 1.9). On the asset side, an abrupt

drop in sovereign debt prices generates

100 - Italy + Portugal
b b - -
losses for banks holding large portfolios of reland Spain
government bonds. On the liability side, 50 1 \ Norway  Germany * France y=0.42x+0.67
¢ Austria United Kingdom R2=0.43

bank wholesale funding costs generally rise °

+ o Switzerland

o L/

Average percent change in local senior financial CD!

1 1 1 Denmark ‘o ‘
in concert with sovereign spreads, S/W T thertands* Belgiam
reflecting the longstanding belief that 50 -

ST . 0 50 100 150 200 250 300
domestic institutions cannot be less tisky

. .. Percentchange i ign CDS

than the sovereign. In addition, the ercentchange In soverelen
perceived Value Of government guarantees Sources: BloombergL.P.; and IMF staff estimates.

to the banking system will erode when the

sovereign comes under stress, thus raising funding costs still higher. Multiple sovereign downgrades
could precipitate increased haircuts on government securities or introduce collateral eligibility
concerns for central bank or commercial repos.!!

? Gross sovereign default protection is $2 trillion in notional value, just 6 percent of the $36 trillion global
government bond market. The more relevant net exposure (true economic transfer in case of default)
represents only 0.5 percent of government debt, at $196 billion notional amount.

10 There is also potential for stricter collateral requirements among dealers, and between dealers and monoline
insurers, and highly rated corporates and banks.

1 Bank earnings also potentially suffer from heightened sovereign credit risk. Sovereign ratings downgrades can
increase banks’ risk-weighting for government debt holdings; fiscal and monetary tightening can lead to asset
quality deterioration; and higher taxes can directly reduce bank profitability.
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Financial sector hnkages can Figure 1.10. Regional Spillovers from Western Europe to Emerging Market
Sovereign CDS

transmit one country’s sovereign credit
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concerns to other economies. As higher g s Russia
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borrowing or on banks from countries g
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&

. . . Sensitivity to western European sovereign CDS (SovX)
be Vlewed as SuSCCptlblC to ﬁnanC1al Sources: Deutsche Bank; and IMF staff estimates.

Note: Sensitivities of sovereign CDS captured by regression betas estimated from daily spread changes between

sector 1ns tablhty Flgure 1 . 1 0 ﬂluStrateS Oct. 2009 to Feb. 2010 in joint regression, using the iTraxx Main index and a reweighted SovX-Western Europe
index that matches geographic profile of iTraxx Main.

these linkages by showing how some
countries in Eastern Europe have proven more sensitive to changes in Western European sovereign
credit risk.

Thus, the skillful management of sovereign risks is essential for maintaining financial stability
and preventing an unnecessary extension of the crisis.

C. The Banking System: Legacy Problems and New Challenges
The global banking system is coping with the legacy of the crisis and with the prospect of further challenges

from the deleveraging process. Improving economic and financial market conditions have reduced expected
writedowns and bank capital positions have improved substantially. But some segments of country banking
systems remain poorly capitalized and face significant downside risks. Slow progress on stabilizing funding
and addressing weak banfks conld complicate policy exits from extraordinary support measures, and the tail
of weak institutions in some countries risks having “Sombie banks” that will act as a dead weight on growth.
Bantks must reassess business models, raise further capital, shrink assets, and make their balance sheets less
risky. Policymafkers will need to ensure that this next stage of the deleveraging process unfolds smoothly and

leads to a safe, competitive, and vital financial system.

Since the October 2009 GFSR, total estimated bank writedowns and loan provisions
between 2007 and 2010 have fallen from $2.8 trillion to $2.3 trillion. Of this amount, around two-
thirds ($1.5 trillion) had been realized by the end of 2009 (Table 1.2 and Figure 1.11). As explained in
that previous GFSR, these estimates are subject to considerable uncertainty and considerable range
of error.!2 The sources of this uncertainty include the data limitations, measurement errors from
consolidation, cross-country variations, changes in accounting standards, and uncertainty associated
with our assumptions about exogenous variables. Differences between writedowns projected and
realized reflect a number of factors, including the future path of delinquencies, differences in

12 See Box 1.1. of the October 2009 GFSR.
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accountmg conventions and reporting Figure 1.11. Realized and Expected Writedowns or Loss Provisions for Banks
lags across regions, and the pace of loss by Region
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YIncludes Denmark, Iceland, Norway, Sweden, and Switzerland.
2Includes Australia, Hong Kong SAR, Japan, New Zealand, and Singapore.
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For U.S. banks, estimated loan
writedowns and provisions for 2007—10
were revised down by $66 billion to

$588 billion after growth turned positive

Figure 1.12. U.S. Loan-Charge-Off Rates

and house prices stabilized in the second
(In percent of total loans)

half of 2009 (Table 1.2). Nevertheless, 7 cetimat
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peak between 2009 and 2011 depending
on the asset class (Figure 1.12).

B L
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improvements in GDP growth and Sources: Federal Reserve; and IMF staff estimates.

unemployment forecasts have brought

down estimated total loan writedowns and provisions by $38 billion to $442 billion since the October
2009 GFSR. Total loan loss provisions are now expected to have peaked at 1 percent in 2009 and
decline to 0.7 percent this year. Corporates in the euro area proved more resilient than expected as
they adjusted their capital expansion/working capital requitements, and reduced labor costs through
the use of flexible working arrangements. Larger corporates also issued record amounts of debt in
capital markets.

13 Differences in the speed of realization of writedowns or loss provisions between the euro area and the
United States may reflect a lag in the credit cycle in the euro area; the higher proportion of securities on U.S.
banks’ balance sheets; accounting differences between International Financial Reporting Standards (IFRS) and
U.S. Generally Accepted Accounting Principles (U.S. GAAP); time lags between data collection and publication
by national supervisors; and differences in the frequency of reporting.
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Table 1.2. Estimates of Global Bank Writedowns by Domicile, 2007-10

CHAPTER 1

Estimated Estimated Estimated Implied Cumulative Implied Cumulative Share of Total
Holdings Writedowns Writedowns Loss Rate Loss Rate Writedowns
October 2009 GFSR April 2010 GFSR October 2009 GFSR  April 2010 GFSR  April 2010 GFSR
(billions of US.  (billions of US.  (billions of U.S.
dollars) dollars) dollars) (percent) (percent) (percent)
U.S. Banks
Loans
Residential mortgage 2,981 230 204 7.7 6.8 23.0
Consumer 1,115 195 180 17.5 16.2 204
Commercial mortgage 1,114 100 87 9.0 78 9.8
Corporate 1,104 72 65 6.6 59 74
Foreign® 1,745 57 53 33 3.0 59
Total for Loans 8,059 654 588 8.1 73 66.5
Securities
Residential mortgage 1,495 189 166 12.7 11.1 18.8
Consumer 142 0 0 0.0 0.0 0.0
Commercial mortgage 196 63 48 32.0 245 5.4
Corporate 1,115 48 17 4.3 1.5 1.9
Governments 580 0 0 0.0 0.0 0.0
Foreignl 975 71 66 73 6.7 74
Total for Securities 4,502 371 296 8.2 6.6 335
Total for Loans and Securities 12,561 1,025 885 8.2 7.0 100.0
U.K. Banks
Loans
Residential mortgage 1,636 47 27 29 16 59
Consumer 423 66 64 15.7 15.1 14.0
Commercial mortgage 344 39 41 11.2 12.1 9.1
Corporate 1,828 83 63 45 34 13.8
Foreign1 2,514 261 203 104 8.1 44.6
Total for Loans 6,744 497 398 7.4 5.9 87.5
Securities
Residential mortgage 225 27 11 12.0 5.0 25
Consumer 58 4 2 74 2.8 0.4
Commercial mortgage 51 12 8 235 15.0 1.7
Corporate 258 25 7 9.5 2.7 15
Governments 360 0 0 0.0 0.0 0.0
Foreign® 672 39 29 5.8 44 6.4
Total for Securities 1,625 107 57 6.6 35 12.5
Total for Loans and Securities 8,369 604 455 7.2 5.4 100.0
Euro Area Banks
Loans
Residential mortgage 4,530 a7 44 1.0 1.0 6.6
Consumer 675 27 25 4.0 3.8 3.8
Commercial mortgage 1,272 40 37 3.1 29 5.6
Corporate 5,018 85 79 1.7 1.6 119
Foreign® 4,500 282 256 6.3 5.7 384
Total for Loans 15,994 480 442 3.0 2.8 66.4
Securities
Residential mortgage 966 130 104 13.5 10.8 15.7
Consumer 271 5 8 19 2.8 11
Commercial mortgage 264 62 40 235 15.0 6.0
Corporate 1,316 22 0 1.7 0.0 0.0
Governments 2,146 0 0 0.0 0.0 0.0
Foreignl 1,943 113 72 5.8 3.7 108
Total for Securities 6,907 333 224 4.8 3.2 336
Total for Loans and Securities 22,901 814 665 3.6 29 100.0
Other Mature Europe Banks?
Loans
Total for Loans 3,241 165 134 5.1 4.1 86.0
Total for Securities 729 36 22 4.9 3.0 14.0
Total for Loans and Securities 3,970 201 156 5.1 3.9 100.0
Asian Banks®
Loans
Total for Loans 6,150 97 84 1.6 14 73.5
Total for Securities 1,728 69 30 4.0 1.8 26.5
Total for Loans and Securities 7,879 166 115 21 1.5 100.0
Total for all Bank Loans 40,189 1,893 1,647 4.7 4.1 724
Total for all Bank Securities 15,491 916 629 5.9 4.1 27.6
Total for Loans and Securities 55,680 2,809 2,276 5.0 4.1 100.0

Sources: Bank of International Settlements (BIS); Bank of Japan; European Securitzation Forum; Keefe, Bruyette & Woods; U.K. Financial
Services Authority; U.S. Federal Reserve; and IMF staff estimates.
Note: Domicile of a bank refers to its reporting country on a consolidated basis, which includes branches and subsidiaries outside the
reporting country. Bank holdings are as of the October 2009 GFSR publication. Mark-to-market declines in securities pricing are as of

January 2010.

]Foreign exposures of regional banking systems are based on BIS data on foreign claims. The same country proportions are assumed
for both bank holdings of loans and securities. For each banking system, the proportion of exposure to domestic credit categories is assumed
to apply to overall stock of foreign exposure.

2Includes Denmark, Norway, Iceland, Sweden, and Switzerland.

3Includes Australia, Hong Kong SAR, Japan, New Zealand, and Singapore.
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For U.K. banks, estimated loan loss provisions have been revised down by $99 billion to
$398 billion, reflecting improvements in expected losses on residential mortgages. The projected
mortgage loss provision rate for the first half of 2009 (1.9 percent) is significantly below that
projected in the October 2009 GFSR (2.7 percent). However, commercial real estate has deteriorated
more rapidly than anticipated with peak-to-trough price declines of more than 40 percent now
expected, notwithstanding some signs of a recent uptick in prices in some segments.!4

Financial healing and market Figure 1.13. Global Securities Prices
normalization have led to a [Bebased, @3 2007 =100)
substantial improvement in securities
prices, further pushing down overall 10
writedown estimates. 100 1
Estimated global securities %
80 - —U.S. ABS

writedowns in banks have dropped by

. . —U.5. CMBS
$287 billion to $629 billion as a result 0 s highyield
of improvements in market pricing of 60 | —Europe high yield
liquidity and risk premia across the T FuropeABS

50 - ——U.S. leveraged loans
range of corporate, consumer, and
.. 40 T T T T T T T

real estate securities held by banks Sep-07 Jan-08 May-08 Sep-08 Jan-09 May-09 Sep-09 Jan-10

(Figure 1.13). The largest reduction in ) o ) _
: L. . Sources: Barclays Captial; European Securitization Forum; Markit; and IMF staff estimates.

writedowns is in corporate securities,

while improvements in real-estate-related securities were more uneven. For example, in the United

States, prices of (private label) residential mortgage-backed securities (RMBS) remain under pressure.

In Europe, top-rated U.K. RMBS prices recovered strongly in the latter half of 2009, but Spanish

RMBS markets reflect the weak housing market.

In aggregate, bank capital

pos't'ons have lmproved Table 1.3. Aggregate Bank Writedowns and Capital

substantial [y . (in billions of U.S. dollars, unless otherwise shown)
United Euro Area United Other Mature
Capital ratios of aggregate States Kingdom  Europe !
. . (ex-GSEs)

banking systems have improved , ,

. i Total reported writedowns (to end-2009: Q4) 680 415 355 82
substantlally since the October Total capital raised (to end-2009: Q4) 329 256 222 55

Tier 1/RWA capital ratios (at end-2009), in percent 11.3(+1.5) 9.1(+1.1) 11.5(+2.3) 8.5(+0.3)

2009 GFSR (Table 1.3). Banks
have continued to raise private

Source: IMF staff estimates.

Note: Capital raising includes government injections net of repayments. Capital ratios reflect those repayments.
Capital, and in some cases a pick- Figures in parentheses reflect percentage point changes since end-2008. All figures are under local accounting
conventions and regulatory regimes, making direct comparisons between countries/regions impossible.

up in earnings in 2009 has helped

GSE = Government-sponsored enterprise. Tier 1 =Tier 1 capital; RWA = Risk-weighted Assets

to bolster Capital, Proiected * Denmark, Iceland, Norway, Sweden, and Switzerland.

. 2 Reported writedowns do not include estimated writedowns on loans for 2009.
writedowns ate mostly covered
by earnings for the aggregate

banking system.

14 New loans became more leveraged in the run-up to the crisis (often nonamortizing) and, as leases terminate
in the next few years, many owners are unlikely to find new tenants.
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... but some segments of country banking systems remain poorly capitalized and face
significant downside risks.

The aggregate picture masks considerable differentiation within segments of banking
systems, and there are still pockets where capital is strained; where risks of further asset deterioration
are high; and/or which suffer from chronically weak profitability.

In the United States, real ) . .
Table 1.4. United States: Bank Writedowns and Capital

estate CXpOSurCS Stlu represeﬂt a (In billions of U.S. dollars, unless otherwise shown)
significant downside risk. The
Investment/
regional banks with heavy exposure Four largest banks  processing  Regional  Other
. . (by assets) banks banks banks®
to real estate need to raise capital
(Table 1.4).15 Some 12 institutions Tierl/RWA at end-2009 (in percent) 10.6 14.9 115 103
p Expected Writed 1:2010 - Q4:2011 228 1 47 161
have commertcial real estate (CRE) xpected Writedowns (Q Qé:2011)
. . Gross Drain on Capital“(Q1:2010 - Q4:2011) 5 0 6 26
exposure 1 excess of four times Tier 1 Capital at end-2009 514 143 120 353

. 16
tang1ble common equlty. In Source: IMF staff estimates.

addition, the mortgage government-  Note: RWA = risk-weighted assets.
'Other banks include consumer, small (between $10 billion -$100 billion in assets), foreign and other
banks (including those with less than $10 billion in assets).

received $1 28 bﬂliOl’l of capital from “Drain on capital = - (Net pre-provision earnings - writedowns - taxes - dividends). Gross drain
the Treasury as of end-2009 and aggregates only those banks with a capital drain.

analysts’ estimates of total capital

likely to be needed stretch up to $300 billion, highlighting that in the United States a substantial
proportion of mortgage credit risk and capital shortfall has been transferred to the government by

sponsored enterprises (GSEs) already

placing the GSEs under conservatorship.!”

Further pressure on real estate markets may lie ahead. The “shadow housing inventory”
continues to rise as lenders retain ownership of foreclosed property and forbear on seriously
delinquent borrowers (as shown by the rising gap between 90-day+ delinquencies and foreclosure
starts in Figure 1.14). The ending of foreclosure moratoria, house purchase tax incentives, and the
Federal Reserve’s agency MBS purchases could trigger another drop in housing prices.!® In addition,
a mortgage principal modification program (or the passage of so-called “cramdown” legislation)

15 Foreign institutions operating in the United States are generally lightly capitalized and reliant on capital
support from foreign parents. A move toward requiring more localized capital holdings by foreign operations
from regulators would entail substantial capital injections from their parents (principally European banks).

16 $1.4 trillion of CRE loans are due to roll over in 2010—14, almost half of which are now in negative equity
(Azarchs and Mattson, 2010; Congressional Oversight Panel, 2010).

1"This does not include the likely recapitalization of the Federal Housing Administration (FHA), whose
reserves are well below the 2 percent level mandated by Congress. While it has tightened some lending
standards for low-quality borrowers and raised insurance fees, the FHA is caught between the objectives of
propping up the housing market and rebuilding its reserves.

18 The backlog of 5 million foreclosures (and short-sales) now represents one year’s total sales. The U.S.
Treasury Home Affordable Modification Program (HAMP) is rapidly qualifying mortgage borrowers for trial
payment modifications, but these are proving slow to convert into permanent modifications, and the program
shows little sign of fundamentally changing housing market dynamics.
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would precipitate significant additional Figure 1.14. U.S. Mortgage Market
. (In percent of total mortgage loans, seasonally adjusted)

losses on both first- and second-lien 5

loans, prompting further RMBS

downgradesﬂ‘) . —Mortgage foreclosures started

—Mortgage payments past due 90+ days

Concerns in real estate
lending also present a challenge in some
euro area economies. In Spain, the most
vulnerable loans are to property
developers, as nonperforming

loans and repossessions of troubled real

assets have increased sharply over the 0
last two years. Problem assets 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

comprised of nonperforming loans and Source: Mortgage Bankers Association.

repossessions are projected to rise

further, although reserves and earnings provide substantial cushions against potential losses. Overall,
our conclusion is that, in Spain, a small gross drain on capital is expected in both commercial and
savings banks under the baseline, despite severe economic deterioration. Under our adverse scenario,

the gross drain on capital could

e 11 Table 1.5. Spain: Bank Writedowns and Capital
reach €5 bllhOIl and €1 7 bllhOIl at (In billions of euros, unless otherwise shown)

commercial and savings banks,

Commercial Savings banks Commercial Savings banks
respectively (see Table 1.5 and banks """ banks """
: Baseline Scenario Adverse-Case Scenario
Annex 1.3). These estimates are e e
. ) ) Tier 1/RWA Ratio at Q2 2009" (in percent) 8.9 9.0 8.9 9.0
sub]ect to considerable Expected Writedowns, 2010-12> 1 3 26 33
uncertainty and are relatively Net Drain on Capital, 2010-12° -51 -36 -15 2
. . Gross Drain on Capital, 2010-12* 1 6 5 17
small in relation to both overall ’ ) prta, 2
. . Tier 1 Capital at Q2 2009 99 78 99 78
banking system capital and,
: : Source: IMF staff estimates.
lmportantly’ the funds set 2'51de Note: RWA =risk-weighted assets; for details refer to Annex 1.3.
under the resolution and "Latest available official data.
recapitalization prograrn set up 2Includes potential losses from non-performing loans, repossessed real assets, and securities.

3Net drain = - (net pre-provision earnings - writedowns). A negative sign denotes capital surplus.
by the government under the

Fund for the Orderly

Restructuring of Banks (FROB) of €99 billion. So far, three restructuring plans have

been approved under the FROB involving a total of eight savings banks. The existing FROB
scheme is currently scheduled to expire by June 2010. It is therefore important that the

“Gross drain aggregates only those banks with a drain on capital.

comprehensive resolution and restructuring processes financed through the FROB be under way
before that date.

While the overall health of German banks has improved since the peak of the crisis, banks
may still face substantial writedowns on both their loan books and securities holdings, and the pace
of realization has been uneven across the different categories of banks. Among main banking

19 Monoline insurers that have guaranteed RMBS may be forced into bankruptey if losses continue to mount.
Counterparties with unhedged, unwritten-off positions to those monolines, or those unable to replace hedges,
would face additional market losses.
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Categories, Landesbanken have Table 1.6. Germany: Bank Writedowns and Capital

. . (In billions of U.S. dollars, unless otherwise shown)
the highest loan writedown

rate.?0 Commercial banks, Landesbanken and

Commercial Banks Savings Banks Other Banks*
Landesbanken, and other banks

. . Tier 1/RWA Ratio at end-20097 (i t 11.0 7.9 8.3

still hold relatively large amounts ' watoaten (in percent
K Expected Writedow ns, Q1:2010-Q4 2010 -3 47 21
of structured products, which of which, Loans: 19 27 4
. . . of w hich, Securities -22 20 16
I'eSLlltS n partlcularly hlgh Net Drain on Capital, Q1:2010-Q4:2010* -27 22 14
writedown rates on their overall ~ Ter1 Capialat end-2009 * 184 155 45

securities holdings. Strong

Capital pOSitiOﬂS at end-2009 and  Note: Foreign-exchange rate assumed at 1EUR=1.4USD; RWA = risk-w eighted assets; for details refer to Annex 1.4.

. . . *Other banks include credit co-operatives.
advanced WI‘lthOWIl reahzatlon Tier 1 capital levels for 2009 are estimated.

Source: IMF staff estimates.

by commercial banks ensure 3A negative sign denotes a w rite-up.
. “Net drain on capital = - (net pre-provision earnings - w ritedow ns - taxes - dividends). A negative sign denotes
their adequate capital surplus.

capitalization (Table 1.6 and

Annex 1.4). In contrast, Landesbanken, other banks, and, to a lesser degree also savings banks, are
yet to incur a substantial part of total estimated writedowns and are projected to have a net drain on
capital. Raising additional capital could prove particularly difficult for the Landesbanken, many of
which remain structurally unprofitable and thus vulnerable to

further distress. The impending withdrawal of the government’s support measures could

intensify these vulnerabilities, stressing the need for expedited consolidation and recapitalization

in this sector.

Central and eastern European banking systems should be able to absorb the near-term peak in
nonperforming loans, but are very vulnerable to weaker economic growth.

All banking systems remain susceptible to downside economic scenarios and this is especially
so in central and eastern Europe (CEE). Nonperforming loan (NPL) ratios appear likely to peak
during 2010 in the region (see Box 1.2), and banks appear sufticiently capitalized to absorb the
baseline increase. However, another acceleration in NPL formation, were a weaker economic
scenario to unfold, would leave banks significantly weakened and ill-prepared to absorb losses. As
experience from previous crises shows, NPL ratios typically remain elevated for several years after
the onset of a crisis, and coverage ratios of loss provisions to NPLs have already fallen to an average
of about 65 percent in the CEE region, from pre-crisis levels of about 90 percent.?!

20 Landesbanken are regionally oriented. Their ownership is generally divided between the respective regional
savings banks associations, on the one hand, and the respective state governments and related entities, on the
other. The relative proportions of ownership vary from institution to institution.

2 ' The NBER Debt Enforcement Database (Djankov and others, 2008), based on an international survey of
bankruptcy attorneys, indicates that the average recovery rate on corporate NPLs in the CEE region should be
around 35 percent, with significantly lower recovery rates for some countries. Market estimates of recovery
rates on mortgages in the region range between 40 and 80 percent, depending on the extent to which real estate
prices have declined and how well the debt collection process functions.
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Box 1.2. Nonperforming Loans in Central and Eastern Europe: Is This Time Different?1

At what levels and when could nonperforming loan ratios be expected to peak in central and eastern
Europe, based on experience from previous economic downturns?

Nonperforming loans (NPLs) have increased substantially in the central and eastern Europe
(CEE) region since the onset of the global financial crisis. This box presents a top-down framework
for assessing the deterioration in bank asset quality and analyzing NPLs under different scenarios,
based on historical experience in

emerging markets.?
Historical Dynamics of Emerging Market NPL Ratios around Large increases in

i . Yeart

The estimation sample 500 -
consists of annual data between 1994 450
and 2008 for Asian and Latin 400 -
American economies, as well as 350 1

. 300 -
South Africa and Turkey.? The data 250 |
reveal that emerging market NPL 200 4
ratios tend to rise rapidly in a crisis, 150 -
and remain more than twice as high 100 ~
o 0.0 50 T T T
as before the initial shock for more o . . re1 42 043 et
than four years (first figure). The Source: IMF staff estimates.
. . Note: Average of indices for Argentina, Chile, Colombia, Dominican Republic, indonesia, Malaysia,

tCChmcal detalls on the data and the Philippines, Turkey, and Uruguay.

estimations are given in Annex 1.6.

Nonperforming loans in the CEE
region have developed largely in line with patterns observed in previous emerging market downturns.

Simulations for the CEE region starting in 2008 indicate that bank asset quality has
developed largely as would be expected based on historical experience in emerging markets,
considering the size of the GDP shocks that hit the CEE region.# The model-based projections faitly
accurately predict the increase in NPL ratios across subregions in the CEE region during 2009, with

'This box was prepared by Kristian Hattelius.

2The approach taken is to estimate coefficients for the relationship between GDP growth, exchange rate
movements, and the ratio of NPLs to total loans for economies outside the CEE region, and then project NPL
ratios for the CEE region based on those coefficients. The approach has the advantage of overcoming data
limitations in NPL time series for the CEE region, which are often too short to capture full credit cycles. The
approach cannot be expected to deliver very precise country-level forecasts, but can serve as a useful
complement to country-specific, bottom-up stress tests.

3The economies included in the estimation sample are Argentina, Chile, Colombia, the Dominican Republic,
Indonesia, Malaysia, Mexico, Peru, the Philippines, South Aftrica, Taiwan Province of China, Thailand, Turkey,
Utruguay, and Venezuela.

*Although foreign bank ownership and foreign currency lending reached extreme levels in the CEE region in
the run-up to the current crisis, they were also important elements in many emerging market crises in the past
two decades, which enables the model to explain the European data relatively well.
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the largest increase predicted in the Baltic countries and the smallest in the CE-3 countries (second

figure).> However, the model simulations envisage sharp currency depreciations in response to the
large negative GDP shocks that have hit most countries in the CEE region. This explains why the
model overpredicts the increase in NPL ratios, especially in the Baltic countries, as CEE exchange
rates have successfully been stabilized on the back of international policy coordination and financial

backstops.°

Simulations suggest that NPL ratios will peak during 2010 in most CEE countries under the WEO

baseline scenario for GDP growth.

The simulations indicate that most of the increase in NPL ratios have occurred during 2009,
but suggest that bank asset quality will improve only gradually in 2011 for most countries, even if
GDP growth recovers during 2010 as projected in the World Economic Ontlook (WEQO). In the

Commonwealth of Independent States
(CIS), the simulations suggest a decline
in the NPL ratio by the end of 2010 on
the back of a more vigorous projected
economic recovery. However, loans
that have been restructured may turn
up in the official NPL statistics with a
delay, when interest rates are
normalized and rolling over of NPLs
becomes more costly in terms of
interest revenue forgone, which could
mean that reported asset quality in the
CIS may also continue to detetiorate in
2010.

In a weaker growth scenario, NPL
ratios would continue to increase
substantially in 2010.

In an adverse scenatio

Simulated Average Nomperfonming Loan Ratios
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Source: IMF staff estimates.

=Bulgaria, Croatia,

where GDP is 4 percentage points lower than the WEO baseline in 2010 and 2 percentage points
lower in 2011, the simulations indicate that NPL ratios would increase by around one-third during
2010 in all subregions except the CIS, and would remain elevated in 2011.

5The group labeled Baltics comprises Estonia, Latvia, and Lithuania. The group labeled CE-3 comprises the
Czech Republic, Hungary, and Poland. The group labeled SEE comprises Bulgaria, Croatia, and Romania, and
the group labeled CIS comprises Russia and Ukraine. There is considerable variation in NPL ratios within these
groupings, as detailed in Table 24 of the Statistical Appendix.

%As noted in Annex 1.6, the model predictions fit the Baltic data better, when controlling for actual exchange

rate developments.
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While banks are still coping with legacy problems, they now face significant challenges ahead,
suggesting the deleveraging process is far from over.

Deleveraging has so far been driven mainly from the asset side as deteriorating assets have
hit both earnings and capital. Going forward, however, it is likely to be influenced more by pressures
on the funding or liability side of bank balance sheets, and as new regulatory rules act to reduce
leverage and raise capital and liquidity buffers.

The new regulatory proposals—enhanced Basel 11 and proposed revisions to the capital
adequacy framework—point in the direction in which banks must adjust. The proposals will greatly
improve the quality of the capital base, strengthen its ability to absorb losses, and reduce reliance on
hybrid forms of capital. The quantitative impact study that will help calibrate the new rules is ongoing
and final rules are to be published before end-2010, with a view to implementation by 2012. The
outcome seems likely to be significant pressure for increases in the quality of capital, a further de-
risking of balance sheets, and reductions in leverage. Once known—and possibly earlier—markets
will re-rate banks on their perceived ability to achieve the new standards. Prudent bank management
should therefore continue to build buffers of high-quality capital now in anticipation of the more
demanding standards.

Few banks can expect retained Figure 1.15. Banks' Pricing Power - Actual and Forecast

earnings alone to lift them to the new (Inpercent)
; Q4 2009
capital standards . . . 33 - actual:
3.1 1 Federal reserve commercial and industrial loan 3.17%

Some banks are confident

29 | spreads over fed funds per E.2 Release, actual

that they will be able to raise prices to

. . . 2.7 -
maintain their recent high returns on N
. . 25 - ~<
equity, but history suggests they may / h
. 2.3 1
struggle to do so. To assess this, U.S.
. 21 1 / Model
bank lending rates were regressed on a ode
- 19 1 Model forecast
number of macroeconomic and structural : R-squared
. 17 1 0.79
variables.?? The results suggest that the
: : .l 1.5 T T T T
wide margins and pricing power banks Dec.o2 becg7 Dec02 Devo7 bee12

have en)oyed In recent quarters 18 hkely Sources: Federal Reserve; Federal Deposit Insurance Corporation; and IMF staff estimates.

to dissipate as the yield curve flattens
Figure 1.15).

For the few banks that have significant capital markets operations, investment banking
revenues are unlikely to provide the bonanza they did in 2009, as interest rates and exceptional
liquidity conditions normalize and competition returns. Some corporate issuance in 2009 was
precautionaty to take advantage of low historical rates, and is unlikely to be repeated. The decline is

22 Using quarterly Federal Reserve and Federal Deposit Insurance Corporation (FDIC) data covering the period
from 1992-2009, an equation of the form:

S =1.2+ 0.096 (0.000) szeepness + 2.36 (0.000) conc — 0.048 (0.001) credgrowth

explained 79 percent of the movement, where S is the spread over the Fed Funds rate; stegpress is the steepness
of the U.S. Treasury yield curve between three months and 10 years; cone is an index of U.S. banking system
concentration constructed from FDIC data, ¢credgrowth is the growth of credit to the private sector as shown in
Figure 1.30, and the figures in parentheses after each coefficient indicate significance after applying Newey-
West autocorrelation correction.
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unlikely to be fully offset by a rise in mergers and acquisition activity. At the same time, the move to
central counterparty clearing of many contracts that were previously traded over the counter (at
relatively wide spreads) could put downward pressure on one important revenue stream for the
larger banks.

Figure 1.16. Bank Debt Rollover by Maturity Date

... and funding pressures are set to (Inbillions of U.S. dollars)
mount, pushing up costs. 2000 4
. . 1800 Other
The April 2009 GFSR cautioned 1600  United kingdom
that large banks generally needed to 1400 | B United States

extend the maturity of their debt.

1200 | M Euro Area
However, they have seemingly been 1000 |
deterred by the historically high spreads 200 |
at which they would issue, and the 600 |
availability of ample, cheap central bank 200 |
funding. The wall of refunding needs is 200 | l
now bearing down on banks even more 0 . . . . .

2010 2011 2012 2013 2014 2015

Source: Moody's.

than before, with neatly $5 trillion of
bank debt due to mature in the coming
36 months (Figure 1.16). This will coincide with heavy government issuance and follow the removal
of central bank emergency measures. In addition, banks will have to refinance securities they
structured and pledged as collateral at various central bank liquidity facilities that are ending.

Banks must move further to Figure 1.17. Government Guaranteed Bank Debt and Retained Securitization

. . A t of national banking system deposit
reduce their reliance on wholesale (As a percent of national banking system deposits)
) . 14 -
markets, particularly short-term funding,

as part of the deleveraging process. The 12 7 B Retained MBS

investor base for bank funding 10 + B Retained ABS
instruments has been permanently 8 - ® Government guaranteed
impaired as structured investment vehicles 6 |

(SIVs) and conduits have collapsed, and
banks are significantly less willing to fund
one another unsecured. Central banks

have provided a substitute with their dgum  Spsn  Greece Idand lah  Nethetonds Porupal  Unied
liquidity facilities, but extraordinary Sources: Autonomous Research; European Central Bank; and IMF staff estimates. .
support is set to be scaled back over time, %7 et ackedsecuniy Ve Tmortesge backed securiy

This could put pressure on spreads, and particularly in those markets where the large retained
securities portion of bank assets highlights the continuing disruption of mortgage securitization
markets (Figure 1.17). However, a significant portion of these securities are being funded through the
Bank of England and European Central Bank facilities. In contrast, the U.S. Federal Reserve has
purchased securities outright—Ilargely through the quantitative-easing program—and has thus

assisted banks through a more durable asset transfer process (Annex 1.8).

If banks fail to shrink their assets to reduce their need for funding or do not issue sufficient
longer-term wholesale funding, they will inevitably be competing for the limited supply of deposit
funding.??

23 See Autonomous Research, 2009.
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Indeed’ there are already s1gns that Figure 1.18. Euro Area Banking Profitability

deposit funding is becoming more expensive. (In basis points, on vol ghted new business, excluding overdrafts)
. . . 3 . Asset spread: Interest income on
- Fundi d: 3- th b
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the LIBOR market and what banks pay for rates paid on new deposits to paid on new lending to households and
corporates, less 3-month euribor
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United States and United Kingdom. Even in
the euro area, where the funding spread has
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(Figure 1.18). As a result, even though spreads 50 A

on assets have widened further in recent I
-50 -

Jun-07 Dec-07 Jun-08 Dec-08 Jun-09 Dec-09
pressure lﬂ all thCSC regions,24 Sources: Autonomous Research; and IMF staff estimates.

months, bank top-line profitability is under

Slow progress on stabilizing funding and addressing weak banks could complicate policy exits
from extraordinary support measures.

The planned exit from extraordinary liquidity measures may be complicated by the need for
banks generally to extend the maturity of their liabilities and by the presence of a tail of weak banks
in the system. Although LIBOR-overnight index swap (OIS) spreads have narrowed, there are ample
other signs that money markets have yet to return to normal functioning. The contributions of
LIBOR and EURIBOR panel banks to their respective benchmarks remain more dispersed than
before the crisis; credit lines for medium-sized banks, and banks that required substantial public
support, have generally not yet been reinstated; and turnover in the repo market for any collateral
other than higher-rated sovereign paper remains low.

Although substantially improved,
Figure 1.19. Net European Central Bank Liquidity Provision and

there are lingering signs that some
& & s1g Credit Default Swap Spreads

institutions remain dependent on central (Changes 12/31/2006 to 10/31/2009)

bank liquidity facilities. National central bank &% | Percent Basis points - 150
data (Figure 1.19) indicate that a number of Z; ] . B Change in ECB provision (left scale) ﬁz
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Sources: BloombergL.P.; and euro area national central banks.
Note: Net liquidity provisions are expressed as a percent of bank total assets, while the diamonds reflect

dfaWS nearer. IIl the Unlted States, the change in sovereign credit default swap (CDS) spreads between December 31, 2006 and October 31, 2009.

borrowing at the Federal Reserve’s
discount window has fallen steadily but
remains well above pre-crisis levels.?

24 In the euro area, the total spread on new business is at roughly half its level of a year ago.

% In February, the Federal Open Market Committee decided to increase the rate charged to banks borrowing at
the discount window by 25 basis points to 0.75 percent.
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What does this mean for financial policies?

The consequence of these
deleveraging forces will be to highlight the
extent of overcapacity in the financial
system as costs rise, push up competition
for stable funding sources, and intensify
pressure on weak business models (Figure
1.20). Thus, policy will need to ensure that
this next stage of the deleveraging process
unfolds smoothly and ends in a safe, vital,
and more competitive financial system. This
will include addressing too-important-to-fail
institutions in order to ensure fair pricing
power throughout the financial system and
to guard against rising concentration as the
size of financial systems shrinks (see
Annex 1.5).

The viability of weaker segments
of banking systems is likely to come into
question given new regulations,
deleveraging forces, and the withdrawal of
extraordinary central bank support
facilities. In 2 number of countries, a
significant part of the banking system
lacks a viable business model, or suffers
from chronic unprofitability. In the case
of the European Union, the need for
rationalization of the sector can be seen in
the striking variability of banking returns
(Figure 1.21). The German system, for examp

CHAPTER 1

Figure 1.20. Bank Credit to the Private Sector
(In percent of nominal GDP)
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Figure 1.21. Bank Return on Equity and Percentage of Unprofitable Banks, 2008
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divided by total equity according to FDIC and Bankscope data respectively.

le, suffers from weak overall profitability, and a large

tail of unprofitable banks—primarily the nation’s Landesbanken. Moreover, care will be needed to
ensure that too-important-to-fail institutions in all jurisdictions do not use the funding advantages
their systemic importance gives them to consolidate their positions even further.

If excess banking capacity is maintained, the costs are felt across the whole economy and are

not just limited to support costs faced by taxpayers. Weak banks normally compete aggressively for
deposits (on the back of risk-insensitive and underpriced deposit insurance), wholesale funding, and
scarce lending opportunities, so squeezing margin