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1. Introduction 

This report covers the period from June 2008 to June 2009 during 
which the international financial crisis deepened and spread to virtually all 
countries and financial systems, becoming the biggest and most severe since 
the Second World War with an unprecedented impact in terms of the size of 
the losses incurred and the effect on economic activity and international 
trade.  

The deepening of the international financial crisis, especially as of 
September 2008, has had major adverse effects on emerging economies, 
Mexico included. The slowdown in the pace of global economic activity along 
with lower commodity prices has significantly altered the terms of trade. 
Likewise, increased risk aversion and asset sell-offs by foreign investors 
have adversely impacted exchange rates, interest rates and the stock market 
indices of several emerging markets.  

Due to the specific characteristics of the Mexican economy, some 
of these shocks have had especially negative consequences.  For example, 
Mexico is highly dependent upon the United States for foreign trade 
ˈespecially manufactured exportsˈ and so the economic slowdown in the 
US has adversely affected the domestic economy.  

The spread of the crisis through financial channels has driven up 
the cost of liquidity and capital in international markets and led to the 
adoption of stringent credit policies by banks worldwide affecting financial 
conditions for firms and households alike. Uncertainty generated by the 
disclosure of derivative-related losses by several major Mexican companies 
has also increased the cost of financing for domestic companies.  

Economic activity has been further undermined by a series of 
concurrent events not necessarily related to the financial crisis itself.  
Prevailing concerns about security issues have continued to impact the 
business climate and the outbreak of Influenza A(H1N1) in the second 
quarter of 2009 caused additional economic damage. Furthermore, the 
restructuring of the US car sector led to the temporary closure of some plants 
in Mexico.  

Despite this very unfavorable scenario, Mexican institutions and 
financial markets have remained relatively solid, reflecting how efforts made 
over the last ten years (following the 1995 crisis) to improve the legal 
framework, financial regulation and supervision, have borne fruit.  

Recent data suggest that the contraction in global economic activity 
and international trade is hitting bottom with some countries showing signs of 
a modest recovery. Meanwhile the international financial system continues to 
stabilize and interbank interest rates are returning to levels similar to those 
prevailing before the outbreak of the financial crisis. At the same time 
institutional investors are restructuring their portfolios with leveraged funds 
seeking out riskier assets. This has been reflected in a rise in global stock 
market indices. Nevertheless, credit remains tight and liquidity conditions in 
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financial markets have not yet returned to pre-crisis levels.  The size of the 
losses incurred by many financial institutions, along with de-leveraging, are 
set to make the global economic recovery a gradual process. 
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2. The International Financial Crisis 

This section contains an overview of the origin and evolution of the 
international financial crisis and the main measures adopted by different countries 
to confront it. Throughout the text, emphasis is placed on the impact of the crisis 
on the Mexican economy and financial system.  

2.1. Origin 

As most financial crises, the current one was preceded by an economic 
boom, mainly in developed countries, and more specifically in the United States. 
The previous period of economic expansion was characterized by high levels of 
household and company debt as well as unprecedented growth in the US housing 
sector. Early warning signs of the trouble ahead were manifested in mid-2006 by a 
rise in defaults on US subprime (low quality) mortgages. However, no one at the 
time could predict the scope or the severity of the current crisis. Below, the root 
causes and evolution of the crisis are discussed:   

I. An extended period of low real and nominal interest rates and abundant 
liquidity in international financial markets favored by lax monetary and 
fiscal policies in the worldôs largest economy (Graphs 1a and b). This 
situation resulted in the financial risks assumed by economic agents 
being seriously underestimated, which encouraged asset leveraging 
and securitization. 

Graph 1 
Interest Rate, Public Deficit and Leverage of US Banks  

a) United States Federal Funds 
Real Interest Rate 

b) United States Government 
Fiscal Deficit 

c) Assets to Equity Ratio  
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Figures as of May, 2009.  
Source: Bloomberg. 

Figures as of March, 2009.  
Source: Bloomberg. 

Figures as of March, 2009.  
Source: Bloomberg. 

II. A process biased towards market discipline in the absence of proper 
incentives for market functioning. Conflicts of interest among rating 
agencies1, a lack of transparency in terms of public information, 

                                                   
1 
 The financial crisis has given rise to criticisms from diverse quarters of the role rating agencies played. 
They have a dual role: on the one hand they evaluate issuance risk while on the other they advise 
companies about the characteristics required for bonds to obtain better credit ratings. This dual role 



                                                                  F I N A N C I A L  S Y S T E M  R E P O R T  

12 

inconsistencies in accounting rules and incentives related to the 
remuneration structure of those with decision-making powers at 
financial institutions contributed to weakening market discipline.

2
   

III. Unprecedented leverage by financial intermediaries (Graph 1c), 
households and firms encouraged financial innovation and growth in off-
balance-sheet financial intermediation on the part of traditional 
regulated entities. Banks and other financial institutions, especially in 
the United States, created investment vehicles for taking credit 
portfolios off their balance sheets thereby reducing their capital 
requirements. The securities issued through these vehicles were 
designed using characteristics which resulted in better credit ratings 
(Box 1). Rating agencies believed these securities would be adequately 
protected from a modest deterioration in the underlying assets because 
they consisted of portfolios with different risk profiles. However, the 
same rating agencies underestimated the exposure of securitized 
portfolios to common risks such as an across-the-board deterioration in 
house prices or household payment capacity. Securitization led to a 
significant expansion of credit and facilitated growth in ñparallelò 
financial intermediation, outside of the usual regulated channels. Graph 
1 shows how in the United States, the amount of ñparallelò financial 
intermediation increased from 23.6 percent of GDP in 1986 to 44.6 
percent in 2006.   

 

 

 

                                                                                                                                      

creates conflicts of interest. Furthermore, doubts have been raised about the methodologies used by 
rating agencies to rate the credit quality of structured financial instruments.

 

2  
The remuneration structure of many financial entities usually rewards decisions which generate higher 
profits during a one-year period without regard to the potential risks incurred in the medium and long-
terms in obtaining them. Likewise, public information usually emphasizes the profits made by financial 
entities but not the risks taken to achieve them.  
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Table 1 
United States Financial Intermediation 

1986 2006

Banks, Savings and Loans Entities and Credit 

Cooperatives 41.1 22.1

Insurance 12.5 10.5

Pension Funds 19.4 17.7

State Sponsored Companies 1/ 3.4 5.0

Total Traditional 76.4 55.4

Asset-Backed Security Issuers 6.0 14.1

Mutual Funds 7.4 18.3

Investment Banks 1.8 4.8

Others 8.4 7.4

Non Traditional Total 23.6 44.6

Total Financial Intermediation 100.0 100.0

Percentage

 
Source: Board of Governors Federal Reserve System. ñFlow of Funds Accounts of the United Statesò. 
1/ Financial institutions providing credit to specific areas of the economy, such as the mortgage or agriculture 

sectors, in particular Federal Home Loan Banks, Freddie Mac and Fannie Mae. 

 

IV. A lack of proper oversight of global financial entities owing to the 
complexity of their operations and multiple counterparties, as well as the 
excessive fragmentation in some countries of entities with regulatory 
powers, led to many of them taking too much risk. The crisis has also 
brought to the fore material weaknesses in the risk control and 
management processes of financial institutions themselves. Finally, it 
goes without saying that speculative bubbles invariably lead to financial 
fraud (Box 2).  
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Box 1 
Asset Securitization 

Diagram 1 
CDO Structure 
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Source: International Monetary Fund. 

An Asset-backed bond gives its holder the rights to a portfolio of loans 
or financial assets which have been transferred to a special vehicle or 
trust; this procedure is known in Mexico as securitization. The 
bondholders have the right to receive the flow of payments from the 
securitized assets.   
 
Asset-backed Bonds are often divided into tranches with different 
priority levels.  The losses are absorbed first by the tranche with the 
lowest priority or highest degree of subordination. The division into 
tranches allows the more preferred bonds to receive a higher credit 
rating.  Diagram 1 shows an example in which the most senior bonds 
(AAA) account for 80 percent of the total amount of certificates issued.  
The seniority of the AAA-rated bonds allows portfolio losses to be 
absorbed first by lower-rated certificates. The bonds with the highest 
priority are only affected when losses on the credit portfolio exceed 20 
percent.  In addition to seniority, there are other mechanisms for 
improving bond credit ratings. These include overcollateralization 
(when the principal underlying a pool of assets is often greater than 
the principal amount of the issued security) and credit insurance. 
 
In order for Asset-Backed Bonds to be acquired by more institutional 
investors, like pension funds, the issuer may seek to improve its credit 
rating by packaging them into another vehicle that issues new bonds 
that are backed by some form of collateral (collateralized debt 
obligations, or CDOs), with certain features (seniority, insurance, and 
overcollateralization) that enabled them to obtain a higher credit rating.  
In the example shown in Diagram 1, Mortgage-Backed Bonds rated 
AAA, AA and A are packaged into a new vehicle, which in turn issues 
new CDOs. The latter are divided into tranches with six different levels 
of priority. The most senior securities (AAA) in its second structure 
account for 88 percent of the total. 
 

So packaging and re-packaging structured bounds allows the issuer 

to increase the proportion of high-grade securities.  In the example 
in Diagram 1, the proportion of AAA-rated securities go from 80 
percent to 86.7 percent of the total (88 percent of the AAA, AA, and 
A tranches of the original issue, plus 62 percent of the BBB-rated or 
unrated tranches of the same issue). But it can be very difficult to 
value a CDO, both because of the opacity of the underlying 
structures and because of the risks they entail. Furthermore, 
securities created through packaging and re-packaging of profiles 
often result in a much higher risk profile than the original securities. 
In Diagram 2, we see how losses on the underlying loan portfolio 
(horizontal axis) affect losses on the various securities issued 
(vertical axis).  

 
Diagram 2 
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Diagram 3 

Accrued Breakdown of Losses 
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Source: International Monetary Fund. 

 
 
 
The process used by rating agencies to assign ratings to structured 
instruments is based on the construction of probability distributions for 
the estimated losses on the underlying loan portfolios (Diagram 3).  In 
mortgage portfolios, the distribution is built based on the estimated 
severity of the losses. 
 
Correlations between defaults are another factor used in rating 
securities. Rating agencies make assumptions about the parameters 
that affect the severity of losses (value of the property, recovery rate, 
correlation between defaults), and through models, perform simulations 
in order to assign ratings. 
 
The characteristics of the structures used to securitize assets 
(overcollateralization, seniority and insurance) are determined in 
keeping with the recommendations of the rating agencies themselves, 
and the models they use to establish credit ratings on the most 
preferred tranches.  The results of these models are often highly 
sensitive to the assumptions used. A study by the International 
Monetary Fund concluded that when the correlation coefficient rises 
from 5 to 15 percent, in order for the senior tranche to be protected 
from the losses, the level of subordination must rise from 16 to 25.6 
percent.  According to Fitch, 60 percent of structured instruments had 
an AAA rating as of mid-2007, in contrast to one percent of corporate 
bonds.   
 
Abrupt changes in the ratings of a large number of structured 
instruments starting in December 2008 (Diagram 4) raised doubts 
about how reliable these ratings were. The following are some of the 
reasons ventured for the poor performance of the rating agencies: 
 

 Conflicts of interest: i) The bond issuers, not the investors, pay 
for the rating. ii) Rating agencies have two roles: they are both 
consultants and risk appraisal vendors.  

 The level of sensitivity of the models used to evaluate complex 
financial instruments. For example, calculations by the Bank of 
England show that a small change in the hypotheses of the 
model typically used by banks to value mortgage-backed debt 
can lead to fluctuations of up to 35 percent in the implicit price of 
an asset rated low-risk. 

Diagram 4 
Reduction in CDO Ratings

1
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1/ Based on changes by Fitch, Moodyôs and Standard and 
Poorôs for securities in the U.S. market.  
Source: Bloomberg. 

 

 

 The use of similar classification systems for structured 
products and traditional bonds has led to some confusion, 
even though the methodologies used to calculate credit risk 
significantly differed. 

Furthermore, for each type of bond, the rating agencies used 
different scales with ñidealized default ratesò for each rating. 
This means that, for a given rating, the idealized default rate 
for a municipal bond is lower than the idealized default rate for 
an ABS, which, in turn, is lower than the rate for a CDO. For 
example, Nomura Securities shows that if an AA+ rated ABS 
is pooled, becoming a CDO, its rating will then become AAA 
because the CDO has a higher idealized default rate than the 
ABS. 

 Ratings refer to a single element: credit risk. While agencies 
consider themselves responsible exclusively for assessing 
credit risk, investors expect ratings to cover all the implicit 
risks. 

 Another risk that rating agencies encountered when 
appraising such complex instruments is operational risk.  In 
2006, experts from ABN AMRO designed an instrument called 
the Constant Proportion Debt Obligation, or CPDO.  The idea 
was to create an AAA-grade instrument that offered yields 10 
times higher than equivalent products. In the same year, 
Moodyôs and Standard and Poorôs assigned it AAA ratings.  In 
January 2007, however, it was discovered that the computer 
code Moodyôs used to rate the CPDOs had various errors. 

When the code was corrected, the default probability of the 
instruments rose substantially, so the rating had to be 
downgraded.  Later, Moodyôs analysts corrected the error 
without notifying investors.  The instruments kept their AAA 
rating because the code was modified to improve the credit 
rating. 
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Table 1 
Effects of Changes in Parameters on CDOs and CDOs-Squared 

Initial Rating

(ɟ=20%, PI=5%)40% 60% 80% 7.50% 10% 12.50%

Junior NR1/ D C CC NR NR NR

Mezzanine BBB- BB- B+ B+ B+ CCC CC

Senior AAA A+ BBB- BB AAA A+ BBB-

Junior C D NR NR NR NR NR

Mezzanine AAA B+ C CC BBB- NR NR

Senior AAA AAA AAA AA+ AAA AAA B-

Final Rating

CDO

CDO2

Default correlation (ɟ)Default Probability (SP)

 
1 NR: Not Rated. 

 

 
Simulation of scenarios for a CDO: 
To better illustrate the importance of the parameters used to assign a 
rating to structured instruments (correlation coefficient of underlying 
assets, default probability and recovery rate), we cite a recent work by 
Joshua D. Coval, Jakub Jurek, and Erik Stafford.

2
 

 
These authors conducted an exercise to simulate the performance of 
CDOs and CDOs-squared. First, they took 40 hypothetical CDOs 
containing 100 bonds each, with a default probability (DP) of 5 percent 
in five years, a recovery rate of 50 percent of the face value, and a 

correlation coefficient ( ) of 20 percent between the bonds of each 
CDO.  As in the real world, each CDO had three different tranches, a 
junior tranche that absorbed the first losses, the mezzanine, which 
begins to absorb losses when the portfolio loses more than 6 percent 
of its original value, and the senior tranche, which is only affected when 
losses exceed 12 percent of the portfolio. 
 
The results are summed up in table 1.  There we see that based on the 
initial scenario (ɟ=20% and PI=5%), a change in the parameters would 
bring about a downgrade in the rating of the various tranches of the 
instrument, according to the valuation models used by the rating 
agencies.  In the case of CDOs squared, the downgrade was even 
more severe. 
 
 

The recent mortgage crisis in the United States is one example of 
the effects of incorrect selection of parameters for a structured 
product.  In 2006, there was a surge in the origination of low-quality 
loans known as subprime mortgages. In many cases, banks 
securitized these loans by turning them into bonds, CDOs and even 
CDOs-squared. These instruments received ratings of up to AAA by 
rating agencies because some of the parameters of the productsô 
underlying assets were underestimated. In the case of the 
correlation coefficient between loans, agencies failed to take into 
account the fact that geographic location and mortgage vintage 
years

3
 are closely correlated.  In the case of the default probability 

and the recovery rate, they overlooked the fact that when housing 
prices fall, borrowers stop paying their debts and losses become 
more severe than expected.  
______________________________ 

1.ñCollateralized Debt Obligationò: Debt securities backed by 
various assets ðbonds, loans, mortgage-backed securities, etc.  
See Box 1 of the Financial System Report 2007, Banco de México. 
2. Coval J., Jurek J. and Stafford, E. (2008), ñThe Economics of 
Structured Financeò, Harvard Business School. 
3. The term ñmortgage vintageò refers to a group of mortgage loans 
granted in a given period, normally one year (see Box 23, Financial 
System Report 2007). 
 

  



                                                                  F I N A N C I A L  S Y S T E M  R E P O R T  

17 

Box 2 

Ponzi Schemes and Financial Pyramids  

ñéNot finding sufficient recompense in their ordinary investments, 
savers hasten to invest in anything that promises special retributions 
éò  W. Bagehot 
 
Ponzi schemes and financial pyramids are frauds. They are 
mechanisms in which the gains paid out to the first investors come from 
the funds contributed by new clients.  In order for this type of system to 
work, it needs an increasing flow of money from new investors. The 
business collapses when it becomes impossible to find new investors, 
at which point the fraudster flees with the money or the authorities step 
in. The early investors do often make money, when they get out on 
time. The last to arrive are the ones that end up losing all their savings.  
These fraudulent investments often offer yields that could not be 
obtained through traditional investment mechanisms. 
 

 
 
In 1920, the Italian swindler Charles Ponzi managed to convince more 
than ten thousand Americans to invest in a business that supposedly 
took advantage of price spreads between postal reply coupons

1
 in the 

United States and other countries. Although the price difference did 
exist, Ponzi never actually bought the coupons.  Instead, he offered 
returns of up to 40 percent in 90 days (compared to 5 percent offered 
by a common savings account).  It is estimated that using this formula 

he was able to accumulate around 14.5 million dollars.
2
 His investors 

were ultimately able to recover only 37 cents on each dollar invested, 
after a trial that lasted 7 years. 
 
Sofico, Afinsa and Forum Filatélico in Spain 
In 1962, The Sofico Group, whose corporate purpose was to build, sell 
and lease apartments, offered a yield of 12 percent (at a time when 
inflation was running at 4 percent) to investors that acquired an 
apartment and ceded it for a number of years to this consortium to 
manage.  The high yields offered on this scheme forced Sofico to find 
new clients so quickly that soon contracts began to be signed on non-
existent apartments. The money from new investors was used to pay 
the promised yield to the earlier ones. It is estimated that 17,000 
individuals were conned, losing a total of 8.2 billion pesetas.

3
 In the 

1980s, the companies Afinsa and Forum Filatélico accepted funds for 
investment in works of art, coins and stamps, as well as in pension and 
savings plans linked to philatelic values.  Fraudsters promised returns 
of 6 percent, but the money they paid out came from the capital 
contributed by new investors. The business reached its end in 2006, by 
which time 400,000 small savers had been conned out of some 5 
billion euros.  
 
MMM in Russia 
In the winter of 1994, a campaign of 30-second commercials managed 
to convince thousands of Russian citizens to buy stock in a company 
called MMM. The company, founded by Sergei Mavrodi, offered a 
return of three thousand percent a year.  MMM was a simple financial 
pyramid, but in less than five months, the price of the stock went from 
one to 55 dollars.  In 1994, Mavrodi was charged with tax fraud. 
Around 5 million investors lost their savings.

 4 

 

Albanian Pyramids 
Albania has a special place in the history of pyramid schemes, 
because in this country the fraud reached a level equivalent to 
almost half of the countryôs GDP and involved almost two-thirds of 
the population.  The pyramidôs collapse prompted the downfall of 
the government and unrest that resulted in the deaths of around 
2,000 people.  There were few banks in Albania at that time, and 
they were subject to restrictions on lending, a situation that 
prompted the emergence of parallel financial corporations. 
Between 1991 and 1992, various companies were created that 
accepted deposits at very high rates and used them to loan out 
money.  Most of them were simple financial pyramids. By mid-
1996, the largest pyramids were offering monthly returns of 
between 10 and 44 percent.  By 1997, two of the largest had gone 
bankrupt.  This triggered the collapse of many others.  To keep the 
money from disappearing altogether, the Bank of Albania limited 
withdrawals from banks to 300,000 dollars and froze the accounts 
of suspect companies.

5
  

 
The DMG Group in Colombia 

In 2003, Grupo DMG was founded in Colombia. This consortium 
grouped together companies in various industries and had offices 
in Panama and Ecuador.  Investors purchased pre-paid cards they 
could use to by various goods and services, while DMG promised 
to return the invested capital plus a return of around 50 percent in 
six months (five times more than the going bank deposit rate), 
provided the investor succeeded in adding a specific number of 
new clients.  According to DMG, its investors assumed the role of 
salesmen, and the money it saved on advertising was the source 
that enabled it to pay guaranteed returns.  The business shut down 
in 2008 with the arrest of its founder, David Murcia Guzmán. 
 
The Madoff case in the United States 

Bernard Madoff, an influential Wall Street businessman, former 
Chairman of the Board of NASDAQ and an active member of 
NASD, was the engineer of a massive fraud. Madoff promised his 
investors yields of between 8 and 12 percent for investment in 
funds managed by his company. Officially, he was managing equity 
of 17 billion dollars, but in reality he was moving amounts closer to 
50 billion dollars.  Only some of the money he brought in was 
invested; the rest was used to pay the yields that had been 
promised to investors.  Madoffôs financial prestige kept the 
business afloat for many years.  But the international financial crisis 
slowed the attraction of new investors, triggering the schemeôs 
collapse. The victims in this case were banks, major corporations, 
mutual funds, charity foundations and wealthy individuals.  The 
losses were estimated at around 50 billion dollars. U.S. regulatory 
authorities never found anything suspicious despite numerous 
warnings and complaints over the years.  Neither had there been 
any warning from the major auditing firms entrusted with 
supervising Madoffôs funds, regarding the risks involved.

6 

 

______________________________________________ 

1. The postal reply coupon allows the sender to pay the recipient 
the value of the postage that will be used in the response letter.  It 
is an exchangeable postal value, valid in all member countries of 
the Universal Postal Union. www.correosdemexico.com.mx. 
2. Kitchens, T (1993), "The cash flow analysis method: following 
the paper trail in Ponzi schemes". FBI Law Enforcement Bulletin. 
3. ñEl Supremo pone fin al 'caso Sofico', despu®s de 17 a¶osò, El 
País, Madrid, May 20, 1991. 
4. Kaufmann, D. (1998), ñLa pir§mide financiera MMMò, 
Perspectivas 127. 
5. Jarvis, C. (1999), ñThe Rise and Fall of the Pyramid Schemes in 
Albaniaò, IMF WP/99/98. 
6. Mackintosh, J. (2008), ñAccounting firms drawn into Madoff 
scandalò, Financial Times.  
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The combination of the aforementioned factors gave rise to a period of 
strong credit expansion and consumption, a drop in savings, particularly in the 
United States (Graphs 2a and b), the emergence of a real estate market ñbubbleò 
and a growing US current account deficit. (Graph 2c). 

Graph 2 
Consumption, Savings and US Current Account   

a) Consumption in Developed 
Countries 

b) Savings rates of developed 
countries  

c) United States Current Account 
Deficit 
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Figures as of December, 2008. 
Source: OCDE. 

Figures as of March, 2009. 
Source: Bloomberg. 

 

The crisis spread throughout 2008 and for at least the first half of 2009 
after deepening in September 2008. Reasons for its spread and virulence include:  

I. Financial globalization and liberalization have increased cross-border 
investments and transactions (Box 2). At the same time, financial 
innovation has facilitated segmentation and the distribution of financial 
risks, resulting in more interconnected economies, markets and 
financial entities (regulated and non-regulated). This situation enabled 
the crisis to spread rapidly, first among developed economies and then 
emerging economies. 

II. The widespread use of optimization models based on market prices and 
credit ratings has led to financial market participants acting similarly and 
simultaneously, resulting in illiquid markets. A necessary condition for 
liquidity in a market is precisely the existence of a variety of opinions 
about the price of the goods or assets being traded. This is how 
individual cautionary measures, such as selling a financial asset when 
the associated risk increases, can become systemic problems.  
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Table 2 
Financial Globalization Indicators 

Country 2000 2007

Assets of domestic residents abroad:

United States 63.6 127.8

European Union 85.8 154.3

Japan 68.8 118.4

Domestic assets of foreign residents1/:

United States 77.1 145.4

European Union 110.4 166.9

Japan 42.4 69.9

Assets of domestic banks abroad:2/

United States 24.3 47.0

Japan 13.1 21.4

Germany 38.9 68.9

France 38.6 76.2

United Kingdom 57.3 130.2

Switzerland 109.7 179.2

Iceland 35.4 364.3

Austria 31.3 70.8

Domestic assets of foreign banks:3/

Central and Eastern Europe4/ 36.2 49.3

Czech Republic 48.9 97.0

Estonia 73.1 97.0

Hungary 63.5 76.5

Poland 37.8 70.5

Russia 11.5 17.2

Eslovaquia 54.6 92.0

Asia w/o China and India4/ 10.3 33.2

China 0.0 2.05/

India 2.0 9.8

Latin America4/ 28.4 66.9

Argentina 47.8 24.0

Brazil 26.4 23.0

Chile 38.4 59.6

Mexico 28.5 82.0

Peru 66.1 48.5

Venezuela 20.7 26.0

Percentage of assets

Percentage of GDP

Percentage of GDP

Percentage of GDP

 

1/ Source: Bureau of Economic Analysis, Eurostat, Central Bank of Japan and IMF. 
2/ Source: Bank for International Settlements (BIS), IMF and the Central Bank of Japan. Information related to 

banks which report to the BIS. 
3/ Source: CGFS March 2004, BIS; "Foreign Bank participation and Crisis in Developing Countries", World Bank, 

Cull R. and Peria M., 2007 and Fitch Ratings country reports. 
4/ Foreign participation by region based on the weight of each countryôs bank assets in the total. 
5/ Using 2004 data. 
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Collective or ñen masseò behavior in response to adverse news also can 
bring about a sudden drop in the price of an asset, forcing all 
participants to settle additional positions. Such behavior exacerbates 
the price movements of financial assets increasing correlations and 
volatility levels in turn. In other words, the risk becomes endogenous 
(Box 3). The result is that the occurrence of so-called ñblack swansò

3
 

becomes more likely. Financial regulations have paradoxically 
contributed to reducing diverse behavior among market participants by 
increasing their sensitivity to market price behavior.  

III. Authorities in the most developed countries failed to identify the origin 
and anticipate the spread of the crisis quickly enough. Responses were 
generally tardy and insufficient. There was no clarity with respect to the 
strategies which needed to be followed

4
 or enough coordination 

between the financial authorities involved.    

IV. Serious liquidity problems and the collapse of credit in the financial 
markets of developed economies rapidly undermined growth prospects, 
bringing economic activity to a near standstill. The erosion of household 
wealth stifled consumption along with the production of goods and 
services with a contagion effect on the real economy and international 
trade. The upshot was a severe slowdown in the economic activity of 
both developed and emerging markets irrespective of the conditions 
individual financial systems were in. 

 

 

 

                                                   
3  

See Box 26 in the 2007 Financial System Report.
 

4  
Geithner, Timothy, ñRemarks by Treasury Secretary Timothy Geithner introducing the Financial Stability 
Planò, US Department of the Treasury, February 10th, 2009. 
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Box 3 

Persaudôs Paradox and Endogenous Risk 

Over the past few decades, a concerted effort has been made to 
understand and better manage the risks involved in the financial 
markets.  Much research has been done into the field which has 
helped develop models that can be used to manage and quantify 
financial risks.  During the same period, the number of financial 
crises and failures of large financial institutions has also dramatically 
grown. The close relationship between the occurrence of financial 
catastrophes and the growing interest of market regulators and 
participants in using risk models has led some researchers to ask 
whether or not the models themselves have contributed to the rise in 
risk. 
 
For Avinash D. Persaud,

1
 the paradox is obvious.  The widespread 

adoption of strategies considered to be low risk turns what are 
thought to be low-risk assets into risky assets.  Most fund managers, 
explains Persaud, make their decisions based on modern financial 
theory, in three phases: i) they select the financial instruments that 
should be included in the investment portfolio (stocks, bonds, 
currencies, etc.) based on expected yields, volatilities and co-
variances.  Covariance is the degree of similarity between the yield 
on two instruments when they move away from their average yield.  
A high covariance means the two instruments draw away from their 
average in the same direction and at the same time. The larger the 
covariance, the greater the risk that two or more assets will undergo 
simultaneous losses, so a low covariance is considered a risk 
diversification strategy. ii) Fund managers create an optimum 
portfolio of financial assets.  To optimize a portfolio, managers select 
instruments that not only offer high expected yields but have low 
volatility and little covariance among them.  iii) The selected portfolio 
is managed within a specific risk profile. When volatility and the 
covariance of the portfolios rise, the risk increases. If the expected 
loss on a portfolio in a given time period reaches the threshold 
established in the risk profile, managers must reduce the risk by 
selling off some of the more volatile assets or those with a higher 
degree of correlation. 
 
When the ñoptimum portfoliosò selected by various market 
participants are substantially similar to each other, problems arise.  
Financial information has become practically public domain, and 
managers often use similar criteria in their investment strategies.  So 
it is no coincidence that more than one portfolio may include the 
same financial assets, and decisions are guided by similar risk 
models. This situation creates excess demand for certain financial 
assets. But finances are not like classical physics, where measurable 
phenomena do not change their behavior or state as a result of 
observation. In the financial world, the nature of investment 
instruments and their correlations change in real time as a result of 
the decisions that are made based on the conclusions gleaned from 
financial models.  So for instruments known for being high-yield, low-
risk assets, similarities between portfolios increases the risk, turning 
them into overvalued assets unable to provide a yield superior to 
others.  As a result, investors try to unload these instruments in order 
to conform to their risk profile. Then the sale of less correlated 
instruments creates an increase in their correlation, and thus their 
risk.  The combined decline in the prices of those instruments in turn 
produces larger and larger sell orders, affecting their price and 
correlation. This process turns portfolios that historically offer high 
yields, low volatility and reduced correlation into portfolios with 
negative yields, high volatility and high correlation. 
 

This situation is similar to what happens when we go from the world 
of classical physics (where measurement does not alter the 
phenomena it observes) to that of quantum mechanics and the 
principle of uncertainty: phenomena change unpredictably upon being 
observed. Persaud asserts that this paradox can be proven 
empirically, and it is the main reason for various phenomena that 
have occurred in recent years, like the breakup of Long Term Capital 
Management in 1998. 
 
Jon Danielsson proposes a similar paradox, but with a slightly 
different focus. For Persaud, risk models are partly to blame for 
financial crises. Danielsson, on the other hand, believes that 
economic cycles and the types of events subject to measurement are 
what influence the reliability of the models.

2 
Danielsson calls this 

phenomenon endogenous risk. For this author, endogenous risk can 
be ignored on a day-to-day basis when we are at the peak of an 
economic cycle. But in crisis situations, risk appears and the models 
fail.  Rating agencies base their credit ratings on sophisticated 
statistical models.  One of the main problems that was revealed by 
the subprime crisis was rating agenciesô incorrect valuation of 
investment vehicles. Rating agencies under-estimated the correlation 
between borrowersô defaults, because they assumed that mortgage 
defaults were independent events. This assumption may be valid at 
the high end of an economic cycle, but history has shown that in hard 
times, the behavior of mortgage debtors becomes highly correlated.  
Unfortunately, the data bases used by agencies to rate investment 
vehicles backed by mortgage portfolios did not cover a long enough 
period of time. 
 
Danielsson and Persaud have proposed various measures to offset 
endogenous risk. For Danielsson, the usefulness of financial models 
is limited to small and frequent events.  Models can be confusing 
when they are used to measure longer-term, extensive, and 
infrequent events ðso called ñblack swans.ò  Alternative solutions 
include the use of appropriate standards of management and better 
regulation.  Persaud proposes a different approach to analyzing and 
creating ñoptimum portfolios.ò  To analyze a financial instrument, 
portfolio managers must take two components into account, one 
structural and one cyclical. The first analysis must contain the yield 
and volatility of the instrument as described. The second should 
capture the impact of strategic behavior and market positions. For 
example, the cyclical component should supply information on market 
concentrations in given instruments.  It is not easy to obtain good 
market concentration measures.  Persaud therefore proposes using 
the covariances of the instruments themselves as an approximation, 
but interpreting the information obtained in the opposite direction of 
how it is interpreted now.  In other words, instead of assuming that 
the future is a positive function of the past, we must assume that it 
will be an inverse reaction to it.  So low covariances in the past 
necessarily mean high covariances in the present, and vice versa. 
The main weakness of this proposal is that its success would 
diminish to the extent that it was adopted on a widespread basis, as 
currently occurs with risk models.  Another of Persaudôs proposals is 
to attenuate market cycles through the application of counter-cyclical 
regulations.  This would mean regulatory and fiscal mechanisms 
designed to work against the direction of the usual incentives 
investors face. For example, requiring additional reserves above the 
regulatory minimum, which increase as institutionsô leverage rises.

3 

_______________________________ 

1. Persaud, A. D. (2002), ñThe folly of Value at Riskò. 
2. Danielsson, J. (2008), ñThe paradox of modelsò. 
3. Persaud, A. D. (2008), ñThe light that failedò. 
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2.2. Evolution 

The first symptoms of the crisis came to light in 2006 with an increase in 
subprime mortgage loan defaults (Graph 3a). Factors which contributed to a rise 
in defaults include the drop, as of 2005, in US house prices (Graph 3b). However, 
the crisis did not officially break out until August 2007 with the announcement that 
the French bank, BNP Paribas, had frozen three of its investment funds because it 
was unable to price their assets.  

Graph 3 
US Mortgage Crisis Indicators 

a) US Mortgage Portfolio 
Delinquency Rate 

b)  Case-Shiller US Home Price 
Index (CSXR)

1/
  

 

c) Price Indices of Mortgage-
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Growing mortgage defaults began to generate heavy losses for many 
US and European financial entities. Meanwhile mortgage-backed loan credit rating 
downgrades and doubts about the valuations of structured securities, and the 
performance of rating agencies in general, triggered sharp decreases in the prices 
of mortgage-backed securities (Graph 3c). As a result, the asset-backed securities 
market all but disappeared. At the same time the collapse of the commercial 
paper market prevented the refinancing of short-term debt using investment 
vehicles, thus forcing a large number of banks to either provide the required 
liquidity or consolidate the debt on their balance sheets. The recognition of these 
losses and undesired increase in balance sheet debt, gave rise to growing liquidity 
needs, and more particularly capital, among several banks.  
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Thus, counterparty risk
5
 began to dominate the scene at many financial 

entities causing interruptions in the workings of many markets, especially the 
interbank one. This was reflected in considerable increases in interbank interest 
rates and government debt spreads (Graph 4). September 2008 saw a repeat of 
this situation following the bankruptcy of Lehman Brothers. 

Graph 4 
Liquidity Indicators 

a) Spread between the implied rate 
in Dollars of a Foreign Exchange 
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Movements in the Libor rate usually have a big impact on economic 
activity due to the large number of loans and debt securities with interest rates 
that are indexed to it. Its behavior also affects entities which finance a large 
portion of their assets in the interbank market. It was for this reason that the 
central banks of the worldôs main economies decided to inject liquidity into 
interbank markets because they attributed the increase in the Libor rate to a lack 
of liquidity rather than deterioration in counterparty risk. However, massive 
injections of liquidity into the interbank market and other similar measures failed to 
ease the crisis.    

In March 2008, the acquisition of the US investment bank, Bear Stearns, 
by JPMorgan with the support of the US Treasury was announced.

6
 This was 

followed in September that year by the US governmentôs intervention in mortgage 
agencies Fannie Mae and Freddie Mac, the bankruptcy of Lehman Brothers and 
intervention in the insurance  AIG. A few days later, the US government 
announced several guaranty programs for certain types of debt issues, increases 
in deposit insurance and funds for the acquisition of toxic assets. Lehman 
Brothersô bankruptcy and uncertainty generated by a lack of clarity with respect to 
the precise use of government-approved emergency resources to support the US 
financial system undoubtedly represented an inflection point in the financial crisis. 
In mid September 2008, these events triggered an overall loss of confidence 
resulting in a massive flight to safety. The share prices of the main US banks 

                                                   
5  

The counterpart risk is the possibility of one of the parties involved in a transaction failing to meet their 
obligation thus causing the other party to incur a loss.  

 

6  
See Box 7 in the 2007 Financial System Report. 
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plunged and credit default indices rose (Graph 5). In less than three days, several 
European financial institutions had to be bailed out. Because of their size and 
because their operations spanned several countries, some of these bailouts 
required the involvement of several governments. Thus the speed and size of the 
crisis continued to catch financial markets off guard. And when a crisis is 
systemic, it is not easy to stem and reverse an overall loss of confidence (Box 4). 

Graph 5 
Increase in Risk Aversion 
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Box 4 

Trust 

The current global financial crisis has resulted in what some scholars 
are calling a ñtrust crisisò

1
. The following are some definitions of trust or 

confidence and how it relates to economic growth and the financial 
system.  
 
Definition 

When a person says he or she can trust another, it means that the 

person expects that the other will perform a beneficial action ðor at 
least not detrimental to themð in the future, and that action has a high 
probability of occurring. Therefore, the person is willing to cooperate 
with another. This is how Gambetta (1988)

 2
 defines trust. Trust is the 

subjective probability based on which an individual believes that 
another (agent or group of people) will perform a certain action, 
assuming that the individual will make his or her decision before being 
able to monitor that action. Thus, trust is affected by uncertainty about 
the behavior of the other person and the degree of freedom that other 
agents have to disappoint us. Trust can therefore be understood as a 
threshold in the distribution of probabilities of expectations regarding 
the future behavior of others, on which our present decisions depend. 
 
La Porta et al. (1997)

3
 say that trust is the propensity of people in 

society to cooperate and seek out a more efficient result, avoiding non-
cooperative traps. Putnam (1993)

4
 establishes that confidence is 

composed of moral resources, which grow with use and diminish if not 
used. Trust depends on various factors that determine when an agent 
will trust another. Alesina and La Ferrara (2002)

5
 identify, among other 

factors, the individualsô culture, traditions and religion; the time a 
person has lived in a community with similar backgrounds, like families 
or members of the same social, racial or ethnic group; the duration of 
the interaction with the other agent, since confidence can increase with 
the expectation of a repeated interaction in the future; belonging to a 
group that is the object of discrimination; and legal institutions, because 
agents trust more in societies where wrongdoers are pursued and 
punished effectively. 
 
Confidence and growth 
The economic life of a nation, its level of well-being, and its capacity to 
compete, all depend on the level of trust inherent to its society, as 
Fukuyama establishes (1995)

6
. But in a society in which inhabitants 

express a lack of confidence, a system of legal standards and rules can 
be created to substitute for it. This generates certain transaction costs 
in the economy that might have been avoided if such confidence 
existed. Knack and Keefer (1997)

7
 say that economic activities, which 

require that individuals trust in the future actions of other agents, are 
carried out at less of a cost in societies where trust is greater. So in 
societies of higher trust, there is more investment and economic 
activity, which in turn bring about higher returns on the accumulation of 
social capital. Finally, Knack and Zak (1998)

8
 posit that a sufficient 

amount of trust is fundamental for economic development; otherwise 
the rate of investment declines and economic growth slows, generating 
possible poverty traps. 
 
Trust and the financial system 
ñWhile trust is fundamental to all trade and investment, it is particularly 
important in financial markets, where people part with their money in 
exchange for promisesò

1
. Guiso et al. (2004)

9
 point out that financial 

contracts are trust-intensive, because in them money flows are traded 
for the promise of receiving the principal plus an additional yield in the 
future.  

This depends on the legal framework and its observance, as well as 
the degree of trust between the investor and the institution that 
receives the funds. Alesina and La Ferrera maintain that trust and 
social capital can smooth out market imperfections and facilitate 
transactions in the economy, especially in the financial markets. 
 
On this point, Guiso (2008)

10
 says that the decision to invest in the 

stock market not only implies an evaluation of the inverse relationship 

between the risk and the yield on an instrument, given the information 
available to the investor, but it also implies a level of confidence that 
the data is accurate and the system fair. Thus, trust is based on both 
the objective features of the financial system (quality of investor 
protection and adherence to the rules) and on the subjective qualities 
of the person who bestows that trust (education and religion). These 
authors present empirical evidence that trust is the most important 
factor for an investor when deciding whether or not to participate in 
the stock market. 
 
In its December 2008 survey, the Financial Trust Index found that 
American households trust more in other people than in banks, 
bankers, the government, major corporations, stockbrokers and 
finally, the stock market.  From that index, we find that in the last 
quarter of 2008, household confidence in the financial markets and 
institutions dropped significantly. This situation explains why many 
investors chose to sell their shares or withdraw deposits from some 
banks. The families that reported the lowest levels of trust were those 
that attributed the current crisis to a lack of adequate supervision and 
regulation, as well as those who believed it was caused by poor 
corporate governance and the greed of financial institutionsô directors.  
The results of the second survey, in March 2009, show that the 
financial trust index declined slightly, while confidence in the stock 
market increased slightly. But trust in banks and major corporations 
continued to weaken significantly.  
 
_____________________ 

1. Chicago Booth, Kellogg School Financial Trust Index. [online] URL 
address: http://www.financialtrustindex.org/resultswave1.htm,  
http://www.financialtrustindex.org/faq.htm 
2. Gambetta, D. (ed), (1988), ñTrust. Making and Breaking 
Cooperative Relationsò.1st. ed., United States, pp. 213 ï 237. 
3. La Porta, R., et al. (1997), ñTrust in large organizationsò, The 
American Economic Review, Vol. 87, No. 2, pp. 333-338. 
4. Putnam, R., 1993, ñMaking Democracy Work. Civic Traditions in 
Modern Italy,ò 1st. ed., United States. 
5. Alesina, A., et al. (2002), ñWho trusts others?ò Journal of Public 
Economics, Vol. 85, No. 2, pp. 207 ï 234. 
6. Fukuyama, F. (1995), Trust. The Social Virtues and the Creation of 
Prosperity, 1st. ed., United States 
7. Knack, S., et al. (1997), ñDoes Social Capital Have an Economic 
Payoff? A Cross-Country Investigationò, The Quarterly Journal of 
Economics, Vol. 112, No. 4, pp. 1251 ï 1288. 
8. Knack, S., et al (1998), ñTrust and Growthò, IRIS, pp. 1 ï 38. 
9. Guiso, L., et al. (2004), ñThe Role of Social Capital in Financial 
Developmentò, The American Economic Review, Vol. 94, No. 3. 
10. Guiso, et al. (2008), ñTrusting the Stock Marketò, The Journal of 
Finance, Vol. 63, No. 6, pp. 2557 ï 2600. 
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Measures adopted by the worldôs main economies  

The financial authorities of the worldôs main industrialized countries 
failed to identify the origin and spread of the crisis in time. Likewise, the responses 
were generally lacking and the measures not always appropriate. Furthermore, a 
lack of clarity with regard to the strategies to follow and weak initial coordination 
among the financial authorities of the countries involved, contributed to worsening 
the crisis.

7
 Nevertheless, it should be pointed out that the experience of the 1929 

Great Depression resulted in financial authorities taking a very different approach 
to the current crisis. During the Great Depression, due to the gold standard 
system which prevailed at the time, the Federal Reserve wound up tightening 
monetary policy too much in an attempt to defend the dollar. This forced other 
countries to tighten their monetary conditions as well in order to support their 
individual exchange rate regimes. Monetary policy tightening within a context of 
fixed exchange rates helped export the crisis, exacerbating the international 
economic depression.  

Another big difference between the current crisis and the Great 
Depression is related to contagion channels. At the beginning of the 1930s, one of 
the main propagation channels was the erection of protectionist barriers which 
contributed to worsening the slowdown in economic growth.

8
 Today on the other 

hand, it is the high degree of interconnection between economies and financial 
markets that has contributed to the crisis spreading rapidly.  

The lessons of the Great Depression led US authorities to try to 
reestablish normality in financial markets through massive liquidity injections. 
However, it soon became evident that the crisis was not limited to the mortgage 
market and that neither could it be resolved by injecting liquidity alone. Initial 
manifestations of illiquidity were quickly followed by solvency problems. The 
speed with which the crisis spread did not permit a satisfactory diagnosis and the 
situation soon overwhelmed authorities in developed countries. 

The responses of developed country authorities to the crisis evolved as 
events took place. Initially it was assumed that liquidity injections along with an 
illiquid asset acquisition policy could reestablish normal market workings. 
However, difficulties setting the prices of these assets as well as controversy 
surrounding the initial version of the Troubled Asset Relief Program (TARP) forced 
authorities to use most of the funds to capitalize several banks. The lack of clarity 
surrounding the use of TARP funds and the bankruptcy of Lehman Brothers 
evidenced in turn the lack of a coherent strategy. As of that point the crisis 
became one of unprecedented force and size. Since then different policies aimed 
at containing its most serious fall-out have been strengthened (Boxes 5 and 6). 
The origin of the crisis in developed countries and its global spread called for a 
global response, which resulted in the G-20 assuming a major role in creating an 
agenda aimed at shoring up the international financial system (Boxes 7 and 8).

9
 

                                                   
7  

One example of this are the criticisms by some governments of the actions of others and policy changes 
in relation to deposit insurance coverage.  

 

8  
In 1930, the US Congress approved the Smoot-Hawley tariff, which raised import duties to 60%. Several 
European countries including Italy, France and Germany placed counter tariffs on US imports. As a 
result, during the period 1930  to 1933 international trade decreased by between 30 and 50%.  

9  
The G-20 is comprised of Germany, Saudi Arabia, Argentina, Australia, Brazil, Canada, China, South 
Korea, the United States, France, India, Indonesia, Italy, Japan, Mexico, the United Kingdom, Russia, 
South Africa, Turkey and the European Union.  
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Impact on economic activity 

The outlook for the global economy has rapidly deteriorated as a result 
of the international crisis. Its recessive effects have been reflected in economic 
indicators and growth projections for both industrialized and emerging economies. 
Although the slowdown in the worldôs most developed economies began at the 
end of 2007, economic activity did not begin to weaken until 2008, such that in the 
fourth quarter of that year real GDP for the United States, the Euro Zone, the 
United Kingdom and Japan registered year-on-year contractions, which worsened 
in the first quarter of 2009 (Graph 6a). The reduction in the amount of financial 
intermediation outside of traditional channels, increases in counterparty risk and 
losses on banksô balance sheets, have encouraged a process of widespread de-
leveraging in most developed countries. This will be particularly aggressive in the 
case of several banks with high asset to equity ratios (Graph 6b). Interbank credit 
has become notably expensive and long-term financing has decreased, all of 
which has been reflected in a credit crunch (Graph 6c). 

Graph 6 
Economic Growth and Credit Restrictions 

a) Gross Domestic Product of 
Developed Countries 

b) Asset to Equity Ratio of 
European Banks 

 

c) Percentage of US Banks Which 
Reportedly Restricted Lending 
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Box 5 

Measures Adopted in the Worldôs Largest Economies 

The measures taken by authorities in the worldôs largest economies 
can be classified into groups according to their objective, as follows: 
 
1. Restoring the Functioning of Interbank Markets 

To reverse the rise in interest rates in interbank markets, the following 
measures have been adopted: 
 
Open Market Operations 
The Federal Reserve, the European Central Bank, the Bank of 
England, Bank of Japan and other central banks have all injected 
substantial amounts of money through traditional open market 
operations (OMO) and term auction facilities (TAF).  Central banks 
increased the amounts and frequency of the auctions, and the terms 
and range of eligible collateral. The Federal Reserve created and later 
modified its mechanisms in order that institutions could borrow U.S. 
Treasury Bonds in exchange for high-quality collateral, if their liquidity 
was affected by increased risk aversion. The purpose of the Term 
Security Loan Facility (TLSF) is to facilitate intermediariesô the access 
to market liquidity.

 1
 

 
Standing Liquidity Facilities 
Several central banks, like Englandôs, Australiaôs and Mexicoôs, have 
extended the terms of their loans and the range of assets that are 
eligible as collateral for the Discount Window Facility (known as 
Standing Liquidity Facilities)

2 
For example, the Bank of Canada 

included in its list of acceptable guarantees the asset-backed 
commercial paper (ABCP). In order to better distribute liquidity among 
market participants, the Federal Reserve expanded the universe of 
institutions with access to primary credit, this includes the market 
makers. The last action was done through the creation of a facility 
known as the Primary Dealer Credit Facility (PDCF).

1
  

 
Provision of Guarantees for Interbank Loans and Debt Securities 
from Credit Institutions 
Some deposit insurance agencies extended some temporary 
guarantees on new bank debt. In the United States, for example, the 
Temporary Liquidity Guarantee Program (TLGP) extended the 
guarantees on securities debt from those FDIC-insured institutions, 
certain bank holding companies and thrift institutions. In Germany, 
Hypo Real Estate, which main function is to finance mortgage 
companies, developers and real-estate funds, received guarantees 
among others, from the German Financial Market Stabilization Fund 
(SoFFin) and the Central Bank of Germany. In addition, guarantee 
schemes with different characteristics have also been created in 
Denmark, the United Kingdom, Spain, Australia, New Zealand, 
Germany, Ireland, Switzerland, Denmark, Korea, Holland, Austria and 

Italy, among others. 
 
2. Facilitate Commercial Banksô Access to the Foreign Currency  
In order that central banks be able to meet its foreign currency liquidity 
needs, in their local markets and without having to use international 
reserves or put pressure to the foreign-exchange market, the following 
mechanism was used: 
 
Foreign Currency Swaps 
The Federal Reserve have signed currency swap agreements 
(exchanging dollars for local currency) with the central banks of Japan, 
England, Canada, Switzerland and the European Central Bank, as well 
as the central banks of Brazil, Korea, Mexico (30 billion dollars) and the 

monetary authority of Singapore, among others. It also agreed to 
accept pounds, Swiss francs, yens and euros in exchange for dollars, 
to meet the liquidity needs of U.S. banks in these currencies. 
 
3. Avoidance of Banking Runs 
In some countries, in order to reduce the risk of mass deposits 
withdrawals of those troubled banks (bank run), deposit insurance was 
increased, meanwhile others decided to create this deposit insurance 
mechanism by first time. 
 

Extension of the Deposit Insurance Coverage 
Among the countries that extended the coverage of their deposit 
insurance schemes were: Ireland (from 20 to 100,000 euros), Germany 
(100 percent of deposits), the United States (from 100 to 250 million 
dollars), the United Kingdom (from 35 to 50 million pounds), France (to 
70 million euros), Denmark (100 percent for two years) and Austria (100 
percent). 
 
Development of a Deposit Insurance Scheme 
Recently, some countries that lack  an explicit deposit insurance system 
have decided to introduce it. This is the case for Australia (100 percent 
for 3 years) and New Zealand (at the beginning stated at 100 percent 
and is going to be modified to one million New Zealand dollars). 
 
4. Restoring Financial Institutions Solvency 
As banks were unable to meet their capital requirements from private 
investors and the cost of capital on international markets became 
increasingly expensive, many governments have been in the necessity 
to intervene directly in the banks. They did so in a variety of ways, 
including stock purchases (ordinary and preferred), the issuing of 
subordinated and convertible notes, or some other type of participation, 
frequently with limited corporate rights.  
 
Nationalization 
The United Kingdom was the first to appeal to a nationalization 
mechanism when it took over Northern Rock Bank and then Bradford & 
Bingley. In the Benelux countries, the authorities stepped in to bail out 
Fortis, which involved the partial nationalization of its conglomerateôs 
operations in Holland, Belgium and Luxembourg.  
 
Stock Acquisitions 
Some governments have preferred to intervene in banks by acquiring 
share participations. In certain cases, these measures have involved 
the acquisition of more than 50 percent of the institutionsô total equity. 
For example, the government of the United Kingdom acquired a 
majority stake in the ordinary shares of the Royal Bank of Scotland and 
it also has a substantial, though minority, position in HBOS and Lloyds. 
 
Issues of Preferred Stock (Unconvertible Subordinated 
Debentures) 
In some countries like the United States, the authorities initially tried to 
avoid drastic interventions like nationalizing or acquiring common 
shares. So, authorities decided to re-capitalize institutions by acquiring 
preferred shares that did not entail any corporate rights through capital 
purchase program (CPP). At first, restrictions were set on the 
repurchase of the shares, but they were later relaxed, under certain 

conditions, so institutions can repay them. Ten of the institutions that 
have already repaid the funds, which were received through the CPP, 
are among the twenty largest banks which have used such funding. In 
Italy, Spain and the United Kingdom this type of acquisition with limited 
rights has also been used to recapitalize institutions. Preferred shares 
are similar to unconvertible subordinated debentures. 
 
Issues of Convertible Subordinated Debentures 
Another option is to acquire convertible subordinated notes. In the 
United States, the original capitalization scheme, which was 
characterized by the acquisition of preferred shares, was modified by 
the possibility to acquire subordinated debentures convertible into 
common shares. Thus, through the Supervisory Capital Assessment 

Program (SCAP), the 19 largest deposit institutions of that country were 
submitted to stress testing to determine the amount of capital they 
would require under various scenarios of economic deterioration.

3
 The 

institutions would have a period of six months to raise the necessary 
capital. 
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Switzerland, for its part, took measures to strengthen UBS bankôs capital 
by subscribing mandatory convertible notes. Through this scheme, the 
government did not acquire an immediate stake in the bankôs ownership, 
and it also may withdraw from its commitment during the term of the loan. 
France used a scheme of ñhighly subordinated notesò to increase the 
level of capital of six banks whose capitalization indices were already 
good before applying the measure. 
 
Purchase of Illiquid Assets 
These programs are intended to relieve banksô balance sheet from 
troubled loan portfolios and illiquid assets. For example, Switzerland, 
introduced a mechanism to strengthen UBSôs balance sheet. The bank 
created a trust by contributing a certain amount of initial capital. The trust 
will receive a loan from the central bank, which must be settled fully by 
UBS bank in a period of up to 12 years.  With these funds, the trust will 
buy the illiquid assets of UBS bank and these ones will remain as 
collateral on the loan itself. Some other countries that have introduced 
portfolio purchase programs are Spain, Australia and Italy. 
  
There are other extraordinary cases of portfolio purchases; one case is 
the one of the United States, which consists of the development of two 
programs. The first one is the Federal Reserveôs acquisition of residential 
mortgage-backed securities, which were guaranteed by Fannie Mae, 
Freddie Mac and Ginnie Mae, as well as debt securities that were directly 
issued by these institutions. The second involves the creation of a 
public/private fund to acquire banksô loan portfolios and investorsô illiquid 
assets backed securities

4
. Those interested in acquiring these assets will 

participate in an auction, so the winner will have to create a fund which 
will consist of its own capital, the financing from the U.S. Treasury or 
Federal Reserve, and with the guarantee from the FDIC. The authorities 
hope that the private sector participation in these auctions will help 
determine a fair price for the assets. 
 
Guarantees for the Portfolio Value  
The authorities from the United States decided to guarantee the value of 
some portfolios of assets from banks in order to cap the maximum losses. 
Through an asset guarantee program (AGP) the Treasury and FDIC 
offered protection against possible losses on asset portfolios from Citi 
and Bank of America. The latter case was the result from the acquisition 
of Merrill Lynch. The two institutions receive the protection in exchange 
for the payment of a commission in the form of preferred share issued to 
the Treasury and the FDIC. Through these schemes the capital burden 
for these institutions was reduced. 
 
4. Improving Conditions in Debt Markets 
In order to improve conditions in these markets, particularly over the 
longer-term horizon, the following program was introduced: 
 
Purchase of Government Debt Securities 

The Federal Reserve began a program of purchasing U.S. Treasury 
Bonds for up to 300 billion dollars. The acquisitions focused on the long 
end of the yield curve and will be made over a 6-month period. The Bank 
of England created an asset purchase facility (APF) to buy up the British 
government debt of maturities of more than 5 years. The Bank of Japan 
increased its acquisition of government securities program across all 
terms. 
 
5. Restoring Lending 
Authorities have been taken some measures to reduce the scarcity of 
financing affecting companies and consumer alike. 
 
Schemes to Reactivate the Market for Credit Asset-Backed 
Securities   

In the United States, a number of schemes were introduced, such as the 
term asset loan facility (TALF), which consists of giving a loan from the 
Federal Reserve to finance the purchase of securities backed by 
consumer loans and small business asset portfolios. The program 
includes a contribution of Treasuryôs capital to absorb losses and is 
intended to reduce the credit contraction that depends largely on portfolio 
securitization.

5
  

To avoid the collapse of the short-term commercial paper market 
due to scant liquidity and continue risk rising aversion, the 
authorities have developed a number of programs. In one of them, 
the Treasury Department temporarily guarantees the stock prices of 
money market mutual funds (MMMF). In a complementary program, 
the Federal Reserve crated three facilities to support short-term 
liquidity funds, which are the Commercial Paper Financing Facility 
(CPFF), the Asset Backed Commercial Paper (Money Market 
Mutual Fund Liquidity Facility (AMLF), and the Money Market 
Investors Financing Facility (MMIFF). 
 
Meanwhile, to increase liquidity and flows of credit in its own 
corporate markets, the Bank of England began purchasing high-
quality private sector assets

6
 through an APF (described in the 

previous section). The government covers the losses associated 
with this facility. 
 
Clauses that Forced those Banks which Were Recapitalized 
With Public Funding to Maintain Lending Flows 
  
In the United Kingdom, for example, banks that received public 
funding support must keep credit available to companies and 
households for the next three years at levels similar to those of 
2007, and at competitive prices.  A ñlending panelò was created to 
monitor the compliance with this condition,  and supervise  the 
banksô credit flow  to individuals and companies, and promote better 
industry practices in the treatment for borrowers that run into 
financial difficulties. 
 
Similarly, in Germany legislators are considering a measure to force 
publicly supported banks to continue extending loans to small and 
medium-sized businesses. 
  
6. Support for Troubled Borrowers 
In order to stem the depletion of mortgage portfolios and assets 
associated with this type of credit, the following measure was 
introduced: 
 
Debtor Relief Programs 
Some countries like the United States, the United Kingdom and 
Spain have introduced programs to support borrowers who are 
having trouble in maintaining current with their payments. The U.S. 
government has launched a plan that will offer support to 7 and 9 
million mortgage borrowers. Part of this program may consist of 
restructuring mortgages, even when they have already been 
securitized, and in general it involves an improvement in credit 
terms, such as lower monthly payments, as a result of longer terms 
and/or lower rates, even the forgiveness of the principal in certain 
circumstances. 
______________________________________________ 

1. Box 5 of the Banco de México 2007 Financial System Report  
provides more details on this facility. 
2. Box 30 of the Banco de México 2007 Financial System Report  
contains an explanation of Standing Liquidity Facilities.  
3. A summary of SCAP results is presented in Box 6.  
4. Public-private investment program (PPIP), described in Box 6.  
5. To support small businesses, another program was introduced 
whereby the Treasury Department directly acquires assets backed 
by loans guaranteed by the Small Business Association (SBA) and 
often sold by banks on the secondary market. 
6. Some of these assets are: paper issued with credit collateral, 
corporate bonds, commercial paper as well as a limited range of 

asset-backed securities. 
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Box 6 
Supervisory Capital Assessment Program and Public-Private Investment Program for Legacy Assets 

Upon taking office, the new U.S. federal government administration 
announced a set of measures to strengthen banksô balance sheets.  The 
core program elements include: i) the evaluation of the capital needs of 
the major U.S. banking institutions through stress testing and offering the 
option of government capitalization; and ii) the introduction of a program 
to clean bank balance sheets of illiquid assets. 
 
Capital Assessment Program 
In February 2009, the Federal Reserve, along with other banking 
supervision institutions, introduced a Supervisory Capital Assessment 
Program (SCAP). The purpose was to measure the amount and 
composition of the additional capital, which any of the 19 largest banks of 
that country would need in order to exceed the minimum regulatory 
capital of the year-end 2010, even in an adverse economic environment. 
Through the ñstress testò exercise the level of Tier 1 was evaluated with 
respect to the amount of risk weighted assets, as well as the proportion 
of Tier 1 that was constituted by common shares. This indicator is 
defined by the SCAP as ñTier 1 common capital.ò 
 
In this exercise, the authorities asked to those participating institutions 
estimate the potential losses on their loan portfolios, trading operations 
and investment on securities as well as their off-balance sheet liabilities, 
under two different macroeconomic scenarios. The institutions also 
estimated their expected revenues and provisions for the remainder of 
this year and the next. These estimates were reviewed and compared by 
the corresponding supervisors in order to obtain an official and unique 
estimate of potential losses. For this exercise, it was agreed that under 
the worst-case scenario, institutions must be able to maintain a basic 
level of risk-adjusted capital of six percent (the regulatory minimum is 
four percent) and a Tier 1 common capital of four percent (this measure 
is not among the typical measures of the current regulatory capital 
indicators). 
 

The stress testsô results reflect that should the worst-case scenario 
materialize, during 2009 and 2010, the losses of the institutions analyzed 
could reach up to 600 billion dollars. Seventy-five percent of these losses 
would come from mortgage and consumer loan portfolios. The authorities 
found that with this level of potential losses,  expected revenues, 
reserves contributions and those actions taken by various institutions 
during 2009 to strengthen their capital structure,

2
 only 10 of the 19 

institutions that were evaluated would require additional resources for an 
aggregate amount of 74.6 billion dollars (see table below). 
 

  
 
According to this exercise, these 10 institutions presented a plan to adjust 
their capital requirements and this one must be executed by each 
institution within six months. 
 
The U.S. Treasury, through its Capital Assistance Program (CAP), has 
placed funding at the disposal of these 10 institutions in an amount equal 
to not more than  two percent of their risk-weighted assets (or more in 
certain cases) in exchange for mandatory convertible preferred shares. 
Also is upon consideration the request for the exchange of preferred 
capital (the one that was previously injected by the authorities) for 
mandatory convertible preferred shares linked to the CAP. The 
mandatory convertible preferred shares are the contingent capital, which 
can be converted at any time into common stock at the issuerôs discretion 
or the holderôs choice but under certain conditions, or it can mandatorily 
de converted to common stock after seven years. 
 

The authorities consider that the use of these shares is temporary, 
given that the increased transparency regarding the banksô positions 
will facilitate their access to private capital.  In fact, the eight institutions 
that the SCAP found to be free of the need for additional capital, along 
with Morgan Stanley, were among the 10 institutions that have proven, 
to the authorities' satisfaction, that they were able to raise capital and 
financing without government support. These 10 institutions 
participating in the Capital Purchase Program (CPP) since October 
2008 have met the requirements for repayment established by the 
primary banking supervisor of each institution.    
 
Public/Private Investment Program 
To address the challenge of legacy assets the US Treasury, in 
conjunction with the Federal Deposit insurance Corporation (FDIC) and 
the Federal Reserve, has launched the Public ï Private Investment 
Program (PPIP). It seeks to combine private and public capital and 
complement it with financing either guaranteed or supplied by the 
government.  With this funding, private investors will participate in 
auctions to acquire illiquid assets.  The PPIP has two parts, one for 
legacy loans already on the books of banks (primarily mortgages) and 
another for legacy securities (mortgage-backed securities) currently 
held by insurance companies, pensions funds, mutual funds and other 
institutions. The general operational aspects for the acquisition of the 
loans are: 
 

 The bank selects a loan portfolio to sell it and contacts the FDIC, 
which is in charge of making an auction for such portfolio among the 
potential investors, this permit the establishment of a market price 
for these assets.  The bank owner of the portfolio may reject the 
price offered at the auction. 

 Private investors inject capital, while the Treasury contributes with a 
complementary amount which is approximately equal to the one 
contributed by the first ones. 

 In order to leverage the funds of both private investors and the 
Treasury, the investors create a public-private investment fund 
(PPIF), which function is to issue FDIC-backed debt.  The guarantee 
has a cost, but it has not yet been defined.  The contributed capital 
absorbs the first losses of the fund. The losses and gains are 
distributed on a pari passu basis between investors and the 
Treasury. 

 The FDIC decides on a leverage ratio for each portfolio according to 
an assessment made by an independent specialist.  The maximum 
financing that can be guaranteed is 85 percent.  This debt is 
acquired initially by the bank that sells the assets and it can be re-
sold later. 

 
In July, authorities announced that during the summer of 2009 they 
would conduct tests to evaluate how the funding mechanism of this 
program was working, through the sale of loans from institutions in 
liquidation.   
 
The second part of the PPIP is focused on the acquisition of securities, 
the participation of the FDIC as guarantor of the financing will be 
replaced by direct financing from the Treasury or the Federal Reserve.  
When the financing comes from the Treasury, one-third of the funds will 
be from private capital and one-third will be from Treasury financing (in 
exceptional cases, Treasury financing can amount to one-half of the 
funding).  When the funding comes from the Federal Reserve, it will be 
channeled through a facility known as TALF, according to the operating 
rules of that facility. 
  
______________________________________________ 

1. Tier 1 common capital. Common capital is the first tranche of the 
capital structure for absorbing losses, so it provides protection to the 
more senior tranches. 
2. It is like the exchange of preferred for common stock announced by 
Citigroup, which includes the resources injected by the Treasury 
through the CPP. 
 

 

Bank of America 33.9

Wells Fargo 13.7

GMAC 11.5

Citigroup 5.5

Regions; Sun Trust; Key Corp; Morgan 

Stanley; Fifth Third; PNC.
10

American Express; NYMellon; BB&T; Cap 

One; Goldman Sachs; JPMorgan; MetLife; 

State Street; USBancorp.

0

Total 74.6

Billion dollars

Capital Assessment Program Results
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Box 7 

G-20 Recommendations 

To address the current crisis, the G-20 has created four working 
groups to analyze various aspects of the financial system and make 
recommendations to improve it. The first of these groups focused on 
enhancing sound regulation and strengthening transparency.  Its 
central recommendations were the following: 

i. Supplement the basic mandate of all financial regulators, central 
banks and supervisory authorities to include financial stability.  
The International Monetary Fund (IMF) and World Bank must 
ensure that national authorities comply with this 
recommendation within the next two years. 

ii. Within each country, there should be an effective mechanism for 
national financial sector authorities to jointly assess systemic 
risks and coordinate policy responses to avoid their 
materialization. 

iii. Authorities should have appropriate macro-prudential tools for 
mitigating systemic risks. 

iv. The IMF, in consultation with the International Payments Bank 
and Financial Stability Board (FSB) should prepare guidelines to 
assist national authorities in determining whether an institution, 
a market, or a financial instrument is systemically important. 

v. The limits of the regulatory framework should be regularly 
reviewing the light of recent financial innovations. 

vi. All credit rating agencies whose evaluations are used for 
regulatory purposes should be subject to a regime of regulatory 
supervision that includes registry and adherence to a code of 
conduct established by the International Organization of 
Securities Commissions (IOSCO). 

vii. Private capital funds, including hedge funds, must be registered 
with the financial authorities and disclose all appropriate 
information. 

viii. All members of the G-20 must carry out a Financial Sector 
Assessment Program (FASP).

 1
 Previously, various countries of 

the G-20 had not requested assessment through this program.   
ix. The FSB and the Basel Committee must develop and implement 

supervisory and regulatory schemes to mitigate procyclicality in 
the financial system. Moreover, the accounting standards setters 
must examine the changes in the corresponding rules to stem 
adverse dynamics which are associated with fair value 
accounting. 

x. The Basel Committee should develop standards to promote the 
creation of capital buffers during periods of expansion, which 
can be drawn down during periods of stress. Additionally, G-20 
leaders should support the gradual adoption of the Basel II 
capital framework. 

xi. Supervisors and central banks should deliver a global 
framework in order to promote a better liquidity risk 
management at banks. 

xii. Major financial institutions should ensure that their remuneration 
frameworks are consistent with their long-term objectives and 
with a prudent risk-taking. Simultaneously, prudential 
supervisors should enhance their oversight on the remuneration 
systems and take them into account when evaluating those 
institutionsô risk management. 

xiii. The accounting standard setters should step up efforts to reduce 
the complexity of financial instruments accounting and facilitate 
a convergence toward a single set of high-quality accounting 
standards. 

The second working group made recommendations to reinforce 
international cooperation and promote the integrity of the financial 
markets. Among its core recommendations were: 

i. Establish supervisory colleges for all major cross-border 
financial institutions.

2
 With this respect, substantial progress has 

already been made, and most of the largest international banks 
have such a supervisory college. 

 

ii. National and regional financial authorities should strengthen their 
regulatory cooperation, share information on possible risks 
posed to financial stability and ensure that their legal provisions 
are adequate to address these threats. 

iii. Regulators should take all steps necessary to strengthen cross-
border crisis management arrangements. On this matter, 
authorities must review resolution regimes and bankruptcy laws. 

iv. Authorities must ensure that temporary measures to restore 
stability and confidence in financial institutions (e.g., bank debt 
guarantees) have only minimal distortions and that measures will 
be unwound in a timely and well-coordinated manner. 

v. The FSB must expand to a broader membership of emerging 
economies.  On March 12, it announced that it would broadened 
its membership to include Argentina, Brazil, China, India, 
Indonesia, South Korea, and Mexico.  Spain and the European 
Commission will also be members. In addition, Mexico has 
recently joined the Basel Committee on Banking Supervision 
(BCBS).  

vi. The IMF and FSB must conduct coordinated early warning 
exercises and realize more efforts to integrate regulatory and 
supervisory responses into the macro-prudential policy 
framework. 

vii. The authorities should monitor changes in asset prices and their 
implications for the macroeconomy and financial system.   

viii. The authorities should review business conduct rules to protect 
markets and investors, especially against market manipulation 
and fraud. In the event of misconduct, there should be an 
appropriate sanctions regime. 

ix. Authorities should implement national and international 
measures that protect the global financial system from 
uncooperative and non-transparent jurisdictions that pose risks 
of illicit financial activity. 

The third and fourth working group focused on the reform of the 
IMF and on the World Bankôs role, as well as other multi-lateral 
development banks.  In their reports, they suggested the IMF to 
enhance its oversight of the financial system and to give emerging 
markets a greater voice.  They also recommended giving a more 
active role to multi-lateral banks during the crisis, particularly in 
support of developing countries, and increasing the funding of both 
the IMF and the World Bank as well as other multilateral banks. As 
a result of the extension of IMF resources, Mexico obtained a 
flexible credit line totaling 47 billion dollars. Other groups also 
made proposals on improving the financial system, among them 
the Larosiére report

3
, the NYU Report

4
, the Geneva Report

5
, the 

G30 Report
6
 and the Corrigan Report

7
.  In general, these reports 

coincide substantially with the recommendations of the G-20, 
although each places special emphasis on certain aspects of the 
global financial system.  

____________________________ 

1. The FSAP is a joint exercise of the IMF and the World Bank to 
assess the financial systems of member countries. 
2. Supervisory colleges are collaboration agreements between 
supervisors of the parent company of an international bank and 
supervisors of its subsidiaries to promote a better risk assessment, 
information-sharing and coordination.  
3. Larosi®re, J., ñThe High-Level Group on Financial Supervision in 
the EUò, February 25, 2009. 
4. Acharya and Richardson, ñRestoring Financial Stability: How to 
Repair a Failed Systemò, NYU Stern School of Business, 2008. 
5. Brunnermeier, M., Crocket, A., Goodhart, C., Hellwig, M., Persaud, 
A. and H. Shin, ñThe Fundamental Principles of Financial Regulationò, 
ICMB-CEPR, January 24, 2009. 
6. G30, ñFinancial Reform-A framework for Financial Stabilityò, 
January 15, 2009. 
7. CRMPG, ñContaining Systemic Risk: The Road to Reformò, August 
6, 2008. 
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Box 8 
U.S. Financial Regulatory Reform Plan 

In June 2009, the U.S. authorities presented a plan to overhaul 
financial regulation in that country. The reform includes actions in 
five areas, which are summed up below:  
 
Promote a Robust Supervision and Regulation of all Financial 
Firms.  
According to the U.S. financial authorities, the current supervision 
and regulation regime for financial institutions suffers from numerous 
loopholes, weaknesses and duplicated functions. It is also based on 
an outdated concept of financial risk, because it concerns itself only 
with the solidity of individual institutions, but fails to take into account 
the interconnection and relationships between them, or the stability 
of the financial system as a whole. Oversight has been lax and 
inconsistent among the various regulators.  Many major institutions 
with high degrees of interconnection have managed to elude 
consolidated supervision. Accordingly, the authorities proposed: 

 The Creation of  a Financial Services Oversight Council (FSOC) 
to supervise systemic risk, which is chaired by the Treasury and 
integrated also by seven members representing the primary 
financial regulators: The Federal Reserve, FDIC, SEC, CFTC

1
, 

FHFA
2
 and two newly-created agencies: The NBS (which 

substitutes the OTS and OCC) and the CFPA. This Council will: 

-  fill gaps in supervision 

-  facilitate coordination of policy and resolution of  

      disputes 

-  identify emerging risks in firms and market activities 

 All institutions that are systemically significant because of their 
size, leverage or interdependence with the rest of the financial 
system, will be regulated and supervised in a consolidated 
manner by the Federal Reserve. These institutions, defined as 
Tier 1 Financial Holding Companies (FHC) are not required to 
own a depository institution.  

-  Tier 1 FHCs will be subject to stricter standards of capital 
requirements, liquidity and management risk. 

 The setting of stricter capital and management requirements for 
all parent companies of financial institutions. Those that own 
banks will be subject to robust oversight and regulation by the 
Federal Reserve. 

 Two working groups, chaired by the Treasury, will conduct 
studies and their results will be used for the proposed regulation: 

-  Reassessment of the supervision of banks and their 
holding companies (a report will be submitted in October 
2009); and 

-  Fundamental reassessment of the design and structure of 
the existing regulatory capital requirements (a report will be 
submitted in December 2009). 

 A National Bank Supervisor (NBS) will be created, as an agency 
dependant from the Treasury, to regulate and supervise federally-
chartered depository institutions and subsidiaries, as well as 
foreign banks agencies (assuming the responsibilities of the OCC 
and the OTS). 

 The Office of National Insurance will also be created within the 
Treasury Department to enhance oversight of insurance 
institutions. 

 Removal of the Federal Thrift Charter because it  had provided a 
loophole for depository institutions with regard to Federal 
Reserve regulations that are applicable to federally chartered 
banks. 

 Hedge Funds and other private funds must be registered with the 
SEC. 

 Issuance of guidelines and standards by regulators, to ensure 
that executive remuneration is aligned with long-term shareholder 
value. 

 Firewalls between banks and their affiliates should be 
strengthened as well as the accounting standards. 

 
Strengthen the Regulation of Critical Markets and their 
Infrastructure. 
The authorities recognize that in recent years, there have been 
dramatic changes to the financial system infrastructure, with a 
marked increase in financial activities which are not part of the 
traditional banking system. The markets for mortgage-backed 
securities and other assets backed securities, credit default swaps 
(CDS), repos and lending securities have become critical elements 
for the financial system. However, regulations have not kept up with 
the pace of this financial innovation.  

 As a result, regulators have been incapable of perceiving and 
preventing the accumulation of risk, which was a crucial factor 
in the formation of this crisis.  Authorities therefore propose: 

 Stronger supervision for asset-backed securities and CDS 
markets, as well as other derivatives traded on OTC markets. 
-  Credit originators must retain at least five percent of the 

credit risk of securitized exposures. 
-  Enhanced transparency and standardization of 

securitized assets. 
-  Strengthen regulation of credit rating agencies. 

 Give the FSOC authority to require reports from any U.S. 
financial institution in order to determine whether its activities 
imply a risk to financial stability. 

 Give the Federal Reserve Authority power to supervise and 
strengthen the payment infrastructure and clearing and 
settlement systems.  

 
Provide Greater Protection for Consumers. 
The failure to detect the widespread of abusive practices in the 
subprime mortgage market and the lax regulation of consumer 
protection have contributed in a significant way to the current 
financial crisis. The financial crisis revealed that measures to 
protect investors and consumers were insufficient in a wide range 
of products and financial markets. Financial products are highly 
complex and sometimes, even for the most smart consumer, it is 
hard to identify the risks that these instruments pose. To ensure 
that consumers have the protection and representation they 
deserve, the plan proposes: 

 Creation of a Consumer Financial Protection Agency 
(CFPA) to protect consumers of credit, savings and  
payment transactions, in pursuit of five fundamental criteria: 
transparency, simplicity, fairness, accountability and access. 

 
Provide the Government with the Tools it Needs to Efficiently 
Manage Financial Crisis. 
In the past two years, the financial system has been threatened by 
the insolvency of some of its largest and most inter-connected 
institutions. The capacity of the federal government to manage 
those cases has been limited by the lack of a regulation that would 
allow an orderly resolution of a failure of non-bank financial firms.  
On this matter, it proposes: 

 Creating a new authority to address the potential failure of 
non-bank financial firms that entail a risk to financial 
stability. 
-  This regime will be modeled and supplemented on the 

existing resolution regime for insured depository 
institutions under the FDIC Act (P&A, bridge 
institutions, etc.) 

-  Special resolution powers may be invoked by the 
Treasury upon consultation with the Chairman and 
the written recommendation of two-thirds of the 
members of each, the Federal Reserve Board the 
FDICôs, or SECôs when necessary (a systemic clause 
that already exists in the FDIC Act). 

-  The resolution regime would give the Treasury the 
authority to appoint either the FDIC or the SEC to act 
as conservator or receiver of an institution, for which it 
would have broad powers to sell or transfer assets, 
assign loans, assume liabilities or inject capital. 

 The Tier 1 FHCs must be subject to an early warning regime, 
which will be similar to the one applicable to banks. Each Tier 
1 FHC must provide the Federal Reserve, and continuously 
update, a credible resolution plan for its execution, in the event 
of severe stress. 

Improve International Cooperation and Regulatory Standards. 

The crisis has shown that problems in the financial system of any 
country can be spread quickly and easily across the global 
financial system. Regulations have basically a domestic scope, 
while financial markets today have assumed global dimensions.  
Under these circumstances, international cooperation is 
imperative, so U.S. authorities propose a series of actions which 
are consistent with the G-20 agenda

3
. 

______________________________________________ 

1. Commodity Futures Trading Commission. 
2. Federal Housing Finance Agency. 
3. See Box 7. 
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One of the corollaries of the deterioration in the economic activity of 
developed economies has been rising unemployment rates. The strength and 
timing of the impact has varied among countries in accordance with labor market 
characteristics (Graph 7a). Unemployment plays a fundamental role in the 
economic impact of the crisis because it affects aggregate consumption, thus 
further weakening economic activity.    

One of the channels through which the financial crisis has spread globally 
has been international trade. The reduction in wealth and credit brought on by the 
crisis contributed to a pass-through of its effects from the financial sector to the 
real sector. Both led to a sharp contraction in demand for goods across 
international markets, clearly evidenced by the trend in the value of trade of the 
worldôs leading exporters and importers (Graph 7b and c), as well as maritime 
transport costs (Graph 8a). The contraction in global demand for goods has 
translated into a slower rate of economic activity in producer countries, magnifying 
the recessive effects of the contraction in domestic demand within those 
economies.  

Graph 7 
Unemployment Rate and International Trade 

a) Unemployment Rate of 
Developed Countries 

b) United States International 
Trade 

c) Chinaôs International Trade   
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Figures as of May, 2009. 
Source: Bloomberg. 

Figures as of May, 2009. 
Source: Bloomberg. 

Figures as of May, 2009. 
Source: Bloomberg. 

  

Another channel through which the financial crisis has spread is 
commodity prices, energy in particular. The sharp drop in demand for goods from 
the most advanced economies has given rise to rapid inventory accumulation in 
diverse industries, especially in the manufacturing sector. This has translated into 
a rapid decrease in production and a severe contraction in demand for 
commodities.  

Before the financial crisis, commodity prices in general showed a strong 
uptrend. However, during 2008 they suddenly began to fall, reflecting new 
economic conditions. Diverse indicators at the time of writing appear to confirm 
that the global economy is on a moderate recovery path. Industrial output figures 
for China and Japan have contributed to putting commodity prices back at levels 
similar to those observed at the beginning of 2007 (Graph 8b).

10
 Graph 8c shows 

                                                   
10  

In the case of farm good prices, factors other than the financial crisis, such as changes in harvest 
volumes, have played a key role in their recent trend.
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the impact of the decline in economic activity on the worldôs main stock markets as 
well as their recovery following the release of better economic data.   

Graph 8 
Transport Costs, Commodity Prices and Stock Market Indices  

a) Baltic Dry Maritime Cost of 
Transport Index 

b) Commodity Price Indices c) Stock Market Indices 
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Figures as of June, 2009. 
Source: Bloomberg.  

Figures as of June, 2009. 
Source: Bloomberg (Dow Jones AIG Spot Index). 

Figures as of June, 2009. 
Source: Bloomberg. 

 
The sharp decrease in commodity prices and fall in the rate of economic 

activity have given rise to much lower global inflation, which only a year ago was 
cause for concern (Graph 9a). Although inflation has come down in both advanced 
economies and emerging ones, absolute levels of inflation are considerably lower 
in the former. Some experts even forecast that a decrease in the consumer price 
indices of the United States and Japan in 2009 could lead to deflation.

11
 However, 

deflation fears have eased following the release of economic data which signals 
the beginning of an economic recovery.  

The rapid slump in international trade, fall in commodity prices and 
decrease in the inflation rates of the worldôs most advanced economies have had 
huge repercussions on emerging economies, especially ones with manufacturing 
or commodity export advantages, leading the monetary authorities of the former to 
apply an unprecedented monetary stimulus led by the United States (Graph 9) to 
re-start economic growth. The next section looks at the impact of the crisis on 
emerging economies. 

The recent publication of several economic indices appears to confirm an 
incipient global economic recovery. Likewise, there has been some portfolio 
restructuring by institutional investors and leveraged funds in favor of riskier 
assets. However, the economic recovery will not be sustainable until the domestic 
demand of the worldôs main developed countries recovers. The weakness of their 
financial systems and deleveraging processes among their institutions could be a 
drag on this recovery process. Furthermore, greater financing needs in the United 
States have put pressure on interest rates at the long end and in the middle of the 
yield curve (Graph 9c).  

                                                   
11  

See Box 2 in Banco de M®xicoôs January-March 2009 Inflation Report.  
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Graph 9 
Consumer Price Indices and Interest  

a) Advanced Economy Consumer 
Price Indices 

b) Monetary Policy Benchmark 
Rates 

c) US Treasury Bond Yields and 
the Federal Funds Rate  
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Figures as of May, 2009. 
Source: Bloomberg. 

Figures as of June,  2009. 
Source: Bloomberg 

Figures as of June,  2009. 
Source: Federal Reserve 

Impact on emerging economies 

As we remarked earlier, the financial crisis did not initially have any 
major impact on emerging economies. At one point, mention was even made of a 
decoupling from developed countries and events elsewhere in the world on the 
presumption that the wide interest margins most emerging market banks had 
taken advantage of had dissuaded them from investing in riskier assets. This 
contrasted with the situation US and European banks were in. The application by 
many developing countries of tight fiscal and monetary policies aimed at 
improving the regulatory framework and oversight of their financial entities was 
also an influencing factor. Consequently, when the crisis began, emerging 
economies found themselves in a relatively sound position, which enabled them to 
cope, albeit temporarily, with the international financial turbulence. 

However, the worsening of the crisis had major effects on developing 
economies, which were transmitted through diverse channels. The bankruptcy of 
Lehman Brothers in September 2008 and lack of clarity about the use of funds 
from the United Statesô financial system bailout program triggered a massive 
asset sell-off.  Consequently, during the fourth quarter of 2008, investment inflows 
to emerging economies suddenly shrank (Graph 10a). At the same time, the 
increase in risk aversion globally was reflected in big increases in credit default 
derivatives (Graph 10b). This period also saw a significant expansion of emerging 
economy sovereign debt and US Treasury yield spreads (Graph 10c). 
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Graph 10 
Impact on Emerging Economies 

a) Emerging Market Fund Inflows   b) Emerging Market Credit Default 
Derivatives 

c) Emerging Markets Bond Index 
(EMBI) 
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Figures as of July, 2009.  
Source: Emerging Portfolio. 

Figures as of June, 2009. 
Source: Bloomberg. 

Figures as of June, 2009. 
Source: Bloomberg. 

The massive asset sell-off impacted emerging economiesô exchange 
rates, domestic interest rates and stock markets (Graph 11). Consequently, during 
the final quarter of 2008, emerging market currencies succumbed to sharp 
depreciations as investment fund flows receded. At the same time, medium and 
long-term interest rates suddenly rose as investors sold positions to meet liquidity 
needs. Thus stock market indices, which had already begun a downtrend, 
accelerated their declines in response to a much weaker economic outlook. 

Graph 11 
Impact on Emerging Economies 

a) Exchange Rates b) Long-Term Government Bond 
Yields  (10Y) 

b) Stock Market Indices  
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Figures as of June, 2009. 
Source: Bloomberg. 

Figures as of June, 2009. 
Source: Bloomberg. 

Figures as of June, 2009. 
Source: Bloomberg 

Similar to developed countries, the prolonged period of macroeconomic 
stability and abundant liquidity which preceded the crisis resulted in some 
economic agents in emerging markets underestimating exchange rate risk. These 
circumstances encouraged some non-financial companies to assume excessive 


