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PREFACE

Much of the recent interest in developing local securities and derivatives markets stems from
the experience of many emerging markets with volatile international capital [lows and financial
erises during the 1990s. Indeed, "sudden stops” (or even reversals) of capital lows were often key
features of many of the most severe balance of payments and systemic banking crises of the period
(particularly in the Mexican crisis of 1995 and the Asian crisis of 1997). The banking system prob-
lems in turn reflected the debtservicing dilficulties of the domestic corporates, especially those
with large foreign currency debis, More generally, the volatility of capital Dows since the mid-1990s
has raised two issues: how emerging markets can achieve more stable access to international capi-
tal markets and how these economies can cope with whatever volatility does occur, While establish-
ing sound and sustainable macroeconomic policies has been one obvious element in strengthen-
ing domestic economic lundamentals and perceived creditworthiness, many emerging markeis
have taken additional measures designed to “sellinsure” against volatile capital Hows, These meas-
ures have included:

* changes in external asset and lability management practices;

= adapting exchange rate arrangements to the degree ol capital account openness;

* strengthening domestic linancial institutions and enhancing prudential supervision and regula-
tion to inerease resilienee w valatility; and

* developing local securities and derivatives markets o provide an alternative source of funding
for the public and corporate sectors and 1o lacilitate the management ol the linancial visks asso-
ciated with periods of high asset price volatility,

This report examines two key aspects of this sellinsurance policy, namely the extent to which
emerging markets have developed local securities and derivatives and what key policy issues have
arisen as @ result. The information used in this report was gathered through a series of missions to
international financial centers and to selected emerging markets between February and May 2002,
The discussions took place in Bragil, Chile, China, Hong Kong SAR, Hungary, Poland, Russia,
Singapore, Thailaned, the United Ringdom, and the United States. The report was directed by
Donald |. Mathieson, Chiel of the IMF's Emerging Markets Surveillance Division, and Jorge
Roldos, Deputy Chiel of the same division, Contributors to the study from the IMF's International
Capital Markets Department included Torbjorn Becker, Jorge Chan-Lau, Anna Hyina, Ramana
Ramaswamy, Manmohan Singh, K. Todd Smith, and Amadou Sy, In addivon, lvan Guerra, Silvia
lorgova, Anne Jansen, and Peter Tran provided research assistance. Elsa Portaro, Ramanjeet
Singh, and Joan Wise provided expert word processing assistance. Jeff Hayden of the External
Relations Department edited the manuscript and coordinated production of the report,






CHAPTER I

Donald J. Mathieson and Jorge E. Roldos

he development of local securities and

derivatives markets is just one

response of many emerging markets

to global volatility since the mid-194%0s,
particularly the sudden losses of access 1o
international capital markets and periods of
high global asset price volatility. This chapter
analvzes key policy issues related to the role of
theze markes as an alternative source of hind-
ing for sovereign and corporate entities and a
means of attracting foreign capital inflows.
Subsequent chapters examine the develop-
ment of local bond, equity, and derivatives
markets in emerging markeis.

The capital flow and asset price volanlity
that has characterized the global financial sys-
tem since the mid-1990s has raised the issue
of how emerging markets’ economic and
financial systems can be made more resilient
ta such volatility. Clearly, the loss of access to
internarional markets associated with unsus-
tainable macroeconomic and exchange rate
policies can be best addressed by adopting
stronger domestic policies, However, coping
with a loss of market access associated with
contagion from a crisis in other emerging
markets and,/or volatility in capital flows and
asset prices associated with developments in
mature markets is a more complex issue,
Many emerging markets have adopted a vari-
ety of measures to self-insure against such
volatiliv. While these measures have differed
across regions, they wpically have included
changing sovereign external asset and
liahility management practices; adapting ex-
change rate arrangements o the degree of
capital account openness; strengthening
domestic financial institutions and enhancing
prudential supervision and regulation in
order (o increase resilicnce o volatility; and
developing local securities and derivatives
markets.

LOCAL SECURITIES AND DERIVATIVES MARKETS IN
EMERGING MARKETS: SELECTED POLICY ISSUES

The development ol local securities and
derivatives markets is seen as a means of creat-
ing a more stable source of local currency
funding for both the public and corporate
sectors, thereby mitigating the funding diffi-
culties created by “sudden stops” in cross-
harder capital flows and reducing depend-
ence on bank credit as a source of funding. In
addinon, the development of these markers is
seen as a vehicle for improving the efficiency
and stability of financial intermediation,
reducing the currency and matrity mis-
matches associated with cross-border lending,
and creating new opportunities and instru-
ments for hedging various financial and
exchange rate risks,

The measures adopred 1o further the devel-
opment of local securities and derivatives mar-
kets have rypically encompassed efforts 1o
strengthen market infrastructure and create
henchmark issues, expand the set of instit-
tional investors, and improve corporate gover-
nance and transparency. However, there are
several key policy areas where no consensus
has emerged regarding either the factors that
will influence the likely outcomes or the most
appropriate policies. Issues remain regarding:
= the use of instruments indexed to changes

in such variables as the price level and

exchange raies;

* the government's role in promoting the
development of local equity markers;

= the role of foreign investors in local securi-
ties and derivatives markens;

= the degree of development of local deriva-
tves markets; and

¢ the sequencing of reforms in local securities
and derivatives markets.

This chapter first examines how the recent
interest in local securities and derivatives mar-
kets is part of a response to international capi-
tal Aow and asset price volanlity and to systemic
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banking crises. It then reviews the extent to
which local securities markets have become an
important source of funding for the corporate
and public sectors, and considers the most
common measures used o develop local secu-
rities and derivatives markets. The chapter
concludes with a discussion of “gray areas”
concerning policies related o developing
these markets,

Local Markets as Self-Insurance Against
Volatile Capital Flows

Much of the recent interest in developing
local securities and derivatives markets reflects
the experience of many emerging markets
with international capital Dows, unstable asset
prices, and systemic banking crises. While the
scale of gross and net private capital Nows rose
steadily during the first half of the 1990s, the
remainder of the 1990s witnessed greater
volatility of capital flows, as well as a decline
in the overall level of Qows (especially after
1997)." Mareover, “sudden stops” (or even
reversals) of capital lows were often key fea-
tures of many of the most severe balance of
payments and systemic banking erises of the
period (particularly in the Mexican crisis of
1995 and the Asian crisis of 1997).% To an
important degree, the banking system prob-
lems in turn refleeted the debt-servicing diffi-
culties of domestic corporates, especially theose
with large foreign currency debt

While: sudden stops in capital Aows often
reflected increased investor concerns about
weaknesses in domestic ceonomic and polit-
cal fundamentals and domestic financial sys-
tems in emerging markets, empirical studies
sugpest that dﬂw'.lupm{!nlﬂ in mature markets
(such as greater mature marken asset price

LOCAL SECURITIES AND DERIVATIVES MARKETS IN EMERGING MARKETS: SELECTED POLICY ISSUES

volatility that reduces investors appetite for
“risky assets” in general) have played a key
role in reducing emerging markets” access o
international capital markets.”

The volatility of capital Mows since the mid-
194905 has raised the issues of how emerging
markets can achieve more stable access o
international capital markets and how these
economies can cope with whatever volatility
does occur. While establishing sound and sus-
tainable macroeconomic policies has been
one obvious element in strengthening domes-
tic economic fundamentals and perceived
creditworthiness, many emerging markets
have taken additional measures designed o
"sell-insure” against the volatility of capital
fevws and asset prices. These measures can be
grouped into four general arcas:
¢ changes in external asset and liability man-

agement practices;

* adapting exchange mte armngements 1o
the degree of capital account openness;

¢ strengthening domestic Ainancial instito-
tions and enhaneing prudential supervision
and regulation in order (o increase
resilience o volatlity: and

¢ developing local securities and derivatives
markets to provide an alternative souree of
funding for the public and corporate sec-
tors and o facilitate the management of the
financial risks associated with periods of
high asset price volatility,

External Asset and Liahility Management

In the period following the Asian erisis of
1997, some commentators suggested that
emerging markets increase their holdings of
internanonal reserves o provide a degree of
“self<insurance” against a sudden reversal of

MF (2008¢) examines in greater detnl private capital Aows 1o cmerging markets since 1990, For a discussion of
the impact of volaulity on income and consumption, see Prasad and others (2003),

18ee Appendix of Chapter 1T of IMF (20080) for an analysis of market closures since the mid-1990s. For analyses
of sudden stops in capital Nows, see Calvo (1998) and Calvo and Reinbart (2000},

¥ee Calva (1999) and Annex 111 in IMF (2001). See also Chapter T of TMF (2008¢) for an examination of

volatility in mature markets.



LOCAL MARKETS AS SELF-INSURANCE AGAINST VOLATILE CAPITAL FLOWS

Table 1. Reserves; Level and Ralio to GDP

1990-1994 Average 1995-1999 Average 2000 200

Level Level Level Laval
{In billlens af ~ Ratio fo GDOP  (In billlans of  Ratio to GDP  {In hillions of  Ratio to GOP  (In billions of  Ratio to GDP
U.S. dollars)  (In percent)  US.dollars)  (Inpercent)  US. dollars)  (Inpercent)  U.S. dollars)  (In percent)

Emarging markets 480.2 83 243.3 138 1.206.4 16.6 1.341.7 168.2
Azia 298.8 15.3 §553.3 19.2 T28.3 22.8 BO7.6 25.3
of which:
China 245 74 127.0 14.4 168.9 156 216.3 18,7
Taigmn Provnce of 833 413 923 333 107.4 4.7 12238 435
hina
Korea 18.3 86 426 10.4 86.2 0.8 102.8 243
Philippines 40 74 a5 125 13.4 179 13.8 19.3
Thailand 211 18.7 27 227 32 6.3 325 283
Malaysia 18.2 2949 256 298 29.8 328 30.5 4.7
Indonesia 103 T2 18.7 13.1 286 188 274 188
Latin America B4.0 6.3 154.7 8.3 155.6 8.0 158.2 8.3
of which:
Argentina 10.0 46 212 T4 251 B8 146 54
Brazil M3 a7 47.4 6.6 5 534 35.8 73
Mexico 15.6 4.5 25.7 6.6 35.5 6.1 448 7.2
Veneruala 87 s 138 137 13.6 11.2 ar 77
Chile a1 201 153 20.0 147 187 142 214
Colombia 7.0 134 24 94 8.9 11.5 102 12.3
Peru 34 a1 9.7 17.5 g4 159 8.7 16.5
Europe 3.2 18 101.2 10.0 132.8 13.8 145.4 145
of wivch:
Poland 4.5 5.6 214 14.5 26.7 1648 258 146
Crech Republic 5.1 13.2 123 224 130 254 14.4 25.3
Hungary 46 120 101 1.9 12 240 10.7 20.7
Turkey 6.4 4.1 18.3 9.6 2.7 11.2 149.0 128
Africa 20.4 5.2 36.8 8.6 5.1 12.3 64.7 15.4
of witich:
South Africa 14 1.1 4.1 29 6.4 5.0 6.3 56

Source: IMF, Wordd Ecanomic Qutlonk

capital lows.! Indeed, holdings of foreign Emerging market borrowers have also
exchange reserves by emerging markets nearly shown definess in adapting 1o the volatile
doubled between the end of 1995 and the end nature of market access." In part, this has

of 2001 (see Table 11.% Reserve accumulation involved turning to the syndicated loan mar-
was particularly notable for some countries ket when access 1o bond markets has been
that experienced “sudden stops” vestricted, In addition, emerging market bor-
{or reversals) of eapital Aows (such as Korea, rowers have atlempled o develop aceess o
Taiwan Province of China, and Mexica). the retail and institutional bond markets

Feldstein (1999) encouraged emenpng markets w sccomulate reserves as insurance agamst the distuptve finan-
cial effects of an abrupt reversal of capital Dows. According w Greenspan (1999), the Deputy Finance Mimister of
Argenting, Pablo Guidoud, proposed that the level of usabile reserves should exceed the onesvear scheduled amount
of foreign carrency debi amortization (assuming no rollovers), Greenspan (199 extended Guido’s proposal by
arguing for a “ligquidityatisk™ standand that would require @ country (o bold liguid reserves sullicient o ensure
that it could avoid new borrowing for one vear with a certain ex ante probability, such as 95 percent

areover, the ratio of emerging markens” Ihrcign m:rh.'mg:r reserves o nominal GDP ar the end of 2002 was at the
highest level since 1990, Similar results hold for the ratios of reserves to insports and reserves to broad money (M2),

"The response of emerging market borrowers is analysed more extensively in Chapter 1T of IMF (2001,
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denominated in euros and ven when the LS,
dollar bond market has been closed, Moreover,
they have employed stall in debt management
agencies with extensive investment banking
and vading experience, and exploited “win-
dows of opportunity” w prefund their yearly
linancing requirement. They have also
engaged in debt exchanges 1o extend the
maturity of their external debt and avoid a
Bunching of maturities, established benchmark
external bond issues both o improve second-
ary market liguidity and to facilitate the pricing
of external corporate debi issues, and made
greater use of local debt markets,

While: changes in public sector extermal
asset and liability practices have been key ele-
ments of the self-nswance response o the
vilatility of capital Qows, the anthorities in
many countries have continued (o use capital
contrals in part 1o affect the private sector’s
external asset and lability posidon. Indeed,
the evidence for the period 19982000 shows
that there has also been a slowdown i the
removal of capital controls by countries that
have had vestricted capital accounts.”
Moreover, data [or 2001 do not suggest any
significant change in the use of capital con-
trols, Indeed, controls on foreign direct
investment and on instlubonal investors rose
slightly, These de jure capital contrals do not
necessarily provide a measure of possible
changes in the de facto level of capital markel
integration. But they do provide a measure of
the relative unwillingness of the authorites wo
undertake further capital account liberaliza-

LOCAL SECURITIES AND DERIVATIVES MARKETS IN EMERGING MARKETS: SELECTED POLICY ISSUES

tion in an environment ol volatile capital fows
and global asset prices.

Although external asset and liability manage-
ment techniques can provide a buller against
volatile capital Mows and asset prices, emerging
markets have also been adapting policies and
the strength of their linancial institutions o
the degree of openness ol their capital
account, These adaplations have been most
noticeable in the nature of exchange rate
arrangements and in ellorts w sirengthen the
ability of banking systems 1o withstand volatile
capital Dows and assel prices,

Exchange Rate Policies

While the accumulation of larger [oreign
exchange reserves could ereate more scope
[or the authorities to fix the exchange rate,
countries have generally moved away from
pegeed but adjustable exchange rate arvange-
ments since the mid-1990s, especially those
with aceess o international capital markets.®
For countries with access to international capi-
tal markets, the move to either a flexible
exchange rate or a hard peg represents aler-
native solutions o the wellkknown problem of
trying to maintain a fixed exchange rate and
an independent monetary policy with a high
degree of capital mobility, Moreover, it
rellects the difficulties that a number of
emerging markets expericnced in atlempling
ey defend a fixed exchange rate during peri-
udds of sudden stops or reversals of capital
Moyws,

TIMF (2003a) reported, for example, that during 1998-2000, the number of countries mainmining controls on both
current and capital account mansacuions remaimed relaively unchanged (falling from 74 percent w 70 percent of all
IMF members). Morcover, although the overall use of capital controls did not change, a growing number of countries
began to regulate selected transactions, In particular, the number of conntres mamunimg controls on mstmuonal
ivestors rose sharphe While many of these controls were prodeotial in natre (such as lmits on pucchase of foreign
assets), some specihied the channels’ mackers, and /or instimtons for permitted cooss-border tansactions,

*For example, Bubuls and Otker-Robe (2002) found that between 1995 and 2001 the proportion of emerging
markets with de Facto Noating exchange rates rose rom 9 percent 1o 50 percent. AL the sime time, the proportion
of countries with a hard peg also rose from 9 percent to 16 percent. This evidence is consistent with what Fischer
(2001 described as the “hollowing out” of exchange mle armngements, However, Beinhart and Rogoff (2002)
argue that the shift in exchange mate amangements has been much more complex than indicated by official classifi-
citions. Their analysis suggrests that many official pegs were de Bwcto much more flexible and conversely thar many
Moaring exchange raes showed considerable rigidin.
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Financial Policies
While: the changes in exchange rate
arrangements removed some of the incentives

for banks 1o borrow abroad—a major cause of

the emerging market crises in the second hall
of the 1990s—ithe authorites sill Gaced the
difficnliies of restructuring and recapitalizing
the hanks (and heavily indebted corporates),
as well as ensuring that banks improve their
risk management echnigues amid volatile
capital Hows and asset prices. In short, since
1997, the results have been mixed. Asia, for
example, has shown a slow but steady
improvement in its soundness indicators, In
contrast, Latin America witnessed an overall
worsening of banking soundness, although
the results vary, with countries such as Mexico
and Chile continuing to improve but
Argentina and Uruguay deteriorating. Cenural
Europe has achieved the sharpest improve-
ment in bank soundness,

Develuﬂment of Local Securities and
Derivatives Markels

The efforts 1o develop local securities andd
derivatives markets have been motivated by a
number of considerations, r.'ﬁpt.'t:i:llly the
desire to provide an alternative source of
funding in order to self-insure against capital
flow reversals. Another motvation has been a
desire o stimulate domesiie savings by ofler-
ing savers new financial instrumenits that
hroaden the set of investment opportunities
and allow for beter portfolio diversilicanon,
In many emerging markes, for example,
domestic residents have traditionally had
access o only two types of domestic instr-
ments—hank deposits and domestic equi-
ties—and litte aceess 1o international
markets. Sull another consideration has been
i improve the intermediaton of domestic

savings and o atract foreign investors, This
has become particulanly important as a
greater number of emerging markets have pri-
vatized their pension systems. In some coun-
tries, such as Chile, the private pension lunds
and insurance companies have been key
sources of demund for high-quality corporate
honds, rellecting a desire to achieve a rate of
return higher than can be oblained on bank
deposits and also o obrain longer duration
assets (which bewer mach their long duration
abligations), In Central Eurape, foreign
investors have provided a steady source of
demand tor sovereign bonds. Moreover, as
already noted, emerging markets have also
sought to develop alternative sources of fund-
ing for both the public and corporate sectors
to either domestic bank lending or interna-
tional 1;.';1.};-ilul markets.” In addition, local
derivatives markets have been seen as provid-
ing a vehicle for managing financial risks,
especially those related to exchange rates and
interest rates,

Extent of Securities Market Development
as an Alternative Source of Funding

Given the efforts 1o develop local securities
markets, to what extent have these markets
begun 1o provide an alternative source ol
tunding ro either domestic bank lending or
international capital lows for both the private
sector and the public sector? As will be dis-
cussed, a number of key conclusions emerge
from the data on local and international
issuance during the period 19972002, First,
local carporate bond issuance has surged, par-
ticularly in Asia and Lann America. Indeed,
local corporate bond issues for all emerging
markets grew by nearly a Factor of 10 herween
1997=14 aned 2000=02, Second, local honed
markeis have been the dominam source ol

Wrawing an lessons rom recent emerging markews crises, Greenspan ( VERRY nowed dhar welldeveloped bond
miarkes ean aet like a “spare tire” amd substitute For bank lending as s osource of corporae funding when bank lend-

ing elries up.

tn
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Table 2. Private Seclor
{in billions of (1.8, dailars)

1887 19538 1868 2000 20m 2002 1897-2002
Emerging markets 325.38 253.79 174.82 401.63 205.65 476.27 1,827.54
Domestic 223.06 206.76 114.58 308.1 226.30 436.84 1,517.80
Equities 37.28 3270 4342 25,50 19.02 16.53 174.44
Bands a7 11.70 10.47 88.01 114.47 100.61 346,42
Bank loans 174.62 162.37 60.64 184.81 94.81 319.70 906,94
International 102.32 47.03 60.30 93.32 67.35 3a.42 409.74
Equities 1842 5.59 15.76 31.90 281 1M 91.48
Bonds 463 19.86 22.15 21.84 3090 748 143.86
Bank loans 827 2159 22.39 39.59 2764 2093 174.40
Asia 207.30 156.80 220.45 300.84 241.99 467.29 1.594.67
Doamestic 154.87 144.69 183.59 245.59 198,66 443.39 1,380.78
Equities 281 16.69 35.62 20.65 10.76 15.25 127.08
Bonds 0.00 0.00 0.82 42,68 53.57 56.05 153.10
Bank loans 126.75 128.04 157.24 18228 134.33 371.88 1.100.58
Internalional 52.43 2zn 26.87 55.25 43.34 23.90 213,90
Equities 10.50 4.05 13.92 26.45 7.65 8.80 71.36
Bands 19,60 an 824 12.45 21.50 4.0 69.21
Bank loans 2234 465 47 1635 1418 11.10 73.33
Ceniral Europe 5.51 2114 m 6.76 15.34 19.29 72.85
Domestic =0.14 16.09 -1.29 1.1 12.26 16.34 47.04
Equities 1.31 6.60 135 1.28 0.85 0.20 1369
Bonds 0.50 028 0.33 017 0.32 0.07 168
Bank loans -1.95 12 4.97 0.31 10.99 16.07 37
International 5.64 5.06 4.20 4.99 3.09 2.95 25.92
Equitics 2,680 147 117 0.38 0.00 0.22 o.82
Bonds 1.26 2.14 1.74 0.83 1.88 0.00 768
Bank lnans 1.78 1.44 1.26 378 122 273 1222
Latin America 12.58 73.86 —48.54 04.03 N -10.32 259.92
Domestic b&.33 43.98 =T.n 60.95 17.38 -22.89 84.99
Equities 788 9.41 4.55 3.56 in 0.98 3387
Bonds 10.66 11.42 8.32 3517 6058 44.49 191.64
Bank lnans 49.81 2316 -91.63 222 =50.51 ~68.36 -135.32
International 44.25 29.87 20.23 J3.08 20.53 12.57 169.93
Equities 533 n.o7 0.67 507 1.16 200 14.30
Bonds 2077 143 1213 8.55 7.54 347 66.77
Bank loans 1814 1549 16.43 19,46 12:23 710 Ga.86

Sources: Dealogic: IMF, International Financial Statistics; S&P EMDE; end Hong Kong Monatary Authorities
"Emerging markeis: Angenting, Brazl, Chile, Ching, Czech Rzpuldic, Hong Keng SAR, Hungary, Kores, Malaysia, Mexico, Poland, Singapore,
and Thaitand.

funding for the public sector in all regions, cent of total corporate domestic and interna-
Third, while emerging markets have wadinon- tional funding in 1997494 w 27 percent in
allv been viewed as bank-dominaed financial 2000-02, whereas domestic bank credin fell
systems, local hond markers have become the from 53 percent of wtal corporate funding in
largest single source of domestic and interna 14997-94 1o 51 percent in 20002,

tional funding. As alveady noted, this primar For the private sector, Table 2 compares the
ilv reflects the heavy reliance of the public domestic issuance af corporate bonds, equi-
sector on hond issuance, Nonetheless, domes- ties, and bank lending with the issuance of

tic corporate hond issuance rose from 4 per- mternational corporate bonds, equities, aned
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syndicated loans for selected emerging mar-
kets acrass different regions from 1997 until
N2 During this period, domestic bank

lending was the dominant source of corporate

i'lulrling, :at:t.'-:mnling for 52 percent of toatal
domestic and international funding.
Nonetheless, domestic corporate hened
issiance rose from an annnal average ol 511
hillion in 1997=99 o $104 hillion in 2000=02;
andl, for the period as a whole, domestic cor-
porate bond issues represented just under 18
percent of total funding. Domestic equity
issues accounted for only about 9 percent of
wotal funding,

International issues of bonds, equities, and
syndicated loans by the corporate sector
accounted for just 21 percent of towal funding
berween 1997 and 2002 (see Table 2),
However, international corporate bond issues
amounted 1o only about 40 percent of such
bonds issued domestically. Indeed, while the
annual average value of domestic corporate
bond issuance rose between 1997499 and
2000-02, the annual average value of interna-
tional corporate bond issuance declined from
S28 hillion o $20 billion. Moreover, for the
entire period, international equity issuance
amounted o about half of domestic equity
issuance, while syndicated lending was equiva-
lent to around 17 percent of the extension of
domestic credin.

Thus, while domestic bank credit has been
the primary corporate source of funding for
this group of emerging markets, domestic
bond markets have been an increasingly
important source of funding. Indeed, domes-
tic corporate bond issues rose from 4 percent
af total corporate domestic and international
funding in 1997949 1o 27 percent in 2000402,

WThe ecomomies include China, Hong Kong SAR, Malavsia,
Mexico, the Crech Republic, Hungary, and Poland. The countries were selected on the hasis of the availabi

During the same period, domestic bank credi
fell from 53 percent of wal corporate fund-
ing in 199799 to 51 percent in 200002,

Between 1997 and 2002, the patern of cor-
porate funding revealed sharp regional differ-
ences. In Asia, domestic bank lending
accounted for 69 percent of total domestic
and international financing. Nonetheless,
domestic hbond issuance was the second largest
source of corporate funding {5153 hillion)
and slightly exceeded corporate equity
issiance (3127 hillion). Indeed, domestic cor-
porate bond issuance rose from an annual
average of 3275 million in 1997-99 o $51 bil-
lion in 2000-02. International issues of equity,
bonds, and syndicated loans represented
about 13 percent of total corporate domestic
and international funding in 1997-2002.

In Central Europe, domestc bank lending
was also the largest source of corporate
finance during 1997-2002; but privatization
helped make domestic equity issuance (314
hillion) the second largest source of funding,
Domestic bond issuance remained limited.

In contrast to other regions, domestic boned
issues (S192 hillion) became the dominant
source of corporate funding in Latin America
between 1997 and 2002, Indeed, local bond
issues exceeded the total of international
issues of bonds, equities, and syndicated lend-
ing (3170 billion). Moreover, domestic bank
lending contracted (hy S135 hillion).

While local securities markets have plaved
an increasingly important role as an alterna-
tive source of funding for the domestic corpo-
rate sector, they were an even more important
source ol funding tor the public sector (see
Table 3).1" Domestic government bond issues
have clearly been the dominant source of

singapore, Rorea, Thailand, Argentina, Rrazil, Chile,
ity of

data on corporate bond issuance. The data on local bond issnance cover various types of instruments, including
fixed interest rate bonds, foating inwerest rate bonds, and bonds indexed w such ilems as the price level or the
exchange rawe. In general, it is not feasible w segment the daa by type of instrument.

UThe public sector is defined as the central government, government-cwned financial insdmitions, and public

HcLor f.-'l'll('l'Pri-R'ii_
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Table 3. Public Sector?
fin billions of U5, dollsrs)

1987 1998 1944 2000 20m 2002 1997-2002
Emerging markets® 514.12 105.45 440.07 431.56 492,797 471.40 3.055.36
Domestic 452 .41 6z 11 309 09 386.71 456.24 442 .45 2,749.02
Equities
Bonds 387.87 B26.82 383.09 357.80 3495.74 421.80 257312
Bank Inans 6454 3529 16.00 2881 60.50 20.65 22589
International 1.1 43.33 40.98 44,85 36.53 28.95 256.35
Equities
Bonds 41.83 28.52 34.82 32 BB 2832 2047 187.41
Aank loans 20.08 14.82 616 1218 7.0 A48 6894
Aszia 31.58 112.02 88.27 85.18 153.75 230.35 711.15
Domestic 5.23 98.76 14.58 79.93 140.69 218.94 617.63
Equities
Bonds 6.85 42 65 45 85 5571 8415 178.08 42431
Bank loans -1.62 56.11 28.73 24,21 46,54 3036 183.33
Internalional 26.35 13.26 13.68 15.25 13.06 11.80 83.52
Equities
Bonds 14.07 B.00 0.96 7.78 10.15 7.74 55.60
Bank loans 12.28 i.26 3.83 747 2m 416 irm
Central Europe 39.68 55.49 59.10 54.13 78.48 52.57 339.46
Domastic ar1s 31.66 55.52 §2.43 74.80 48.00 318.56
Equities
Bonds 42.93 473 50.45 88,77 64,76 .77 312.99
Bank loans T 435 -3.93 -4.34 10.04 B.22 B.57
International 2.53 3.43 3.59 1.70 3.68 4.57 19.90
Equilies
Bonds 1.26 2.52 2.70 V.27 2.2 318 1313
Bank loans 1.26 1.31 0.89 0.43 147 1.40 6.76
Lalin America 442 .85 537.93 292.70 282.25 260.54 186.48 2,004.75
Domestic 410,02 511.69 269.00 254.35 240.75 176.01 1,861.82
Equities
Bonids 33808 536.85 2778 24531 236,84 200.84 1,835.82
Bank loans 7143 -25.16 ~-§.79 9.04 392 ~-2403 26.00
International az.63 26.24 23.70 27.80 18.78 12.47 142.93
Equities
Bonds 2629 20.00 22.26 238 16.97 9,594 118.67
Bank loans 6,54 B6.24 1.44 4.29 2.82 293 2426

Sources: Dealogic; IMF, Intarnational Financial Sfatistics; S&P EMDB; Hong Kong Monatary Antharities; and Tesourn Macional, Brazil

incarporates both public sector and sovareign issuance data,

fEmerging markets: Argentina, Brazil, Chile, China, Czech Republic, Hong Kong SAR, Hungary, Kored, Malaysia, Mexico, Peland, Singapore,

and Thisland.

funding for the public sector throughout
1997-2002. Indeed, public sector domestic
bond issuance was nearly 14 times larger than
international foreign curreney bondd issues,
This primarily reflects the heavy reliance on
domestic hond issuance in Latin America and
to i lesser extent, in Central Eurape,
Nonetheless, even in Asia, domestic bond

.

issuance is the largest single source of public

sector funding.

Diespite the dominant role of domesric
bond markers in all regions, the financing mix
lor the public sector has differed sharply
across the three regions. In Asia, the puhlic
sector has relied more on credir from the

banking system than in other regions,



EXTENT OF SECURITIES MARKET DEVELOPMENT AS AN ALTERMATIVE SOURCE QF FUKNDING

Tahle 4. Total of All Sectors?
{In bilions of U5, dolars)

19497 19498 1999 2000 200 2002 19972002
Emarging markats? 830,50 958,24 f14.90 A33.149 788.42 947 .66 4,982.91
Domestic 675.47 B68.88 513.62 695,02 684,54 Bi0.29 4,316.82
Equities 37.28 3270 4342 25.50 19.02 16.53 174.44
Bonds 39504 638.51 39356 455.80 51022 522 41 2.919.54
Bank loans 239.15 197 66 76.64 21373 155.30 340,35 1,222.84
Imermational 164.03 90.36 101.28 13817 103.88 68.37 B66.09
Equities 16.42 859 15,76 31.90 841 1.0 91.43
Bonds 83.25 4837 56,97 54.60 6023 2795 ayE
Bank loans 62.35 36,41 28.55 51,78 34.84 2941 243.34
Asia 238.88 £68.82 308,72 396.02 395,74 697.64 2,305.82
Domeastic 160.10 243.45 268.16 325.52 338.35 661.83 1,888.41
Equities 2811 16.69 3552 20.65 10.76 15.35 127.08
Bonds B.85 4265 4667 96.38 147.72 235.13 51741
Bank loans 12513 184.11 185.497 206.49 180.87 411.35 1.293.92
Intarnalinnal 78.78 25.37 40.56 70,50 56.40 nm 7.4
Equities 10.50 4,05 1382 26,45 765 a.80 71.36
Bands 3367 2.40 18,10 2024 31.65 11.75 124.81
Bank loans 3487 1192 §.54 23.82 17.10 15.26 111.24
Central Europe 45.19 78.63 62.02 fill.Ba 93.82 71.86 412.41
Domestic ar.oz 69.75 54.23 54.20 g87.06 ba.34 366.60
Equities 1.3 .60 335 129 0.95 0.20 1369
Bands 4343 4759 59.78 5694 65.08 41.85 3467
Rank Inans -7.72 15.57 -B.50 -4.03 103 2230 3824
Internalional 8.7 §.88 7.79 6.69 6.77 7.62 45.82
Equities 2.60 1.47 117 0.38 0.00 0.22 582
Bonds 253 4,65 448 209 407 318 210
Bank lpans 305 276 214 422 269 413 1888
Lalin America 555.43 611.79 244,16 376,28 Z98.85 178.16 2.264.67
Domestic 478.35 555.67 191.23 315,30 258.14 153.12 1.951.81
Equities 7.86 941 4,55 3.56 7.31 0.98 33.67
Bonds 34876 54827 2871 30048 297 .42 245.43 2.027.46
Bank Ioans 121.74 -20 -100.43 1.26 —46.58 —-93.29 -109.32
International 7708 56.12 52.93 B0.98 a40.72 25.04 312.86
Equities 533 0.07 0.G7 207 1.16 2.00 14.30
Bonds 47.06 ol ey | 34.39 2216 245 13.02 185.45
Bank loans 24,69 2173 17.87 2375 15.05 1003 1man

Soproes: Daaiogic; IMF, Intermational Financial Statistics; S&P EMDA; Hong Kong Monetary Authorities; and Tesorn Nacional, Bragil

Tincorporatas soversign iseuance data.

IEmarging markats: Arganting, Brazil, Chite, China, Czech Republic, Hong Kong SAR, Hungary, Korea, Mataysia, Mexico, Poland, Singapare,

and Thailand,

Maoreover, the puh]ir SECLOT N A men a
greal proportion of their financing from inter-
national sources (13 percent) than in other
regions. In contrast, the public sectors in
Larin America and Central Europe obained
most of their funding through domestic bondd
issuance (92 percent in both cases), Indeed,

Latin American authorites issueed over 15
times as many domestic bonds as international
foreign currency bonds,

Despite the rapid expansion of local boned
miarkets (see Table 4),2 it remains unelear
whether local securities markeis have devel-
oped i the poimt that they will be able 1o

T he role of local derivatives markets in supporting both local market acovioes and capital Oows was discussed in

Chapter IV of IMF (2002d),



CHAPTER |

oflset banking svstem weaknesses that curtail
bank lending or a loss ol access 1o interna-
tional markets. ™ Moreover, emerging markels
will need ongoing access o global capital mar-
kets il they are 1o receive the wanslers ol tech-
nology and capital needed For sustained
growth and development. Nonetheless, the
continued development of local securities and
derivatives markets could eventually provide
an additional "cushion” w help mitigate the
maost adverse eflects of banking crises and /o
loss of access o international capital markets
by creating a longer duration domestic source
ull funding that may not immediately dry up

when aor oecurs and by providing seme

vehicles for hedging visks prior o a crisis,

Common Practices in Emerging Local
Securities Markets

Given the growing importance of local secu-
rities markets as a source of funding for both
the corporate and public seetors, the question
arises of what policies have proven most effee-
tive in stimulating the development of these
markets, Some of these common practices are
briefly reviewed in this section. There is broad
agreement that improvements in market infra-
structure and ransparency, combined with
Better corporate governance and the develop-
ment of benchomarks and domestic instilo-
tional investors, all conibute w the
development of local securities markets,

While the development of market infira-
structure, insttutomal investors, and bans
parency are uncontroversial steps, countries’
experience and the arguments behind some
other aspects of the development of local
securities markets (the “gray areas”™) are less
clear-vut, These mclude the use of indexed
bonds, credit risk pricing, govermment poli-

LOCAL SECURITIES AND DERIVATIVES MARKETS IN EMERGING MARKETS: SELECTED POLICY ISSUES

cies toward the development ol local stock
markets, the role of foreign investors, the
development of local derivatives markets, and
the sequencing of local securities markets
reforms. Nonetheless, despite the ambiguities
concerning policies in these areas, some con-
clusions seem warranted. For mstance, the
existence of indexed mstruments and deriva-
tives can contribute o lengthen and decpen
fixed-income markets, butl they may require
careful monitoring o prevent undesirable

mismatches and excessive leveraged pos
Moreover, stock market reforms that iimprove
the conditions under which corporations issue
and trade shares should be welcomed, but
they should not invelve the protection of local
exchanges or the domestic brokerage industry
from domestic or foreign competition,
Similarly, foreign investors can contribute 1o
the deepening of local markets, even if they

iy added o volatility during crisis episodes.

In this secton, some of these commaon prac-
tices are briefly reviewed. ! In the following
seetion other selected policy issues related o
the development of local securities markes

(the “gray areas”) are discussed.

Market Infrastructure and Benchmarks

A large number of emerging markets have
improved the market infrastrocture for local
securites and have established relevant
benchmark yvield curves (see IMEF, 20025),
Although the provision of a robust fnancial
infrastructure for trading, clearing, and seule-
ment ol ransactions is generally considered
to Be a public good, many authorities have fell
that the establishment of a liguid govermment
security benchmark vield curve in ovder to
facilitate the pricing of corporate securities is
also a desirable policy objective (see, for

Pinelecd, a strong banking system s likely woplay a key role i facilinng the development of local securites and
elerivatves since banks in emerging markets often are key underwriters of secarities, investors i bonds, providers of
eredil o securities houses, and suppliers of overthecounter derivative products,

HSurvevs an sormme of these issues, mastly Tor local bond markets, include World Bank and IMF (2001); BIS

(200405 and OFCD (2001)



instance, Yam, 2001}, In principle, bench-
marks could be provided by other instruments
issued by quasi-public entities {such as the
maortgage agencies in the United States) or
even by private instruments (including swaps),
but it is unlikely that they would reach the
level of issuance and liquidity needed to per-
form benchmark functons. '™ In Malavsia, for
instance, morigage (Cagamas) and asset man-
agement (Khazanah) agency bonds had been
used as benchmarks, but their role has
recently diminished in favor of government
securities, Similarly, in the Czech Republic,
some corporate bonds and the swap markets
have waditionally acted as benchmarks, but
the small size of corporate instruments and
reduced loreign participation have reduced Ji-
guidity and paved the way for the intodac-
tion of government benchmark issues.

Institutional Investors

Many emerging markets have realized the
importance of developing a local institutional
investor base o support local securities ma-
kets, The growth of such an investor Dase has
usually been slow, however, and tight regula-
tions on asset allocations have constrained the
potentially beneficial role that they could
bring 1o local securities markets.

Local pension lunds have made a particu-
larly important contribution 1o the develop-
ment of local securities markets in Latin
America and Central Europe, and their role is
beginning o be el in some of the Asian local
markets. Following the lead of Chile in the
198305, most Latin American countries have
established private pension luads that have
become an important source of demand For
local securities, as well as Tor the development
of market infrastruciure and improved corpo-
rate governance and transparency. Similar

COMMON PRACTICES IN EMERGING LOCAL SECURITIES MARKETS

trends e emerging in Central Europe, where
mandatory priviate pension funds were intro-
duced somewhat later. The provident funcds
systems in many Asian countries are largely
under public administration and o date have
not plved a very active role in local market
development, but some countries are grad-
ually ousourcing funds to private assel
managers.

Most countries maintain tght regulation
over pension funds” asset allocations to pre-
vent excessive risk taking and 1o develop local
markets, but this may be a double-edged
sword. Some countries restrict funds” pur-
chases ol local equities, as they are perceived
as a risky investment: an extreme case is
Mexico, which until recently allowed no allo-
cation 1w equities, The legislation was changed
in 2002 but the regulatory agency has not yet
approved the implementation of the new port-
folio allocations.' Other countries restrict the
allocation o offshore instruments, seeking to
develop local securities markets and o pro-
vide cheaper funds to local corporates. The
recent experience in Argentina suggests, how-
ever, it local pension Tunds could be used as
captive demand for government debt that
could ultimarely vield dismal returns, Indeed,
in the second hall of 2001, domestic holders
ol Argentine government bonds {primarily
local pension funds and banks) were
approached by the authorities 1o participate
in a debt swap, and they were pressured into
accepting new claims with lower interest rates
and longer maturities,

Corporate Governance and Transparency

A number of countries have adopted meas-
ures Lo imIJIm'l: ansparency and corporate
governance, as they see these as eritical for
local capital market development. Studies

BEven in the mature markets, the low credit visk aned high liguidity features of government securities have made
them natural providers of benchmark interest rates (see IMF, 2000 ).

T he Mexican Congress has :llm_:i.pln'umm'l the use of derivatives, bt the peasion funds sill have (o comply with
same prudential rules and operating requirements (see Corvera and Quedey, 20083) .

1
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have shown that countries with less protection
for minority shareholders have less developed
equity markets and that firms in these coun-
tries use less outside finance and have higher
debt-equity ratios, making them more vulnera-
ble 1o shocks. ! In response to this evidence,

as well as o high-profile shareholder conflicts,
some countries have recently changed the
laws governing capital markets (including
Brazil, Chile, the Czech Republic, and
Mexico) while others {including Korea,
Malaysia, Hong Kong SAR, Poland, and
Singapore) have approved codes of best prac-
tice designed o improve disclosure, protect
minority shareholders’ righis, and maximize
shareholder value,

Bewer corporate governance can be imple-
mented through several mechanisms—such as
improved laws, enhanced regulation and
supervision, and stronger enforcement of pri-
vate contracts—and, whenever changing the
law has proven difficult, other mechanisms
have proven to be good substitutes to some
extent, A number of studies have argued that
investor protection and the judicial enforce-
ment ol contracts are stronger in commaon-law
countries than in civil law countries, '™ How-
ever, the recent experiences of Brail and
Chile, among others, show how difficult it
could be 1o change securities laws, which gen-
erally results in substantial changes in cash
Now and control rights ol existing sharchold-
ers. [1 wok the Brazilian Congress about four
:H:'drﬁ Ley il}.lpl'ﬂ\'t‘ a new (.'UI'PUI'E[[L' ]il"l'n' |.|Iill

strengthened several aspects of corporate gov-
ernance in 2001, and the final legislation was
watered down after protracted debares and
negotiations. In particular, the law introduces
a limit on the issuance of nonvoting shares (ol
5 percent of otal equity) only for new anel
nonlisted companies, but existing corpora-
tions may keep their two-thirds share of non-
voting stock even for future share issuance. !
Al the same time, the 5io Panlo Stock
Exchange (BOVESPA) created the Novo
Merecado, a new segment of the market where
!‘.‘ﬂl'l'ip:lnii"i dgree 1o the aone-share-one-vore
principle, allow for full mg-along rights, and
enhanced carporate governance principles.

Similarly, the new capital marker law in
Chile establishes that any rransaction between
a buver and a controlling group that would
change control of the target company must be
extended 1o remaining investors on a pro rata
basis, but it leaves an opt-out option for three
vears.® Among countries perceived by market
participants and academics as having relatively
weak legal svstems, Poland is usually cited as
an example ol a country where a strong stock
market regulation has o a large degree acted
as an eflfective substituie for judicial enforce-
ment ol contracts (Johnson and Shleifer,
20047,

While recent changes have improved the
protection given o minority shareholders,
some analysts see a risk of severely restricting
the development of the market il overregula-
tion imposes large costs on potential issuers,

178¢¢ La Porta and others (2000). Corporate governanee and the development of local capital markets have been
associated with macreeconomic ouwcomes such as ourpun growth and the severity of exchange rate crises and ot
put volatility (see Johnson and Shleifer, 2004, and references thercin).

8¢, for instance, La Porta and others (2000) and references therein, The authors provide measures of investor
protection for 49 countries and classify them by legal origing Besides the provision of adequate (clear and regular)
information about Grm performance and external audits, investor protection is usually measared by the voting
rights of minorities, their ahility (o exercise their vote by mail and call extraordinary shareholder meetings, 1o par-
ticipate in executive boards and have mechanisms o sue or get reliel from board decisions, as well as preemptive
rights to new issues and tag-alomg rights in the case of changes in control—to protect them from dilution by con-
trodling shareholders,

The system was devised with the aim of providing Bimilv-owned companies an incentive to list while retaining
control—indeed, ownership of 17 percent of a company would ensure control, See Barham (2001 ).

“Market participants, however, doubt that many corporates will ke advanage of this provision as the large pen-
sion funds may have reduced incentives w invest in an opled-out company.



Minority shareholder rights in Brazil were
reduced in 1997 for macroeconomic reasans,
namely 1o speed up and maximize the rev-
enues from the privanznon process. In a
number of cases, foreign multinatonals paid 2
premium price to obiain a contralling interest
and then bought our the minorites at lower
prices, but several shareholder conflicts led 1o
the current reforms. However, some analysis
worry that the government might now go 100
far in favoring minorites and scare away for-
eign investors, Similarly, a recent string of
high-profile shareholder caonllicts invelving
foreign investors in Poland has left fund man-
agers worried that they may be seen as a
threat to loreign strategic investors.?!

Selected Policy Issues

While the development of market infra-
structure, institutional investors, and trans-
parency are uncontroversial steps, countries’
experience and the arguments behind some
other aspects of the development of local
securities markets are less clear-cut. This sec-
tion considers other selected policy issues
related o the development of local securities
markets, in particular those issues that could
alfect macroeconomic policies and/or finan-
cial stability and capital Hows,

Indexed Bonds

There is broad agreement that the introduc-
tion of inllation-indexed or inflaton-linked
bonds provides risk-sharing opportunities oy
issuers and investors, and that they contribute
to complete and deepen local bond markets,
The issuance of inflation-linked bonds by the
government is generally seen as reducing the
cost o private issuers of educating investors
about the benelits of these instruments as well
as reducing coordination problems in the
adoption of alternative units of account,

SELECTED POLICY IS5UES

However, indexation may be difficult o
Teversit HIHI !'urlfign INVESIOr lt"ﬂfl Ly .‘ihlll'l
indexed msimments. Morcover, indexaton o
fareign currencies—in particular, dollariza-
tion of local debi—could lead 1o financial
instability and defear the purpose of loeal
debr as a selt-insurance against lost access 10
internanonal capital markes,

The impartant role of inflaton-linked
bands in the development of a long-dated cor-
porate band market is best exemplified by the
experience of Chile (see IMF, 2002h, Chapter
V). Maost corporate honeds in Chile are
indexed w the Unidad de Fomenta (or UF, a
unit of account linked o the Chilean con-
sumer price index), and analysts argue that
the development of a government bond mar-
ket in UF together with the adoption of a
legal tramework that lavors (and sometimes
requires) the use of such unit of account, has
heen central 1o the development of a long-
term market in corporate bonds (see, for
instance, Walker, 2002), To saisty the growing
demand ol local institutional investors, local
corporates have issued bonds with up o
Svear maturities. Although the market for
indexed bonds has been in existence for more
than 20 vears, it has wipled in size since
200—when the worsening ol external condi-
tions pushed corporates to issue in the local
market (see Figure 1). Maturities have also
been extended, from an average of 10-15
vears in the first hall of the 19905, 1o 15-20
vears more recently,

The invoduction of linancial indexation
could complicate the achievement of mone-
tary policy objectives and could have tempo-

vary, undesirable effects in the development off

local lixed income and derivatives markets,
Analysts have argoed that the provision of a
hedge against inlation may remove the incen-
tives for price stability, and that financial
indexation could spill over o labor contracts
and increase the costs of disinflation. In the

“While moat of the issues discussed in this section vefer o equiry markens, weak transparency and corporate gov-
emance are also a significant constraint for the development of corporate bond markews (see Sharma, 2000).
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Figure 1. Chile: Amount Outstanding of Private
Nonfinancial Sector Bonds
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case ol Chile, the authorities have been urving
1o nominalize the short end of the curve 1o
improve the conduct of monetary policy, but
the change initally disrupted the interest rate
switp market and the pricing ol long-term UF
instruments with matwrities ol less than one
year,

Another drawback of indexation is that for-
eign investors seem to dislike the complica-
tion of calculating the performance of their
investmenis in a generally unknown unit of
account, International investors, in particular
pension funds and even large asset managers,
seem to prefer plain vanilla bonds, where they
can take a clean exposure to the currency and
the underlving credir

A large number of countries, particularly in
Latin America, have managed to develop their
local bond markets mostly by issuing LS,
dollar-denominated or dollar-linked debr
Analysts have offered a number of reasons for
the dollarizaton of local bonds, some of
which are of a purely macroeconomic nature
and others that are related o the develop-
ment of local financial markets, or even to fei
tres of the international lnancial system.

The standard argument against govern-
ments issuing nonindexed bonds denomi-
mated in domestic currency is that, since they
also control monetary policy, they have an
incentive w inflawe away their debis, However,
as Calve (2000) points out, this type argument
would not apply to private delit—unless the
monetary authority gives more weight to the
welfare of debors compared o thay of credi-
tors, Jeanne (2002) argues that a higher share
ol dollarized corporate debt nay be the resalt
of a firm’s optimal financial choices, when the
lack of a credible monetary policy leads w
high domestic interest rates, Finally, if compa-
nies expect o be bailed out by governments—
especially when a pegged exchange rate is

EThe nominalization of the short end of the corve
has deprived the fxed-for-flloating UF interest rates
swap market of the veference rate for the Aoating leg
of the ransaction.



abandoned—they will tend o issue mostly
dollar-denominated debt (Dooley, 2000; and
Burnside, Eichenbanm, and Rebelo, 20001593
The limited development of local financial
markets could also be a significant factor
behind the large share of dollar-denominated
debi in some emerging markeis. For domesiic

firms choosing an nptim:{l financing mix in an
UNCertiin operaing environment, domestic
L'ul'l‘m|c3r'—{l|:|1ull|imllcr.| debt could insure

against low-return scenarios, especially when

low returns are associated with lost or

restricted access o international capital mar-
kets. However, Caballero and Krishnamurthy
(2005%) demonstrate that when local markets

straints, corporates tend to underestimate the
alue of that nsurance and issue excessive
amounis of dollar-denominated debi. Firms
that have good projects and could maintain
access w0 international capital markets cannot
channel resources o firms facing refinancing
needs, because the later are unable (o pledge
enough income o make their securities
attractive 1o the former. More specifically,
Caballero (2002) argues that the fact that
large corporates moved inward o borrow in
local markets during recent crises, rather than
passing on their international access o
smaller firms, suggesis that local emerging
markets remain underdeveloped and that this
underdevelopment could amplify the effects
of lost access to internatonal markes. =4
Some analvsis have argued that the large
share of foreign-currency-denominated
emerging market debt is not just a result of
weak national policies and institutions, but
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also a consequence of the limited incentives
for currency diversification by global
investors.? Beiween 1993 and 1998, four
countries (the United States, the United
Kingdom, Japan, and Switzerland) issued only
ome-third of global debt, but more than twoe-
thirds of global debt was denominated in their
own currencies. Meanwhile, rir-.'vlnping Coun-
tries issued 10 pereent of global debt but had
only | percent denominated in their own cur-
rencies, Countries belonging to the euro area
show a more balanced relationship, especially
after the introduction of the curo. Among the
emerging markets, the share of dollar-
denominated debi is smaller in the EU acces-
sion countries and highest in Latin America,
Eichengreen, Hausmann, and Panizea (2002)
demonstrate that standard measures of weak
policics—such as high inflation—do a rela-
tively poor job of explaining the share of
dollar-denominated bonds in emerging mar-
kets, and that the only robust determinant of
what the authors call “original sin” is country
size. As a result, the authors claim thar the
solution 1o this problem lies not just in
strengthening domestic policies and instit-
tions but also in overcoming the difficulties
created by the structure and operation of
international financial markes (see Box 1).
While dollar-linked debt provides a foreign
currency hedge for investors, it can lead o
financial instability if the excessive use of this
instrument results in sizable currency mis-
matches that create solvency concerns about
the issuers—Ilike the sovereign and/or non-
exporters whose tax revenues or receipts are
mostly denominated in local currency.® The

B credible monetary policy framework and a credible commitment not 1o bail out deblors are olwious policy

implications of these analyses,

AThe argument applies equally o bank lending as w local bonds, Caballero and Krishnamurthy (2005) show thar
the limited development of local financial markets also reduces the incentves for foreign specialisis—who would be
willing 1o bring foreign capital to lend against domestic currency collateral—to enter the local marker, reinforcing

the underinsurance problem.

SEichengreen, Havsmann, and Panigza (2002) pow that rransacton coss in a world of hewerogeneous countrics
and nemwork externalives may give a small number of vehicle currencies a special atractveness,

HSamlar issues

e in economies with dollarized deposits; see IMF (2003b) for a discussion of prodential and
crisis management aspects of dollarized banking systems.

15



CHAPTER |

Box 1. An International Solution for the Driginal Sin

Most emerging markets cannot issue inler-
national bonds denominated in their own
currencies, a fact thar Eichengreen,
Hausmann, and Pantzea (2002) refer o as the
“oniginal sin.” These economists recently
proposed that the World Bank and other
regional development banks sponsor a
mechanism that would allow emerging mar-
kets to issue more debt denominated in their
own currencies. The proposal is inspired by
the fact thar internadonal Anancial insoo-
tons (IFIs) have issued almost half of all
internationally placed bonds in exotic
currencies during 1992-98, In mosi cases,
the debi-service obligations were swapped
back into LS. dollars, providing additional
H-L'I.PPD'I'I L{#] fﬂTE'i.gﬂ t:ur'rtrnq.r Mp mﬂrkt_’lﬂ.
The proposal involves a number of
sleps,

The first step would mvolve the develop-
ment of a currency basket index thar would
include a well-diversified set of emerging mar-
ket currencies and would conribuie o over-
come the relative small size of some issuers.
The index would be caleulated as the end-of-
period exchange rate (divided by the CPI in
the same month) and the weights in the
index would be the countries’ relative GIDPs
adjusted at purchasing power parit. As an
illustration, the anthors constructed two
indices and showed that their volartility is in
line with that of some major currencies and
that they display a negative correlation with
real private consumption growth in seven
mature economies. They conclude that these
characterisiies of the indices would make
them an attractive form of diversification for
institutional and retail investors.

The next steps would have the World Bank
and other [Fls issue debt denominated in the

index, eventually followed by similar efforts by

the Group of Ten (G-10) countries. The
World Bank could also convert the ULS. dallir
loans made o the countries in the index into
lecal eurreney CPlindexed loans and elimi-
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nate the currency mismatch generated by the
issuance of the proposed bonds, Similarly, the
authors argue that the G-10 countries could
undertake currency swaps with each individ-
ual country in the index, allowing the former
to eliminate the currency mismarch and pro-
viding the latter with a useful hedge against
their original sin.

Finally, once a liquid market in that type of
indexed debt develops, investors may want o
add eredir risk o the index. They could do so
hy buying local currency debt of the countries
in the index, which will facilitaie the develop-
ment of these local markets,

The proposal is innovative, but analysts are
skeptical about its implementation and
acceptance by investors, as well as its remain-
ing risks for the IFls. In particular, market
participants, IFI representatives, and academ-
tes are concerned that the proposal may
reduce incentives 1o address the more fun-
damental issues preventing a number of
emerging markets from issuing in their own
currency, namely weak macroeconomic poli-
cies and related poorly developed local Gnan-
cial markets. In addition, potential borrowers
may prefer to use their access to IFI loans in
terms of foreign exchange ar favorable inter-
est rates than local currency loans. Analysis
are: further wornied about international
investors’ lack of appetite for emerging mar-
kets' inflation-linked bonds. They also suggest
that, despite the adjusiment of the index o
each of the countries’ CPl, emerging markets
could have an incentive o depreciate their
currencies in the days before the coupons are
tixed in arder 1o lower their debt obligations.
Moreover, they are concerned that the index
wonld provide incentives to do this in 4 con-
certed Eashion, creating another channel for
contagion in foreign exchange markets. As a
result, it may also be the case that the
stronger emerging marker playvers would non
find it advantageous o participate in the
index.



higher volatility of the exchange rate vis-<evis
the price level, especially during capital Dow
reversals, causes a detenoranon in these
issuers’ halance sheet positions that is likely 1o
magnity the ininal problem of lost aceess o
international capital markets and capital om-
flows.27 This kind of vicious circle has meant
that countries with a high degree of dollarie-
tion are likely o have more volatile oupun
and capital Dows, Indeed, Eichengreen,
Hausmann, and Panizea (2002) estimate that
the large share of dollar-denominated delbt in
emerging markets accounts for one-fourth of
the difference in volatility (in GDP and capital
Mows) relative 1o mature markets,

Credit Risk Pricing

Market participants regard the lack of
ﬁr:phislimtinu in pricing credin risk as a major
constraint o the gmmh of emerging corpo-
rate bond markers. But the development of a
credit culture akes vme, and it s unclear how
much the authorities can do to speed up this
process. A lew aspects of the institutional
structure that could be improved include the
standardization of securities contracts, the
requirement of ratings, and appropriate
incentives for ill{lupl'_'lldl:lll securities research.

The standardization of bond contracts
could contribute 1o & more accurate assess-
ment of credit risk but it could also constrain
the issuer’s linancial Aexibility, In several
emerging markets, bond contracts have a vari-
ety of features—coupons linked w different
reference rates, embedded options and other
enhancements, dilferent types of collateral,
covenants, and priovity rules—that make i dif-
ficult to price the credit visk associated with
the bond. Some degree of siandardization
and homogeneity in bond contracts wouled
facilitate the pricing of credit visk, and securi-
ties regulators could ensure a minimum set ol
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guidelines for such contracts, In Brazil, for
instance, the anthortes discussed with market
participants the optimal degree of sandardi-
walion, as some issuers fear that oo much
stanclardization could restict company-
specific linancing needs.

Rating agencies appear 1o he useful in
credit markets, but it is unelear 1o what exient
r{rgul:uiﬂnn have 10 foree the use of their ser-
vices o whether market participants them-
selves would Gnd their credit assessmenis
useful in their pricing or allocation decisions,
The requirement that local pension funds
invest only in rated instruments has con-
tributed o the development of a rather
sophisticated credit risk culiure in Chilean
local markets. Several other emerging markets
are alsa requiring that issuers obiain one or
two ratings for their corporate boned issnes,
The recent Brazilian experience shows, how-
ever, that regulations do nat have o be the
only driving force: even though local regula-
tions require unl:.r one ranng per issue, several
issuers provide two in order to reassure
INVEsSLOrs,

Finally, independent research would con-
tribute to better credin risk assessments and
pricing, but there is little the regulatory
authorities can do in this area. In many
emerging markets, most research available is
done by the underwriters, and this could cre-
ate serious conflicts of interest. This is an issue
also For equities, in particular in Asian local
equity markets (see, for instance, Norton,
2002, and Davies, 2002},

Local Equity Markets and the Role of Stock
Exchanges

The sharp fall in domesic equily issuance
in 200002, combined with structural develop-
ments in global equity markets, has raised
doubts about the long-term prospects of

fExperience shows that the CPLis less volale than the exchange mie, especially during crises; price indexation
is also @ superor alermative to indesation through Aoating interest rates, as the latter are also guite volatile in

emerging markets,
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itial public offerings (1POs) in local markets
as an alternative source of funding in emerg-

ing markets.*® The bear market in equities has
shrunk rading volumes literally everywhere
and the combination of a drop in [POs associ-
ated with the reduction in privatization and a
spate of delistings has called inte question the
TEing
markets, Morcover, the competitive pressures

viability of many stock exchanges in ¢

created by declining costs—associated with
automated electronic trading svstems and the
migration of listings toward exchanges with
greater liquidity and a lower cost of funding—
have stimulated both changes in stock
exchange governance and increased inerna-
tional imegration of exchanges. These devel-
opments have in wrn raised the question of
the proper role of the public secior in either
Facilitating or promating these structural
changes.

While a well-functioning stock exchange
can vield efficiency gains by providing a key
source of funding for the corporate sector
and of liquidity tor investors, there has been
considerable debate about the extent of pub-
lic secror involvement in helping wo develop
stock exchanges. There is general agreement

that the development of equity markets will be

facilitated by a sound macroeconomic envi-
ronment, open access o foreign investors,
political stability, and enlorceable property
rights. Properly designed and executed priva-
tization programs can also stimulate the devel-
opment of equity markets, and improvements
in corporate governance and the protection
ol minority shareholders’ interests are gener-
ally moves in the right direction ®

Paradoxically, the stock exchanges that have
followed the best practices and have success-
fully developed their local markets are also
encountering the highest degree of outward
migration in capital raising, listing, and trad-
ing activitics. However, as Clacssens,

gebicl, and Schmukler (2002) also nowe,
ation has been beneficial in many ways:
corporates have been able wo raise capital at
lower costs by tapping wider investor bases
and imvestors have been able o trade shares ai
more ligquid exchanges™ The authors con-
clude that emerging markets should foeus on
creating the conditions—such as improving
sharcholder rights and the qualite of local
legal systems—that allow corporations to issue
andl trade shares abroad in an efficient way,
rather than adopt measures designed 10 pro-
tect local exchanges. In addiion, they follow
Steil (2001) and suggest thar couniries, espe-
cially those with small markets, should work
toward having their local trading svsiems
tightly linked or merged with global markets,
There are, however, several “grav” areas
where there is much less of a consensus abowt
the appropriate degree of official interven-
tion A1 One such area is the extent of corpo-
rate disclosure and accounting standards tha
should be mandated by the official sector. For
example, Hong Kong SAR's stock exchange
recently backed away from a proposal 1o intro-
duce quarterly financial reporting, on the
basis that it would increase companies’ costs
and could lead investors and management to
become oo focused on short-term profits—an
issue also debated in some mature markets,
Also, while evervone agrees that appropriate

B hese coneerns are particularly sevious in the case ol small stock markets, See IMF (2000) for lurther detals
i |'||||:'|g"\li|:' 1_'||Illll_'. l|'liII'Ll,'|‘- s source of I'lilll'liug anel an 'Il'l.'l.'l"\lll'll.'t'lt 1||I:|,'|'I'|.|Ii'|.|' esr i|||1,'|'i'r=|l:in:||:.|| irl'u".lnl"._

Structural issues in global and emer

FCaessens, Klingebicl, and Schmuokler (2002} show th

ing equity markets are dealt with in TMF (2001},
teonntries that follow these tvpes of policies tend o have

Larger and more liguid stock exchanges. However, they also show that as such fundamentals improve, the degree of

migration o other exchanges also increases.

'\I'II'I.

ner and others (2000) alse show thar the need For greaer liguidity appears o be one of the most impaortant

factors in the decision wo cross list shares and issoe American Depository Receips/Glohal Depository Receipis.
MThe focus here is on structural policies, The issue of oflicial imerventon in swock and bond markets in the con-
text of speculative attacks is dealt with in Chaper Vool IMF (189949),



accounting standards should be put in place,
there is considerable debate about whether
these should follow Generally Accepted
Accounting Principles (GAAP) or
Imernational Accounting Standards (1IAS). In
the end, either standard would probably work
well as long as it is generally applied and
enforced,

Similarly, there is no general agreement
about the degree to which consumer protec-
tion and more general supervision of the
exchanges should be underiaken by sell-
regulatory organizations (SROs) or by the
authorities. While consumer protection issues
{especially those related o retail investors)
are often overseen by official agencies, ana-
lysts suggest that the most appropriate mix is
likely 10 depend on the mix of local retail and
institutional investors (with greater reliance
on SROs when institutional investors domi-
nate ), the degree of sophistication of investors
and other exchange participants, aned the
degree of market expertise in the official sec-
tor. Whatever mix is decided upon, it is gener-
ally agreed that regulation and supervision
should not be designed wo stifle compeition,

P-:.'rhalm the most conteniious issue in many
emerging markets is the role of the authorities
in promoting changes in the ownership strce-
tre of the siock exchanges, particularly from
a mutual to a publicly owned COTPOrate sire-
e, A gnmfing number of :m:ﬂ].'sls TECOIT-
mend that the authorities support the
demumalization of their exchanges. In many
instances, this intervention is justified on the
hasis of a collective action problem—namely,
that under a muwal ownership siruciure some
vested interests (particularly small brokers)
may block the adoption of new computer aned
telecommunication technologies that allow
for more efficient trading platforms because
such platforms would allow for mare direc
access 10 the rading foor, which could
reduce hrokerage revenues (see, for instance,
Steil, 2001), These analysis also see a role for
the official sector to help develop the
telecommunication sectorn, l:!{p:l't'i:-iH!.-' when
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there are large fixed costs associated with
developing such systems. However, others
argue that these decisions should be left up o
the exchanges themselves and that competi-
tive pressures (especially from abroad) will
bring about the necessary chunges,

The Role of Fareign Investors in Local Markets

Foreign investors are an important source
of demand for local securitics, and several
emerging markets have opened their local
minrkets to foreign investors in an atlempt to
widen and diversily the investor base. Foreign
participation in local equity markels appears
to be larger than in local bond markets, but
measwrement of the latter is generally prob-
lematic and tends o underestimate Toreign
presence (see IMF, 2002h). Although there
may be dilferences in investment strategies
among different types of foreign investors,
market participants pereeive foreign investors
as playing a supportive role in local markets,
For instance, recent inflows 1o Ceniral
European countries motivated by the prospect
of convergence with the European Union
have been generally pereeived as driven by
“real money” insttutional investors thar have a
positive long-term view on the region and con-
tribute o the depth of local markes. Also,
foreign invesiors usually impose positive pres-
sure for rlr'w.lnpin;; robust market infrasoruc-
ture and ransparent market practices.

Some analysts are concerned, however, that
foreign investors may be less informed than
local ones and may contribute 1o market
valatility and erises. The empirical evidence
om this, however, is rather limited and incon-
clusive, Some argue that foreign investors
seeking diversitication benefits may not have
an incentivee to invest in the necessary infor-
mution required to understand loeal markets
and may be more prone o herding behavior
while athers state that hecause foreign
investors iend 1o he quite sensitive 1o risk and
10 Ht'liﬂrl}r manage their portfolios, |hu:.r may
make local markets more volatile and prone
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to crises, These hypotheses are dillicult to test
cmpirically and only a couple of experiences
may shed light on the issue.

Analysts have suggested that it was local
ruther than [oreign investors that were the
fest e leave the Mexican local market in
December 1994 (see IMF, 1995; and Frankel
and Schmukler. 1996). Kim and Wei (2002)

e the transactions of different types of

XA
portfolio investors in Korea before and during
the Asian crisis. They find that nonresident
institutional investors were always positive
leedback waders, while resident investors were
contarian waders belore the crisis but
Became positive feedback waders during the
crisis,™ Choe, Kho, and Swle (1999} also
stuely transaction data from the Kovean stock
market during the crisis and lind evidence Tor
retrn-chasing and herding among foreign
investors belore the erisis period, but no evi-
dence for a destabilizing effect of oreign
investors over the entire sample period,

Derivatives Markels

Local derivatives markets have grown in
some of the large emerging markers, b
notional amounts and mading volumes remain
mueh smaller than in the matre markes ™
The main reasons tor the underdevelopment
ol local derivauves markets are the underde-
velopment of the underlving securities miar-
kets themselves, as well as tight regulations
that restriet their use by hanks aned investors,

Once the underlving securities markets
reach i certain level of development, the efli-
ciency gains ol derivittive products—in terms
ol unbundling and reallocating risks—become
apparent and, barring regulatory obsracles,
derivatives markets are likely 1o thrive. An
example of how such gaing can be achieved

LOCAL SECURITIES AND DERIVATIVES MARKETS IN EMERGING MARKETS: SELECTED POLICY ISSUES

wats recently provided in Brazil, with the
unbundling of LS, dollar-linked debt instog-
ments o a pure local lixed-income instru-
mentand a foreign currency swap, lnvestiment
banks in Brazil were selling US-dollar-linked
elebt t mntual funds while simultancously

cnteri s one Ul

L0} IWO SWaL e
involved transferving the curreney exposure 1o
the banks—as the funds were interested inoa
pure fixed-income exposure—and another
one that involved the sale of a dollar hedge to
carporate customers that held US, dollar
debts, To reduce the steps (and the associated
intermediation spreads) involved in providing
foreign exchange protection w end-users, the
central bank moved 1o replace ULS.dollar-
linked debt with lixed-income instruments
and a foreign currency swap. The changes
lowered ransaction costs and beuer accom-
modated the lnancial needs of different
investors,

Despite a growing acceptance that deriva-
tives can contribute w the efficiency and sta-
bility of local Anancial markets, regulators in a
mumber of cmerging markets remain con-
cerned about the potential risks invalved in
using instrumenis that have quite often been
associated with financial crises. However, as
noed in IMF (2002¢), financial derivatives
have an times magnified volaulity and the
eflfects of a linancial erisis, but they were sel-
dom the cause of the crises themselves. From
the string of crises in the 19905, it has become
clear that the problem was not the use of
derivatives per se, but the underlving weak-
nesses in domestic and global financial
systems as well as shortcamings in macroeco-
nomic policies (see also Khor, 2000 ). In the
aftermath ol crises, a large number of emerg-
ing markets have strengthened their regula-
teary and supervisory frmmework—ineluding

EPenitive [eedbaek aelers are thiose that boy past winners and sell past losers; negative leedback waders (o con-

irurians) follow the opposive ading strategy,

Wlwapter IV in IMF {20020) presents estimates of the siee of ecomerging decivatives markets.
HRy end-December 2002, VS aolla-linked et Tad Gillen oS40 billion (rom 77 billion the previoos year),

whilee the level of swaps outstanding had reached S26 billion.



lor the use ol derivatives. Market participanis
note that in some markets the main constraint
o the development of onshore derivatives
markets is not the legislation, but the regula-
tors” concern about the lack ol knowledge
and understanding of the products (see, for
instance, Ransley, 2002).

Analysts also note that there are risks
related to the nonexistence of hedging instu-
ments, or 1o the fact that thev may be devel-
aped oftshore. For instance, the recent rapid
expansion of local boned markers was sup-
ported by a low interest riate environment,
and some market participants are concerned
that Investors may not have instruments avail-
able to hedge against any reversal in the inter-
est rate cycle, Derivatives bring together
hedgers and speculators that normally tend to
increase the liquidity and smooth price
changes in the underlying securities,
Problems arise when the market becomes one-
sitled, as in Brazil's loreign exchange market
by mid-2002, when the only supplier of for-
vign exchange hedge was the sovereign
itsel £, Similarly, as the experience with equity
miarkets demonstrates, il capital controls or
other regulatory obstacles send markets ofl-
shore, it may be difficalt to reverse the Jow
and develop the onshore markets,

The possibility that the rapid growch of
derivatives may outstrip the risk management
capahilities of end users and the supervisory
capahilitics of regulatory authorities is never-
theless a legitimate concern, Regulators,
therefore, have to strike a balance between
the need o allow for better risk management
and market development and the risk of
increased exposure (o potential valnerabili-
ties. The first line of defense against the Later
is sound and eredible macrocconomic poli-
cies. The second line ol defense is policies
geared toward enhanced risk management
capabilities of linancial institutions, combined
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with up-to-date risk assessment capabilities of
regulators, Both kinds of measures point to
the need o foster transparency and prompt
disclosure of relevant information. A number
of emerging markets have suwrengthened finan-
cial regulation and adopted Basel-type guide-
lines Tor capital adequacy—including [og
derivative instruments—and this would go a
long way toward preventing and mitigating
derivatives-related vulnerabilities, Frequent
contact with market participants and the dis-
cussion and consultation ol regulatory
changes with the industry are also useful for
the early detection of these valnerabilities.
Finally, investor protection arguments suggest
that, even il retail investors” exposures are not
large, efforts should be made to clarify the
nature of risks associated with different instro-
ments, either through warnings in the con-
tracts or other means of investor education,

Sequencing

The development of local securities markets
vaises a number of interesting questions aboul
the optimal sequencing vis-avis the develop-
mentl of other Gnancial markets and institu-
tions—such as money markets and banks—as
well as other macrocconomic and regulatory
policies. Broadly speaking, a comparison of
dilTferent types of lnancial systems, and their
evalution over time, is a comples issue and
there are no simple answers to what would be
an optimal development strategy (see Allen
aned Gale, 2000), Nevertheless, a gradual ancd
complementary approach is benelficial as a
generil rule, though in some cases, a given
seqquencing may be preferable.

home Hnul}'sm sugrrest that it may be oprimal
to develop first a deep local debt marker
belore opening up the capital account. An
example of the former strategy is the path fol-
lowed by Australia (see Eichengreen and

UThe avadlabiliey of derivative instruments and markes woerade them should not be confused with the availabilio
of an abundant supply of “hedge —the laer being relaed to the credibility of macroeconomic policies and the

willingness 1o take one side of the marker.
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Hausmann, 19949), which has developed a
deep local bond market and has some 44 per-
cent of its external debt denominated in local
currency.® This seems 1o be the path chosen
by two large emerging markets—China and
India—that have sizable local debt markers
and have not yet fully opened up o foreign
investors (see IMF, 2002h: and BIS, 2002a).
The potential benelits of developing local
markets in isolation from international mar-
kets have to be weighed against traditional
arguments against capital controls (such as
misallocation of resources, increased costs of
funding, and evasion; see Dooley, 19496), as
well as the fact that market participants argue
that controls have in some instances reduced
liguidity and hence hindered the develop-
ment of local securities markets, ™

Developing external debt markets may also
have positive benelits for the development of
local securities markets, as firms that access
international markets learn issuance tech-
nigues that can be ransferred later on o
their local issuance programs. Countries such
as Chile and Mexico have developed [irst an
external bond market for the sovereign, which
was then followed by the corporate sector, and
afterwards used that experience o grow their
local markets.™ The development of an exter-
nal debt market may also help in mitigating

ome particular downside of an exclusive
reliance on local debt markets. That 1s, in the
event of a debt restructuring, the existence of
an external debt market makes possible the
transfer of a part of the cosis of resi ructiuring
o nondomestic entities. In particular, this can
minimize disruptions associated with banking
crises, when domestic banks are a significan
holder of a sovereign’s dehi,

The development of well-functioning
money markets appears 1o be a critical firsi
step in developing corporate bond markers

(see Schinasi and Smith, 1998), as well as
derivatives markets. Money markets provide
an anchor o the short end of the vield curves
and are critical for the pricing of fixed-income
securities and derivatives. Korea and Thailand
provide examples of the difficulties of devel-
oping a secondary bond market and the asso-
ciated derivatives markets without the support
ol a money market (see Cha, 2002; and IMF,
2002h).

Although local securities markets can pro-
vide an alternative source of funding to the
banking sector, especially during banking
crises (Greenspan’s “spare tire”), a sound and
well-regulated banking system can be a neces
sary complement o the development of local
securities markets, Banks can play a number
ol supporting roles [or securities markets: they
can be large holders ol securities, underwrit-
ers and market makers, issuers, and guaran-
tors, as well as arrangers of securitizations (sec
Hawkins, 2002). The large involvement of
banks in the securities business requires
appropriate regulations (“hrewalls™) to pre-
vent the issuance of bonds to repay loans and
subsequent sale of the bonds to an asset man-
ager subsidiary at higher-than-market prices,
Banking and bond markets could be devel-
oped in tandem, building an appropriatwe reg-
ulatory and institutional framework to
encomprass both,

Finally, local securities markets remain
highly segmented in most regions, and a num-
ber of measures would have 1o be undertaken
to develop fully integrated, regional markets.
Despite their recent growth and deepening,
Asia’s domestic currency bond markers, for
instance, are largely insulated from each
other. Domestic investors in several countries
are not allowed o invest in internatonal mar-
kets, and foreign investors are not atracted by
the low vield and costly hedges. Analysis note

¥ he authors cauton, however, against attempts o follow this path—namely to reverse the opening of the capial
account—ior countries that have [ollowed alernatve SCCUCTCING SUralcgies.

FChile is sometimes mentioned as an example; see Ciluentes, Desormeans, and Gonzalez {2002),

Fuan (20041) shows that issvance of sovereign bonds in intermational markets creates informatonal externalines

that improve the lguidity of corporate bonds,



that, hesides the removal of controls and har-
monmizaion of mxes, several mstiootional
aspects of bond markeis—such as contracts,
unrlrnvl'iting. and settlement conditions—
would have 1o be standardized 1o some exient
hefore a pan-Asian market could he creaied
{(see, tor instance, Parsons, 2000 ), However, a
series of c:\rt:rl:l.pping Ijmpnm'[g 0 rIrrw-.lnp a
regional bond market in the region may focus
the anthorites” efforts on the removal of
some of these harriers and conribue
!‘i!’_‘u}{'fl up the process. ™

Conclusion

Local securities and derivatives markets
have grown substantially over the Last five
vears, Despite the rapid expansion of local
markers—in particular, local bond markes—
they have not yet developed enough o pro-
vide full insurance against the closure ol
banking or internatonal markets,
Nonetheless, continued efforts w develop
these markets could eventually provide a sig-

CONCLUSION

nificant cushion against futre closures, In
partienlar, these efforts should focus on con-
tinuing to adopt measures geared woward
n.lrt-nglht'.ning market infrastrucore, d(*!.'r'lup-
ing henchmarks and local instoional
IMVestors, and improving corporaie gover-
nance and IFANSparcney. Maoreover, l'il_,’!t"rllli’
the exisience of :mlhiguitim CONCErNIng some
policies (the “gray areas”) relaved 1o the devel-
apment of local securities and derivatives mar-
ke, several measures could sl be
undertaken, while monitoring and controlling
their potentially negative side effects, For
instance, well-developed derivatives markers
provide efficient instruments tor risk manage-
ment, and experience shows that sound
macroeconomic and regulatory policies can
largely mitigate their potentially negative
eftects on financial smabilive. Similarly, indexed
mstruments contribute to increase duration in
fixed-income markets, but excessive indexa-
tion to toreign exchange could lead w bal-
ance sheet mismatches and unstable debi
dyvnamics and, hence, should be discouraged,

T hese inclode work aimed o developiog local bopd markets by APEC, the ASEAN+3 group, and o tecent pro-
posal by the Asian Cooperation Dialogue (ACTT) The Tnter would involve o set of Asian governmenis lamching a
regional bond fund, lnanced by Asian central bamks, that woule *catalvee” lrges investments from institutional
investons and would invest inirially iu LIS, duollar, evra, and ether nonregional cuprency bonds, Liter diversifving
inter lecal currency bonds from government and corprarite issers,
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key policy prescription for fending

off financial crises in CIETEIng mar-

kets has been the development of

local bond markers, and this strategy
has been embraced by a number of policy-
makers and international organizations (see
World Bank and IMF, 20001 ). From a macro-
CConomic perspective, local bond markets
could solten the impact ol lost access o inter-
national capital markets or bank credit by pro-
viding an alternative source of [unding. ¥
From a microeconomic perspective, they
could help create a wider menu of instru-
ments (o deal with inherent currency and
maturity mismatches in emerging markets
(see Eichengreen and Haosmann, 194949; and
HEMA, 2001).

In part as a result of the implementation of
this policy preseription, emerging local boned
markets have grown considerably over the past
five vears, and they are g‘l':lrluull:: h-:w'mning an
alternative source of funding for both sover-
eigns and corporates. Alsa, as it hecomes eas-
ier to invest across borcders, local instrumenis
are also attracting the interest of global fixed-
income investors, In this chapter, we assess

recent trends in emerging local bond markets,

with particular attention to how they relate 1o
global bond markets and internatonal capital
Mows,

Size and Structure of Global
Bond Markets

The size of global bond markets reached
3435 trillion by the end of 2002, and overall
the ssuance of international bonds has

EMERGING LOCAL BOND MARKETS

expanded relative o domesnc issuance,
Indeed, international bonds constmite 20 per-
cent of the global market, compared 1o 11
percent in 1997, Maoreover, cross-horder -
ing of hands has become a key component of
international capital flows (see Merrill Lynch,
2001 ). While such cross-border trading has
affected emerging as well as mature markets,
foreign participation in local emerging bond
markets remains limited, Nonetheless, global
bond [und managers have recently shilted
their global benchmarks away from pure gov-
cronment indices, and are increasingly looking
al investment opporiunities in emerging bond
markets (see Emerging Markets fiveston, 2001).

Emerging bond markets have been growing
faster than other bond markets, but so far
they are just 6 pereent of the global market
{Table 5). Although foreign investors have
tended ro focns on foreign carrency external
debt issued by emerging markes, the size of
the local hond markets is four times as large
(i.e., 51,980 billion versus 8512 hillion of
external bonded debi: see Table 5).

The structure of emerging bond markets as
a whole is similar to that of the mature mar-
kets, with around two-thirds of bonds issued
by governments and financial institutions, and
the rest distributed between corporate
(around 10 percent) and international bondds
faround 20 percent, Table 5). There are, how-
ever, some notable regional dilTerences. While
Latin American markets are dominated by
domestic government and international
bonds (47 and 39 percent of the wtal, respec-
tively), Asian bond markets have a larger
share of corporate bonds (18 pereent; even

WSee Greenspan (1999). However, while bond markets and banks lave served as backup forms of financial inter-

roecdiation in the Ulnite

el States, empirical evidence for a broader set of countries shows a positive correlation

between hank lending and bond issuance—see Hong Kong Manetary Authority, FIKMA {2001,
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Table 5. Size and Structure of the Global Bond Markel in 2002
{Naminal value in bitions of U.S. doliars)

Domestic
Government! Financial instifutions Carporate Intarnational
Total Bona  Percentof Wordd  Billions of  Percent  Billions of  Percent  Bilons of  Percent  Billions of  Percant

Caountry Outslanding  Bond Market U5, doflars  of fotal WS, dollars  of il US. dollars  of (otal U5, dollars — of total
United States 19.014.7 44.5 4.520.5 238 93239 9.0 24192 127 27421 14.4
Euro area? 10,0421 235 3.828.1 381 21624 215 4922 449 3,559.4 354
Japan 7.0051 164 48375 g1 11578 16.5 b 10.7 2571 a7
Other mature markats 4,193.2 98 1.275.3 304 927 .6 221 4662 114 1.624.1 363
Suhlatal 40,2551 84.2 144704 358 13,5717 337 41303 0.3 80827 201
Emerging Markels
Agia 1.541.0 36 6453 418 418.0 27.2 274.2 17.8 202.5 13.1
Latin America 504 1 14 280.4 47 2 57.7 a7 6.4 45 215 6.6
Eastern Europe, 356.5 0g 256.3 7.9 127 3.6 &0 2.2 79.5 223

Middle East,

Africa
Bublotal 2496 5.8 11820 474 489.4 196 308.7 12.4 511.5 20.5
Total 42.746.7 100.0 15,652.4  36.6 14,061.1 iz9 4,439.0 10.4 8,604.2 201

Saurce: Stafl estimates based on BIS Statistical Tables on Securities

iSince 2002 RIS has reclaseified data on honds issuad by government agencies tn public financial institutions and public corporate issuers a8 appropriate,
Jincludes bands Issuad by governmeants, financisl instiiutions, and corparates in international markels

JEurn area includes a tofal of 11 members of the euro zone, exchuding Luxembourg

larger than the 13 percent in the United
States) and a relatively smaller share ol inter-
national bonds, The vest of the emerging mir-
ket universe is also dominated by government
bands, with 72 percent of the otal market—a
share comparable o that of the Japanese
bond market.

Local Bond Markets as an Alternative
Source of Funding

The rapid growth of emerging local haned
markets over the last Live vears has been a nat-
ural outcome of financial crises. It also stems
from the desire of governments, banks, and
corporates 1o substitute domestic for external
sources of finance to protect themselves
against the on-ofl nature of access W interna-
tional capital markets.

Unuil the mid-1990s, emerging local bond
markets were generally underdeveloped, with
restricted demand for lixed-income products,
it limited supply ol quality bond issues and
inadequate market infrastruciure, However,
particularly in the period alter the Asian crisis,

many governments have made determined
ellorts o overcome these limitations.
Nonetheless, there are reégional dillerences in
how rapidly the markets bave developed. In
Asia, the growth of local bond issuance has
heen driven by the need 1o recapitalize bank-
ing svirems and more recently 1o finance
expansionary fiscal policies. The lack of bank
credit has also contributed o some increase
in corporate bond issuance, not just in Asia
but also in Latin America, In the lawer region,
the rapid growth of local institutional
investors has driven the growth of local bond
markers, together with large relinancing
needs of the corporate sector ina difficult
external environment. Finally, the buildup of
institutions—such as debt management agen-
cies—and the harmonization ol regulations in
the process ol accession to the European
Union have contributed to the growth of
these markets in the Czech Republic,
Hungary, and Poland—the so-called CE-3
countries.

A number ol countries hive made substan-
tial progress in the development of government
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bond markets, but progress has been slower in
corporate bond markets." While this has
been the sequence of market development
abserved in many countries, there is neverthe-
less a visk that improved bond markets and
debt management strategies could lead to
excessive government debt issuance and
crowding vut of the corporate sector,

Government Bond Markets

While the increased issuanee of government
biemels Tas primarily reflected the financing of
hscal imbalances, there have been cases where
governments have engaged in deliberae
ciforts 1o develop debt markets even without
immediate fiscal needs. A large number of
emerging markets have adopted debr manage-
ment policies aimed at ensuring that “the gov-
eroment’s financing necds and its payment
obligations are met at the lowest cost over the
medinm o Iung run, consisient with a pru-
dent degree of risk” (see World Bank and
IMF, 2001). A ﬁl*runr]::lr}' bt sommenmies
qull.'ﬂ]:.' prominent objective has been the
rir'w-lupnwnl ol the bond market through a
vumber of policy initiatives, These initiatives
have included increasing market depth and
transparency through preannounced and reg-
ular issuwance programs, establishing bench-
mark issues and yvield curves, improving
market infrastruciure, and developing a local
mvestor base. In addinon, some countries,
such as Chile, Hong Kong SAR, and
Singapore, have also made efforts i develop
their bond markets even in the absence ol

explicit Ascal needs,

Increasing Market Depth and Fstablishing
Benchmark Issies

Significant progress has been made in the
development of local bond markeis in Asia,
with most progress concentrated in the gov

ernment bond segment. In Thailand, for
instance, the outstanding value of the total
Boned market has increased from 10 percent of
GDP in 1996 w0 57 percent of GDP by the end
ol 2002, with the largest increase in the gov-
ernment bond segment. The ministry off
finance has established and announced a reg-
ubar program Fer government bond and treas-
ury hill issuance, with maturities ranging from
1 ter 20 years, Similarly, the outstanding stock
of government bonds increased by more than
10 pereent of GDE in 1998 in both Korea and
Malaysia (10 16.1 and 31.5 percent of GDP,
respectively: see Table 6), and have continued
tor greoww. Both markets continoe to be domi-
matedd by corporate bonds, but governments
have also made recent effors o develop
henchmark vield corves, Before 1998, marker
participants used threeyear guaranteed cor-
porate bends as benchmarks in Korea, bat
since then the muhonties have increased
ssuance and umbed several ssnes intn stan-
dardized reasury bonds than arve currently
issued up to vear maturites, Despite gov-
ernment effors 1o develop a benchmark
curve, market participants note that establish-

ment of the curve in Malaysia has been com-

plicated by the plurality of contenders For the
title of “government bond” (see Moody's,
20002),

China's government local bond market has
grown in a remarkably short period of tme o
become the largest in the region (excluding

Japan). The ol outstainding of treasury

bonds reached 20 percent of GDP in 2001
and 1t declined somewhat in 2002, but the
stock of radable bonds has contnued 1o rise,
In 2001, the treasury added 5-year and 20-
veur bemdds to the existing stock. The govern-
ment has a quarterly issuance calendar, and
around 50 instinnons partcipate in the ane-
tions. More recently, the authorities have
announced thar they may use the local hondd

WA i previous reports, only a select sample of enoergiog markets is covered in this chaptern, These countries ane
those that have been visited by the stall in the past two years, aned where information on recent developments is

st peto-dane,



Table 6. Selected Emerging Local Bond Markets: Amounts Outstanding

{In parcent of GOP)
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Asia

China

Honp Kong SAR

Malaysia

Singapore

Korea

Thailand

Latin America

Argentina

Brazil

Chile

Maxico

1984 1995 1936 1987 1988 19493 2000 2001 2002

Domestic Bonds 23.3 24.9 26.4 24.9 336 35.5 35.1 38.8 40.3
Governmanis 11.5 12.0 13.5 4.1 17.9 8.4 187 22.0 214
Corparalte sector 11 1.5 1.8 2.8 4.6 5.3 5.2 57 6.6
Financial institulions &r 9.3 4.1 7.4 1.1 0.8 10.3 11.7 12.3
Domestic Bonds 260 206 ara2 223 67 g 405 4.7 472
Governmeants g3 8.1 8.2 7.3 124 15.0 16.0 183 188
Corporate seclor 59 6.3 6.7 4.7 LI 8.8 8.5 92 1o.Q
Firrancial institutions 11.8 122 122 10.3 158 16.1 159 173 154
Dromestic Bonds 12.2 13.3 14.6 18.0 241 29.5 329 348 333
Governments 4.7 5.6 6.4 .5 101 13.0 153 174 163
Cormporate sacior 07 06 05 07 04 18] 1.0 na 0.8
Financial institutions 6.7 7.1 7.7 a8 132 156 166 165 16,2
Domestic Bonds 12.5 16.8 215 237 244 265 258 266 274
Governments 6.1 64 76 15 7T az 84 a4 83
Corporate sector 13 1.8 1.7 20 1.8 30 3.0 30 24
Financial instilutions 6.2 986 1232 14.2 14.7 154 145 146 15.2
Domestic Bonds 720 70.2 72.5 56.9 85.8 83.5 83.0 94.4 6.9
Governments 422 365 299 19.4 5 nz .4 383 8.7
Corporate sactor 153 176 213 208 338 432 453 479 298
Fimancial institutions 14,5 16.2 182 16.8 20.5 a1 b2 10,0 11.1
Domestic Bonds 286 276 270 25.2 345 433 454 583 638
Governments 15.8 15.8 16.1 138 202 251 26.3 A28 6.3
Corporate sector 0.0 0.0 0.0 25 al 43 45 6.5 6.8
Financial instilutions 129 1.8 10.8 89 111 141 145 19.9 20,7
Domestic Bonds 46.0 464 459 273 757 65.4 58.3 69.3 B25
Govermmenls 84 g4 g4 8.3 161 1749 15.9 183 20,7
Corporais sector 151 16.2 174 112 421 754 230 278 28
Financial Institutions 22.0 21.8 201 109 274 216 19.3 23.2 280
Domestic Bonds 96 9.2 96 6.3 211 257 254 34 ir4a
Goyarnments 1.7 1.0 04 0.2 10.1 133 13.6 16.0 228
Corporate seclor 21 21 28 19 3.0 a4 40 49 51
Financial institutions 58 6.1 6.4 4.2 8.0 8.5 ia 10.5 9.4
Domestic Bonds 207 233 263 287 2.7 3.3 295 321 287
Governments 136 15.7 181 21.6 2249 24.5 235 259 222
Corporale seclor 0.8 0.5 [1h] 1.0 L1 1.4 1.6 1.7 20
Financial insfituions 6.5 1 65 &0 i 54 44 45 45
[Domestic Bonds 118 10,0 107 1.7 13.4 150 16.5 13.9 25.2
Govarnmenis B9 77 78 T8 B.7 10.1 11.6 81 12.2
Corporate sectar 13 12 1.2 14 24 26 26 27 Bd
Financial institutions 1.7 11 17 2.3 23 23 24 20 46
Domestic Bonds ny A28 a8z 426 488 6.1 487 61.2 472
Governments 18.6 bl b 28.0 @y 36.5 455 4.5 5.3 380
Corporate sector 0.0 0.0 0.1 0.6 03 0.4 08 0.5 0.4
Financial institulions 131 11.5 101 9.4 13.0 101 .7 83 B.8
[romestic Bonds 439 9.7 426 442 42.6 452 46.6 522 529
Governments 30.0 262 278 291 26.6 278 283 28.4 24.0
Corporate sactor 44 33 a0 23 24 16 4.8 a7z a8
Financial institutions 4 10.0 11.7 128 131 137 133 1456 14.0
Domestic Bonds B8 1.7 73 896 Ba 11.8 127 14.2 139
Gavernments .7 6.3 5.7 748 71 8.6 101 120 120
Corporate sector 0.5 & 0.5 1.0 12 1.3 18 1.5 13
Financial institulicns 0.6 0.8 1.0 0.7 0.6 0.9 0.6 0.7 0.6
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Table 6 (concluded)

1994 1995 1996 1997 1998 14998 2000 2001 2002

Eastarn Europa Domestic Bonds 216 213 211 M7 2584 261 2 207 J86
Governments 207 198 19.4 18.7 230 238 25.0 285 36.7

Corperate seclor 0.3 05 a7 1.0 2.9 L1 1.3 1.2 1.3

Finamcial fnstifutions (111 09 1.0 .1 1.1 LT 1.2 1.0 1.2

Czech Republic Domestic Bonds 17.5 233 21.5 236 9.3 455 45.5 454 61.0
Governments 14.1 1.5 14.6 159 2 6.4 348 362 51.8

Corporale sector 1.0 1.9 26 32 33 44 52 48 4.6

Financial institutions 27 a8 42 45 47 47 54 46 47

Hungary Domestic Bonds 2819 26.4 334 308 336 345 354 TR 483
Governments 28.4 25.7 328 284 kol 32.7 333 356 458

Caorporate sector 0.2 0.4 04 15 1.1 1.2 1.5 1.5 1.7

Financial institutions 0.2 nz 02 0oy 04 06 06 0.8 na

Poland Domestic Bands 202 16.8 17.2 16.7 17.6 168 19.6 24.2 271
Govarnments 202 18.8 17.2 16.7 17.6 169 196 242 |

Corporate sector 0.0 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0

Financaal institutions 0o 0.0 0.0 0.0 0o 0.0 0.0 0o 0.0

Sources: Bank for Intarnational Settlemants; and IMF staff estimates

market to finance the restructuring of the
banking sector.

For governments that have consistently run
fiscal surpluses, the development of the local
bond market involves a series of costs, espe-
cially when there are lew high-return uses for
the funds raised. The Hong Kong SAR author-
ities nonetheless argue that publicgood
aspects of bond markets justily some degree of
official involvement in their development—in
particular those related w market infrastoac-
ture (see Yam, 2001), and the Singapore
authorities appear W have been willing 1o
incur costs related o the development of a
government yield curve under the beliel that
the benelits of becoming a regional bond cen-
ter dominate the implied costs,™

Both linancial centers have undertaken
explicit measures to help develop the market,
The Hong Kong dollar bond market was one
of the first domestic bond markets w develop
in Asia, and it bas grown from 13 percent of
GDP in 1994 to 27 percent of GDF in 2002
(Table 6). The HKMA has established a gov-
ernment bond curve up to 10 years through

the Exchange Fund Notes and Bills program,
but issuance is limited by the currency board
arcangement and ample fiscal reserves, Given
the limited size of the oustanding issues,
some market participants argue that the inter-
esl rate swap curve constitutes a more liguid
Benchmark. Singapore has taken a much
more proactive approach o develop the bond
market and accelerated the issuance of
Singapore Government Securities (SGS): the
outstanding amount has doubled from 14 per-
cent of GDP in 1997 1o 36 percent of GDP in
2002, In August 1998, the Monetary Authority
of Singapore began issuing 10year SGS and in
September 2001 it extended the yield curve to
15 years, Meanwhile, issue size has been
increased o around 2.5 billion Singapore dol-
lars (USS1.5 billion) and the monetary
authority has conducted bond purchase oper-
ations o rechannel liquidity from small-size,
ull-the-run SGS issues into larger benchmark
bonds. As a result of these efforts, in April
200, Singapore became the first Asian coun-
try outside Japan to be included in J.P.
Maorgan's Global Bond Index.

AL vields in Singapore Government Securities (SG5) have generally heen lower than thase of (7 securities, the
costs of developing the market—including those of managing securities issuance and aperating the SGS trading sys

tem=—are likely to have been rdther small.



The gmwth and deepening of government
bond markeis in the CE-3 countiries has been
suppaorted by strong institutional develop-
ment, in particular by the early establishment
ol puhli-:' debi management agencics. For
example, the Government Debt Management
Agency of Hungary (AKK) and the public
debt department of Poland's ministry of
finance have pursued issuance sirategies
ammed at nunimizing their exposure to loreign
exchange and rollover risks,™ while develop-
ing local government bond markets. In the
local market, Poland’s issuance strategy has
been designed to increase the liquidity and
extend the maturity of the treasury securities
market, but it has also been required to adjust
o budgetary pressures, Issuance of existing
series of securites has been increased at the
expense of the intraduction of new series, the
number of auctons has been reduced, and
reverse auctions have been recently intro-
duced to inerease the size of key benchmark
issues. Despite plans to lengthen the maturity
structure of government securities, budgetary
pressures and successive reductions in short-
term inierest raies led o an increase in the
issuance of treasury hills in the second half of
2001, and the share of such instruments in
total debt increased o 18 percent by the end
of 2001 from 16 percent in December 2000.
However, this was countereed by the sover-
eign s recent issuance of the firs 20-year loeal
hond from the region.

Hungary's AKK has been instrumental 1o
the development of a liquid government deb
market and has recently focused its issuance
strategy on smoothing the ransition from a
forint-denominated debt market 1o a euro-
denominated debt market. The agency real-
izes that the separation of the external and
domestic debt markets will become redundani
with the adoption of the curo, As a result,
market practices have been brought in line

¥Ax a result of this strategy, foreign currency debt as a percent of wotal government securi
percent in 1997 10 42 percent in 2001 in Poland, and from 41 percent to less than 30 percent in

same period.

LOCAL BOND MARKETS AS AN ALTERNATIVE SOURCE OF FUNDING

with thase of the euro ;r.-::n-:'.—im'ludit'.g price
caleulations, quotations, and the use of
annuzl coupon payments. The agency has also
continued o lengthen the matrity of govern-
ment debt and this has been reflected in the
recent issuance of a 15vear forint-denomi-
nated boned.

The Czech Republic also exiended the gov-
ernment local vield curve 1o 15 vears in

January 2001, However, treasury balls with

maturities of up o one year still form over
one-hall of the government debt, which
increases rollover risk at a ume when the
deficit is about 5 percent of GDE,

In Latin America, Brazil had the largest and
fastest growing government bond market until
2001: domestic public debt had grown from
33 percent of GDP in 1997 1o 51 percent in
2001 (Table 6). By the end of 2001, the total
amount of public debt amounted 1o $525 hil-
liem (63 percent of GDP), of which $270 hil-
liom corresponded 1o domestic boneds and $55
hillion o external bonds. The authorines have
undertaken a series of measures o improve
the conduct of pllhli:' debt management, bt
macroeconomic instability has hampered
elforts to build up a benchmark vield curve.
The main focus in terms of risk management
has been the avoidance of refinancing risks.
In this respeet, the authorities have success-
tully exiended the average mawrity of the
domestic debt—from around 10 months in
1999 1o 35 months ar the end of 200]1—and
have achieved a smoother redemption profile,
with the share of debt mamring in 12 months
falling 1o 26 percent of the total by the end of
2001, compared with 53 percent in 1999,
However, the objective of lower refinancing
risk was achieved at the expense of higher
market and credin risk, as investors required
indexation to overnight interest rates and
exchange rates to extend maturities. The
resulting increase in indexed debt (see Box 2),

es declined from 55
Hungary in the
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Box 2. Indexed Bonds

Indexed bonds are becoming more popular
among investors and issuers in the mamre
markets, but they have a long history in
inflation-prone emerging markets (see
Merrill Lynch, 2002). The development of
infation-indexed (or infladon-linked, 1L)
bonds in the mature markets started with the
mtroducton of 1L Gilis in the United
Kingdom in 14981, in response 1o highly
volatile and negative real returns experienced
b}' pension funds. A number of other mature
markets for indexed bonds developed in the
19805 and 19905, with the United States and
France the latest to join in 1997 and 1998,
respectively, However, 11, bonds became popu-
lar in high inflation emerging markets during
the 19705, prompting a debate of the costs
and benefits of such instruments that siill
continues.

The discussion of the costs and benelits of
I1. bonds indexation is nsually focused on the
macroeconomic consequences of indexation,
but the issue also has important implications
tor financial markets. Proponents of 11, bonds
argue that they may lower the cost of funding
for the government and that they provide
information en inflation expectations and
incentives for governmenis 10 keep inflation
down, Detractors of IL bonds make the case
that indexation of financial assets may spill
over to labor markets and conmibute to make
inflation more persistent and costly, However,
there is almost a consensus that [L bonds pro-
vide riskshanng opportunites 1o invesiors
and issuers alike, and that they contribute o
complete asset markets in an efficient way,
There 15 less agreement though on whai role
the government should have in the provision
of such contracts, but a case can be made for
the government to publish and coordinate
the use of an L unit of account to be used in
such conuacts (see, for instance, Camphbell
and Shiller, 1996). 4

Recent experiences in Latin America pro-
vide some useful insights on the costs and
benefits of 1L bonds, as wellas on other

aspects of indesation, In particular, they show
that indexation could help deepen and
lengthen both private and public bond mar-
kets, but that they need to be complemented
with stable marroeconomic policies and capi-
tal market reforms that Favor the creation of a
large institutional investor base.

The creation of the {nidad de Fomenta (UF),
an indexed unit of account, together with the
development of a strong institutional investor
base, has played a central role in the develop-
ment af the local Chilean bond markes. In
particular, most corporate bonds in Chile are
indexed to the UF, and this conmributed o
the recent growrh of the corporate bond mar-
Ket, as well as o the long maturities achieved
in local currency bonds. Local corporates
generally issue bonds in two ranches, ane of
live to eight years, targeted o pension funds,
and another of 20 years or moere, tangeted to
insurance companies. Tight regulations on
asset and liability management for insurance
companies have generated demand for long-
dared paper, and issuers have gone up (o 5
years. Analysts argue that, had it not been for
the required use of the UF [or many linancial
contacts and for the development of 4 UF-
denominated government bond marker, the
fixed income market would have developed
toward shorter-term, dollardenominated
securities (see Walker, 2002).

In Brazil, efforts wo deindex the stock of
domestic debt during the successful Real Plan
of 1994-98 led toa relatively large share of
fixed-rate debt (approximately 60 percent of
the woal) by mid-1997, However, increased
instability in the wake of the 1998-99 finan-
cial crisis reduced drastically the share of
fixed-rate bonds, and the authorities had w
inerease the supply of bonds ndexed to the
overnight interest rates and the LS, dollar in
order to reduce refinancing risk. Also, the
authorities did not want to lock in high real
interest rates or undo the deindexation (o
inflation) achieved during the Real Plan,

As a result, IL bonds have regamed



importance only gradually, and most of the
rest of the financial system is indexed 1o
overnight interest rates.!

ML bonds were around 12 percent of tatal gov-
ernment deht in 2002, compared to 20 percent in
the United Kingdom.

combined with money and foreign exchange
market pressures, has led oo a complicated
debt dynamies that was associated with a shore-
ening of maturities by mid-2002, Indeed, as
concerns about politieal developments intensi-
fied in the April=June 2002 puriml, the aver-
age mamrity of the mmﬂ.rrign*ﬁ domestic del
tell from about 36 months in April 1o 52
months in September. Also, there was s sharp
drop in the stock of domestic government
debt toward the end ol the year (Table 6),
due o the substitation of external and central
bank debt for domestic treasury debr. With
the successful political transition in early
20013, the average maturity of the debt has
started o recover somewhat.

In contrast to Brazil, Chile has experienced
a long period ol government surpluses and
has locused on building an external vield
curve to serve as a benchmark for private
issuance. Following what the authorities saw as
an inadequate assessment of the Tundamentals
underlying Chilean corporate debi in the
altermath of the Asian crisis, they came w the
view that the existence of sovereign external
debt instruments would increase foreign
investors” research on the country’s funda-
mentals and would contribule tooa more accu-
rale pricing of corporate instruments in
international markets, Also, the Chilean cen-
tral bank has built a local vield curve in
{nitdades de Fowento (or UFs, a unit of account
linked to the evolution of the GPL, and 1s cur-
rently trving to inerease the issuance of peso-
denominaied debr This [JITPI:'.'.'..‘iFi ol

LOCAL BOND MARKETS AS AN ALTERNATIVE SOURCE OF FUNDING

Only recently a market for infladon-linked cor-
porate bonds has reached volumes that are still
a fraction (in terms of GDP) of those seen in
Chile, in mamrities of three to six vears,

nominalizaton of the central bank debt,
armed ar improving the conduci of moneiary
prilicy sinee August 2000, has generated a
number of trransitonal iss0es as invesiors gen
userd to the change in numeraire. In particu-
lar, the change has disrupred the swap marker
and the pricing of long-term UF instruments
with remaining maturities of less than one
vear. The authorities have stopped the
issuanece of Ub-denominaed debr of less than
60 days, and have successtully issued peso-
denominated bonds up o fvevear maturities,
They hope to gradually continue to extend
the peso curve, with the aim of having a coex
istence of peso and UF instuments between
two and five vears, leaving the UF o continue
to dominate the long end of the curve.

The main driver behind the growth of the
local debt market in Mexico continues 1o be
the lfederal government, which has linanced
moderate deficits exclusively in the domestic
market since 1996, In the altermath of the
1994495 lnancial crisis, the authorities
increased the average life of the stock of
domestic debt from eight months in 1995 w0
27 months in 2002, in part through the
issuance of foating-rate bonds and inflation-
indesed bonds. More recently, sustained
macrocconomic stability and a low level of
local government delbt (at just over 12 percent
ol GDP in 20002; Table 6) has allowed the sov-
ereign o inerease substantially the issuance of
fixed-rate peso-denominated debr Issuance of
three- and five-vear instruments sinee the first
half of 2000 and of 10year instruments sinee

3
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July 2000 has allowed the sovereign o bring
the share of lixed-rate debt w 26 percent of
the total by the end of 2002, The authorities
have also taken a number of steps w increase
the liquidity of these benchmark insuuments,
by reopening existing issues and reducing the
[requency of auctions. This has, in urn, con-
tributed o a healthy growth of the corporate
bond market in 2002-03,

Imprroving Market Infrastructure

A number of countries have improved their
irading and clearing and settlement systems.
In particular, the HEMA has recently focused
on bringing an international dimension o
this aspect of the local bond market
Fullowing the buildup of a paperless clearing,
stettlement, and custodian system by the
Central Money Markets Unit (CMU}, and the
mtroduction of a Real Time Gross Settlement
(RTGS) payment system and a delivery-versus-
payment system for securities in the mid-
19905, the HEMA linked up with Euroclear
and Clearstream, as well as with other local
markets—including Korea in 1999 and China
in 2002, And more recently, i replicated the
Hong Kong dollar infrastucture for the ULS,
dellar, though use of the Facility has so far
heen moderaie.

Many countries have also created a system
of primary dealers, but some have not done o
o dio not even consider it necessary for the
adequare functioning of the market, In Chile,
for instance, honds issued by the central bank
are placed directly through a public auction
in which hanks and institntonal investors can
participate. As they have provideed a siable
source of demand for the securities, the
authorities have not found it necessary o cre-
ate a system of primary dealers (see Cituentes,
Desarmeanx, and Gonzalez, 2002, However,
the risks associated with the lack of primary
dealers, in wrms of undesirable pressures
around key auction dates, were exemplitied
with Poland’s experience in early February
2002, According to marker participants, the
announcement by the Monewary Palicy

Committee that it intended to stop reducing
interest rates (rates had been cut by more
thin 900 basis points in the previous 12
months), combined with the prospect of a
sharp increase in bond issuance (to settle
indebtedness problems with the pension
funds) and a relative heavy amortization
schedule, led a large number of foreign
investors Lo close their positions in the five-
vear bonds; domestic investors then report-
edly rapidly jpined in the sale ol live-vear
bonds. Traders in London argued that the
lack of primary dealers made it diflicult for
the Polish authorities 1o gauge market senti-
ment in critical junciures. The authorities
have been working on a primary dealer system
but are rather skeptical as 1o how much better
channels of communication with market par-
ticipants would help in the management of
key auctions.

I.lﬂ.-efﬂpfng a Local Investor Base

In Asia, banks continue o be large players
in local bond markets, Banks typically hold a
Large share of short-term government debt o
meet liguidity requirements aned they domi-
nate the short end of the bond market.
However, bond market issuance has recently
outpaced the growth of banking sector liahili-
ties in most Asian markets, reflecting an
expansion and broadening of the investor
base. Long-term insttutional investors, such as
life insurance COMPATIHEeS, have attempred o
increase the duranon of their asseis, and this
has made them ready purchasers of longer
maturity government securines. However, the
asset needs of insurers are |||1Iikfiy 1 be met
anly through government securities, as the
vield on such instrumenis s insufficient 1o
meet the guaranieed returns offered on life
insurance praducts. Hence, in the current low
rate environment, insurance companies have
heen lorced 1o look tor a vield pickup in cor-
porate honds or credit derivatives or 1o seek
gains through more active trading,

The development of a local insttutional
investor base, as a result of pension system



and capital market reforms, also contributes
o the increasing depth and stability ol local
bend markets—especially in the CE-3 and
Latin American bond markets. Pension l[unds
hold around 10 percent of wial government
debt in Hungary, and a somewhat lower per-
centage in Poland: but they are a steadily
growing and stable source of demand. In
Latin America, where pension reform started
even earlier than in central Europe, pension

funds are major players in local bond markets.

In Mexico, for instance, private pension funds
hold one-fourth of local government bonds,
and the percentage is even larger in Chile—
where assets under management are 55 per-
cent of GDP (see Roldos, 2008),

Several emerging market countries have
also developed a thriving domestic mutual
fund industry. For instance, the mutual Tund
industry in Brazil has more than $150 billion
(30 percent of GDP) in assets under manage-
ment and is the largest holder of government
securities ogether with the banking industry,
The number of local mutual funds and thei
toataal Funds under management has also
increased rapidly in Thailand, where they
have become important investors in the gov-
ernment bond market. The authorites have
madde interest income and capital gains from
local-bond mutual funds wmx exempt, and this
has led to the development of more than 80
Axed-income mutual funds with 1ol nel assct
value of 51,58 hillion.

Rewail investor demand for bonds has also
grown in Asia, thmugh. among other ways,
direet sales of honds through bank branches,
In Thailand, retail investors have hought a
large share of povernment boneds 1o ke
advaniage of the yield pickup relative 1o bank
fl{'pmilg. Fiimil:l.rl!l.f the l"‘-:'.np]v'x Bank of China
has just approved new rules to allow commer-
cial banks to offer sales of interbank-tracded
government bonds o meet an inereased
demand from retail investors, Generally, gov-
ernment bonds have paid shightly higher
coupons than the ene-year savings deposit
rates mandated by the central bank.

LOCAL BOND MARKETS AS AN ALTERNATIVE SOURCE OF FUNDING

Foneign pacticipation in local government
bond markets has declined markedly since the
Russian crisis of 1998, and, despite govern-
ment ¢llons w develop Bond markets and the
removal of capital and exchange controls, For-
cign participation seems o be meaningful
only in the CE-3 countries. The foreign
investor base for local bonds in Hungary aned
Poland is relatively Large, as "convergence
plays,” which take advantage of the declining
path of interest rates driven by the expected
convergence ol inflation rates o euro zone
rates, continue o attract substantial foreign
interest. Foreigners hold around 12 to 15 per
cent of total outstanding debt in both mar-
kets, but participants estimate that the
percentage is closer to 30 to 40 percent when
measured relative to total marketable debe or
in terms of wrnover. In Korea and Mexico,
foreign holdings of local debt are around 2 w
3 percent of wital owstanding stocks, bul here
also the figures appear to be an underesti-
mate. Market participants attribute the even
lower forcign participation in Brazilian and
Chilean local securities markets to a number
ol [actors. Despite the removal of most capital
contrels and the simplification of investment
regulations, the existence of withholding
taxes, the possibility of diseretionary increases
i other maxes—such as the Financial
Operations Tax—and the use of indexation
and non-standard pricing conventions deter
foreigners from buying Brazilian local securi-
tics. Foreign investors have had limied inter-
estin local Chilean bonds because of
historically low interest rates and the wide-
!i.[:ll‘(.‘l-lrl'l use of UFdenominated instruments.

Corporate Bond Markets

The authorities” elforts to develop local
bond markets, combined with the corporate
sector efforts w diversify away from refi-
nancing and foreign exchange risks, have con-
tributed to an expansion also of local cor
porate bond markets in most emerging mar-
kets—with the exception perhaps of countries
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Figure 2. Corporate Bond Issuance in Selected

Emerging Markets
{In bitkons of LS. dallars)

N Domestic lEsuance R nrernational lssuance

Asia

= &0

1997 a3 g0 2000 n 02

~ Latin America

1987 “ 99 2000 o 2

Sourcas: IMF staff estimates based cn data from bocal central banks and securities

oommissions, 35 well a5 Capstal Mel and Bondware

Noses. Eastern Europe incluges Czech Repubic and Hungary, Latin Americs inchades

Argending, Branl, Chile, and Mazico, Al inchudes Bores, Malaysia, and Thaiand.

in central Eurape, Despite this growth, access
1o local bond issuance has been restricted 1o
top-tier corporates, and it is unclear whether
the resilience and size of most of the markets
are large enough o consider these markers a
meaningtul alternative source of funding.
Also, in most cases increased local boned
issuance has been a result ol a favorable inter-
est rate environment, which may be reversed
il interest raies rise again,

Since 1997, corporare issuance of local
honeds has far exceeded issuance on inerna-
tional markeis (see Figure 2}, Both Korea and
Malaysia already had large corporate honed
markets hefore the crises (11 and 21 percem
of GDP in 1997, respectively; Table 6).4 The
dearth of bank financing, as well as the need
o restructure balance sheets, gave an addi-
tional impetus to these markets, and they
mare than doubled in size over the past five
vears, The Korean authoritics supported the
market through periods of rapid growth and
instability alter the 19497-498 crisis (see below),
as the market struggled o develop a true cor-
porate credit culture, Malaysia's Securities
Commission introduced a series ol measures
to streamline the capital-raising process,
whicl, combined with the process of corpo-
rate restructuring, has supported further
growlh ol an already deep corporate hond
market. The cost of hond issuance has report-
edly Fallen below that of bank loans in
Mualaysta, and bond issuance has dominated
bank lending as a source ol funding since
1997 (see Moody's, 2002),

Hong Kong SAR and Singapore have
encouraged statutory hoards (quasi-
government entities) and govermment-linked
corporations w issue local currency bonds,
but corporate bond issuance remains i small
raction of the market and is concentrated in
high-quality issuers. Some lforeign corporates
have issued in Singapore alter the country

A< most Korean corporated bonds were guaran-
teweed by ks, some analvsis considered the bond
market 1o be an extension of the banking svarem.



opened its market o foreign issuers in August
1998, and forcign banks regularly issue large
amounts in the Hong Kong dollar market—
usually swapping out the proceeds o foreign
currency. However, the volume of issuance by
lowal corporates is stll under 10 percent of
the total, maturities remain around the fve-
vear mark, and issuers rated lower than single
A are rarc.

Local corporate bond issuance has also
increased in most Latin American countries,
and has dominated international bond
issuance since 1998 (see Figure 2). Latin cor-
porates have increasingly looked at local mar-
kets wo relinance external debis and reduce
the cost of foreign exchange volatility (see
Box 3). However, while Figure 2 shows a clear
and growing substitution between domestic
and external funding, the wial amounts are
still rather small—especially when compared
with the size of local bond markets in Asia.
Domestic corporate bond issuance is less than
L5 percent of GDP in the major Latin
America countries, with the exception of
Chile (where issuance reached 4.6 percent of
GDP in 2001), compared with 10 to 15 per-
cent of GDP in Korea and Malaysia,

The corporate bond markets in Poland and
Hungary are underdeveloped, in part due to
the ability of the largest corporates to issue in
the Eurobond market or fund themselves
through their more highly rated foreign par-
ents. In contrast, and despite a very recent
development of the government hond mar-
kets, the Crech Republic has a more devel-
aped corporate bond marker; sull, most bonds
are small and relatively illiquid {Euroweek,
2001). The Paolish corporate bond marker is
dominated by shoreterm commercial paper
that is distributed on the basis of private
placements and has grown rapidly as a result
of the fact that commercial paper is exempted
from reserve requirements. The Hungarian
corporate bond market has also struggled o

LOCAL BOND MARKETS AS AN ALTERNATIVE SOURCE OF FUNDING

take ofl for years, held up by abundant bank
credit and some spectacular corporate
defaults in the mid-1990s, but analysts are
oplimistic about the prospects for two reasons,
First, several corporates have reached their
credit limits with the banks and need an alwer-
ive source of inance. Sccond, the curo-

1
forint market developed quickly in the seeond
guarter of 2001, and this could widen the
investor base for local bonds, Finally, the local
corporate bond market has grown very rapidly
in Russia since 2002, despite the lack of a well-
developed government benchmark (see

Box 4).

The development of local corporate bond
markets is constrained by a variety ol factors
{see, [or instance, Schinasi and Smith, 1993).
Market participants highlight the lack of li-
quidity in secondary markets and of a mean-
inglul investor base with developed credit
assesstent skills, as well as high costs of local
IssuAnCe,

Low liguidity in secondary markets reflects
such factors as the scale of local issuance, the
characteristics of the instruments, and the

nature of the investor base, In most emerging
markets, only a few large corporates are able
tor issue bonds on sufficient seale thar they ere-
ate a market where investors can change their
trading positions without moving the price
against them, In addition, local instroments
are not always iransparent and hence are diffi-
cult o price. In Thailand, for instance, some
bonds have complicated structures that may,
say, switch from floating interest rates 1o fixed
rates haltway through their term. In Brazil,
long-term debentures are usually subject o
wepactuacion clanses thar allow for a renegotia-
ticm of the werms and conditions of the securi-
ties every vear. The authorities are working
with representatives of the private sector to
agree on standard documentation for their
bonds that would make them more homaoge-
neous and improve their tradabilio

WSome market participants disagree with the standardization of contracts, as they may constrain the issuers” abil-

ity to accommodate companyspecific linancing needs,
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Box 3. External Refinancing Risk in Lalin America

The corporate sector in Latin America
faced a heavier debt amortization schedule
than the sovereign sector in 2002, and the
same happened in 2003. As corporates usually
take longer to recover access 10 international
capital markets than sovereign borrowers,
refinancing risks may be higher for the corpo-
rate sector under the current conditions in
international markets, The increase in debt
amortizanons in the corporaie sector, from
$15 billion in 2001 o $18 billion in 2002 (see
Table), is mostly due o an increase in $2.5
billion in the bond segment, In 2003, private
sector amortization doubled that of the sover-
eign and public sectors,

A large fraction of the $4.8 hillion of pri-
vate sector bond amaortizations in the second
hall of 2002 is accounted for by issues from
Brazilian corporates and banks, and this con-
tributed to the pressures in the foreign

Lalin America: Exiernal Bond and Loan Amarlizations

fin bitlions af U5, doliars)

exchange market, However, Chile and Mexico
concentrate the larger share of amortization
of syndicated loans.

In this context, corporates have switched
to local bond markets that have provided
a cheaper avenue o refinance external
debis coming due, especially in Brazil and
Mexico,

Local corporate bond issuance in Mexico
reached §3.3 billion in 2002 compared to $2
billion of private sector external bonds com-
ing due in the year, as corporates took advan-
tage of low domestic interest rates (see the
Figures). Similarly, Brazilian corporates issued
£3.2 billion of local corporate bonds, while
the sector faced $4.8 hillion in amortizatons.
Issuance of local bonds was down in Chile in
2002, but the decline was due 1o the fact that
most Iargf:: corporates took care of their refi-
nancing needs the previous vear.

200 2002:H1 2002:H2 2002 2003:H1 2003:H2 2003

Bond Amaortization 226 10.0 10.5 20.5 8.6 12.0 20.6
Frivatn 70 47 48 85 27 53 a0
Banks 36 12 20 3z 04 14 18
Corporates 35 3.5 2.3 63 23 349 B.2
Pubhc 3.2 1.7 1.0 28 1.0 14 24
Banks 16 1.0 0.7 1.7 0.7 02 0.8
MNonbanks 1.6 07 03 1.0 0.3 1.2 1.5
aoveraign 124 A6 4.6 B2 44 53 10,2
Loan Amortization 19.5 73 8.7 15.8 6.5 18.6 25.1
Private 131 56 73 1248 5.2 171 223
Banks 1.1 0.5 1.0 15 0.1 6.6 6.7
Gorporates 119 2 H 6.3 11.4 5.1 10.5 15.6
Pulilic 3.8 14 1.5 2.9 1.3 14 2.7
Banks 0.2 0.0 0.1 0.2 0.0 03 03
Nonbanks 36 14 13 27 13 12 25
Sovareign 26 0.0 0.0 0.0 00 0.0 0.0
Tolal Amaortization 421 17.0 19.2 36.3 15.0 30.6 45.6
Private 201 103 121 224 78 224 30.3
Banks 4.7 1.7 3.0 4.7 0.5 8.0 8.5
Corporates 154 B.B 8.1 7.7 74 14.4 218
Public 7.0 3.2 25 5T 2.2 28 a1
Banks 18 11 na 18 0.7 05 11
Nonbanks 5.2 21 17 38 16 24 40
Sovereign 15.0 36 456 82 49 54 10.2

Sources: Capital Data; and IMF statf estimates.
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Although the cost of local issuance is in
general lower than in international markets,
regulatory and other factors have at tmes
made it prohibitively costly to issue in the
local market. For example, local investment
banks estimate that the cost of placing debt in
Chile’s local market 1s one-seventh of that
paid for a placement in international markeis
(see Ciluentes, Desormeanx, and Gutierrez,
2002). The lower relative costs are attributed
in part o the small size of Chilean issues
{which makes it harder 1o absorh the large
fixed cost of internadonal issuance), 1o the
fact that the local market is open all year
round and is not resricted o the “windows of
apportunity” provided by international mar-
kets, and 1o the continuously growing appetite
of local instttuiional imvesiors, In conirasi,
market participants note that bringing an
issuer to market in Brazil is relatively expen-
sivie. The costs of local ssuance, which include
those associated with fiduciary agents, law-
yers, registration, rating agencies, and bank
fees, make 1t prohibitvely expensive to issue

LOCGAL BOWD MARRETS AS AN ALTERNATIVE SOURCE OF FUNDING
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debentures in amounts lower than 50 oallion
reais (520 million). The high costs are partly
dlue to regulations that extend the underwrie-
illg Process o (1] t]'.:l:lr'.‘l.. of which the Securities
Commission anthorzanon accounts for 50
cliys and requires that the price be established
prior to the authorization request. Similarly,
the cost of public issuance in Hong Rong SAR
is estimated o be four tdmes that of a private
placement. A number of rf-gul;uulj.- and cost
ohsiacles make private placements the only
profitable way to issue corporate bonds in
Poland. For example, analyss noted thar a
prospectus has 1o be issued for each issue—
ruling om medium-term notes programs—and
that prospective issuers must wait a long time
far the approval of the Polish Securities and
Exchange Commission and must pay high fees
tex the National Depository of Sccurities.

The structure of the financial industry may
also limit the growth of the local corporate
bond market. Analysts note that the CE-3
countries have litle intermediary capacin o
underwrite corporate boneds, as the !:u'gt-.
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Box 4. Local Corporate Bond Markel in Russia

In 2002, the ruble-denominated corporate
bond market in Bussia was the fastest growing
local corporate bond market in the emerging
markets universe. The total value of all out-
standing bonds (excluding the nonmarket
issues) more than doubled, increasing from
RB25 billion ($0.8 billion) as of end-2001 1o
Rh63 billion (32 billien) as of end-2002. This
surge in corporate bond issuance was doe 1o a
combination of factors, including the favor-
able interest rate environment, both globally
and domestically; high ruble liquidity on the
back of strong petrodollar inflows; and the
dearth of bank financing. In contrast with the
previous year, the majority of corporate
issuers in 2002 were medium and small-size
firms from nonresource sectors. As a result,
the industry seructure of the ruble bond mar-
ket became more diverse than that of the
Russian corporate eurobond market, with il
and gas companies accounting for only abomt
40 percent of the toral market capitalization,
In contrast, the much larger corporate
eurabond market, with the toial value of all
outstanding bonds at around §7 billion, is
represented mainly by the top-tier companies
from the il and gas seotor,

The 1998 crisis provided an impens for the
development of the local corporate hond
market by significantly weakening the domes-
tic hanking svstem and shutting off Russian
companies from external financing sources.
During 1999-2000, the ‘veksel” market was
the only other form of financing available o
local companies besides their acerued earn-
ings. A ‘veksel” is similar (o commercial paper
but, unlike a standard commercial paper, its
legal status is not well-defined and, unlike a
corporate bond, it does not have to be regis-
tered with the Securines Commission. As of
mid-2002, the capitalization of the veksel mar-
ket reportedly stood at around $10 billion,
significantly exceeding that of the corporate
bond market. On the other hand, Russian
banks remained small and undercapitalized

MNote: This box was preparcd by Anna Hyina,

and often lacking expertise w lend o compa-
mies directly. The main problem Faced by
banks in Russia is the lack of long-term fund-
ing. Since most Russians still prefer to keep
their savings in dollars and “under the mat-
tress,” most ruble deposits are shore-term cor-
porate deposits, rather than longer-term retail
money. Also, unlike bonds, bank loans often
require posting a collateral and are an aver-
age 210 3 percentage points more expensive
than bonds. As a result, Russian companics
prefer bonds 1o bank loans and similarly,
most local banks prefer w have exposure 1o
corporate eredit risk via tradable securities
rather than loans, Separately, the small size of
the local govermment bond market (less than
3 percent of GDP) and the Tow level of bor-
rowing by the sovereign created room for a
rapid expansion of the corporate bond mar-
ket (in contrast to the “crowding out” phe-
nomenon in Poland and Hungary).

However, the collapse of the GRO/OFZ
market following the 1998 sovercign default
left local corporates without a meaningtul
local currency denominated benchmark.
Many floating-rate corporate bonds issued in
2000-01 had their coupon rtes ted either to
some GRO/OFZ portiolio or to the central
bank’s refinancing rate or to a liquid sub-
sovereign or corporate bond rate, However,
high volatility and unpredictability of refer-
ence rates eventually forced issuers 1o switch
1o fixed-rate bonds. Thus, in the second half
of 2002, a three-year bond with a fixed-rate
semiannual coupon and embedded put
options at 12-month intervals became the
most widely used instrument.

The Russian corparate bond market is
gradually becoming more mature, with issue
sizes increasing, tenors lengthening, angl put
options being used less frequently, According
to local sources, the average “investment
periad” of the ruble corporate bonds
increased from 123 davs as of end-2001 1o 440
days at end-2002, where Sinvestment period”
15 defined as the time to the first put option
expiration date or to maturity, depending on



which vield (vield-to-put option expiration or
yield-to-maturity) is the highest. In contrast,
the longestdared Russian corporate
eurohond is currently the one issued by
Gazprom in February 2008, which matures in
March 2013, Ar the same time, the average
vield on a ruble corporate bond with the
investment period of one year fell from 21.1
percent as of end-2001 w 158 percent as of
end-2002, an the back of a continued decline
in government boned yields and also partly
cdue 1o a relative shortage of corporate paper,
compared to the abundant banking sector li-
gquieity.

However, along with positive developments,
the Russian corporate bond market continues
o experience “growing pains” stenuning [rom
regulatory inefficiencies and a weak credit
information infrastructure similar to that
encountered in many other emerging market
countries. For example, the exisience of a (.8
percent bond registration fee is reportedly
the main reason for a widespread use of
bonds with put options and varable-rate
coupons, where the coupon rate is deter-
mined unilaterally by the issuer and
announced shordy before the put option
expiration date. These instruments, which
appear to be similar to the Brazilian long-
term debentures with refaciuacion clauses, are
nontransparent and difficult to price.
According to analysis, the proposed reduction
of the bond registration fe¢ 1o 0.2 percent
would reduce incentives for Russian compa-
nies to use these instruments and could also
help accelerate the conversion of the “veksel”
market into the corporate bond market
Weak “credit culture” is anather problem.
S&P and Moody's recently introduced a
national scale of credit mtings for Russian
companies, but so far awarded such ratings 1o
only a handful of issuers, and the correspon-
dence between ratings and corporate bond
spreads remaims weak, Meanwhile, the rapied
expansion of the market led 1o a perceived
deterioration of the average credit quality of
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corporate issuers, with more medium and
smillsize companies tapping the market in
2002 compared o 2001, Some market partici-
pants believe that a deterioration in the pool
of issuers, combined with the contnued
decline in spreads, sugpesis thar pricing may
not be entirely efficient and that the credit
risk assessment capabilities of investors may
have to be srengthened.

The investor base [or ruble corporate
bonds is not sufficiently diverse and remains
heavily dominated by local banks. According
to local market sources, its current structure
is as follows: 45 1o 50 percent, Moscow based
banks (most of which are also the under-
writers); 20 to 25 percent, regional banks;

20 percent, insurance companies and non-
government pension funds; and 10 percent,
other (including about 3 percent, retail
investors). The top 20 banks are also the
main ligquidity providers in the secondary
bond market, deriving part of their trading
income from buying/selling corporate bonds,
while mast ol the medium and smaller-size
hanks typically hold bonds to maturiry.
Regional banks that have relatively expensive
liabilities typically seek higheryielding paper,
Foreign investors can invest in ruble denomi-
nated corporate bonds using N-accounts
(rubles are not freely convertible into foreign
exchange) and Kaccounts (rubles are freely
convertible into the foreign exchange for
coupon payments). Although untl recently
foreign investors remained on the sidelines,
their participation in some recent primary
placements was notable. Assel management
companies that invest on behalf of mutal
funds are currently not allowed to participate
in primary bond placements because the
mutual fund regulations explicitly prohibit
their managers from investing in securities
that do not have a history of quotes. Some
Buy-sicdde markel participants note that a relax-
ation of this restriction would significanily
increase their interest in the domestic corpo-
rate bond markel
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foreign-owned banks have litde incentive 1o
devote capital to such activity in the local mar-
ket, and the local banks and brokerages typi-
cally lack the resources (o do it. Also, banks in
Thailand appeared reluctant to underwrite
bond issuance because they feared competi-
tien from the bond market, while banks in
Huong Kong SAR, cager to take advantage of
the fees involved in the process, have begun o
underwrite bonds. In Brazil, “firm underwrit-
ing” procedures are used by the local banks as
a ool to compete with the foreign banks, %
According to international investment banks
operating in Brazil, local banks’ willingness o
adopt the more expensive underwriting proce-
dure is partly explained by their appetite for
credit risk, different risk management strate-
gi{'s a.“nmpar{'d with I'nnrign-uwlw.d INsons,
and the notso-solid “Chinese walls” between
their investment bank and asset management
arms, which allow them o |‘.|'I:|-:'1: some of the
issuance with the pension and munal funds
under their control,

The lack of a stable and large institutional
investor base, and/or restrictions on their
asset holdings, is also seen as a major con-

straint on market development. Although

sene countries in Asia have started o develop
privately managed pension funds, it takes time
for these institutions o accumulate the funds
and to have an impact in the market (see IMF,
2001; and Moody's, 2001). In Malaysia, life
insurance companics are important players in

fixed-income markets, but they cannot invest
more than 15 pereent of their portdolio in
unsecured bonds and loans, and they can only
invest in highly rated corporate bonds,
Similarly, restrictions on the use of derivatives
in the CE-3 and Latin Amerncan countries’
pension funds have limited the funds’
appetite for fixed-income products, as they
cannat hedge interest rate risks.

Some market participants note that most
emerging local bond markets lack sophistica-
tion in credit risk assessmenis and that the full
development of a credit culture is still some
way off, For instance, they note that many
investors in Asia treat quasi-government issues
almost on an equal footing with the sovereign
and that they price local issues on the basis of
name recognition, without a deeper analysis of
credit fundamentals. However, the degree of
sophistication in the pricing of corporate
bonds is relatively high in Chile, and it is grad-
ually improving in Brazil. Local rating agencies
have achieved a relatively high degree of pro-
fessionalism in Chile, |'1'Ih'.t'ting maore than 20
years of experience in the market and the
'tn||:-ur|::mt presence of the major miernational
rating agencies. In Brazil, market participants
{:mnplnin thai there i1s not enough price clis-
crimination and that the munl funds hll':a.’ the
honeds by name recognition, without pricing
'.uhrqu:l.h*lj.' company lundamenials or the exis-
tence of guarantees or other enhancemenis.
Nevertheless, participanis see the fact that mosi
ssuers are obiaining wo ratings—rather than
only one, as required by the regulations—as a

sign that the market is gradually maturing,

Korea's experience provides an interesting
illustration of the potential role of the corpo-
rate bond market as an alternative source of
funding, as well as of the problems that may
arise when guarantees distort price discovery,
As the supply of bank credit dried up in the
aftermath of the financial crisis of 199708,
bond issuance increased substantially, operat-

ing to some degree as an alternative source of
funding. However, issiance was concentrated
in the Big Five chacbol, which were also own-
ers of the largest investment trust companies
(ITCs). the main investors in corporate
bonds, The collapse of the third largest chae-
bol led to a run on the ITCs and the associ-

Firm underwriting is an arrangement whereby investment banks make outright purchases from the issuer of the

SeCL

s aned they sell them at a profit or loss depending on market conditons: under alternative ar rangements,

bankers agree to do their best effort w sell an issue o the public, but they could cancel part of the sales and forgo

the fees.



ated sell-off in the bond market forced the
authorities to restrict redemptions and pro-
vide liquidity support to the bond market,
Moreover, the surge of bond financing in
14998 led o a wave of refinancing in
2000-2001 that, combined with the removal of
giarantecs and the introduction of mark-to-
market in the I'TCs, prompred further govern-
mental support of the market through the
creation of a bond siabilization fund and ofb-
cial puarantees. A key support measure
expired at the end of 2001 as planned, and
the authorities are phasing out other support
tor the corporate bond marker over time,
Finally, in several emerging markes the
major obstacle w the growth of corparate
bond markets is the crowding out by govern-
ment hond issuance. In Brazil, for inssnce,
government securities offer domestic investors
low credit risk, ample secondary market liquid-
ity, high yields, and—in many cases—protec-
tion against exchange rate, inflation, and
interest rate risks through indexed bondds,
Hence, only sirong local corporates willing o
pay rates in excess of 20 percent on threevear
bonds are able 1o bid for domestic investors’
money given the tormidable comperition
posed by the government. These issuers are
concentrated in highly rated companies from
the telecommunications, uilities, and namral
resources industries, In many cases, corporate
bonds had 1o be enhanced with gnarantees o
become attractive enough 1o investors,
Similarly, the abundant supply of government
paper in the CE-3 countries also crowds out
private issuance. The inverted yield curve in
Hungary and Poland is also a hindrance w cor-
porate bond demand, as investars who can get
10 percent riskdree returns on government
paper have litde incentive to seek out credit
vield pickup in medium-term corporate boneds,

SECONDARY MARKETS AND THE ROLE OF FOREIGN INVESTORS

Secondary Markets and the Role of
Foreign Investors

The increasing importance of local bone
markets can also be seen in the evolution of
secondary markel activity, as measured by
tading volumes. According to EMTA's debit
trading volume survey, local market volumes
reached almost hall of ol debt volumes in
2002,% followed by 35 percent in Eurohones
and 15 percent in Brady bonds (see Table 7).
While trading volume in external debt instru-
ments fell in 2002 1o less than half s 1997
level, trading volume in domestic instruments
held up and has recovered to s pre-Asian crisis
level, The overall declining trend, as well as the
high regional and country variation, is mostly
due 1o the string of crises and o the role
played by foreign investors, who are considered
eritical to the market's liguidity and direction
{see, for instance, Deutsche Bank, 20005,
Analysis note, however, that governments’
efforts to develop the markets have tocused
more on the primary market than on the trans-
parency and elficiency of the secondary mar-
kets; and that transaction taxes, as well as
underdeveloped repurchase (repo) and deriva-
tives markets, limit secondary market actvities,

The Asian erisis brought that region’s mrad-
ing volumes in local instrumenis o ane-thired
aof the pre-crisis levels, but they have recovered
to more than twice their 14996 level, outstrip-
ping the increase in stocks outstanding.
Trading volumes have grown sharply in Rorea,
with the inwoduction of mark-to-market regu-
lations, a system ol over-the-counter inter-
dealer brokers, increased foreign
participation, and availability of hedging
mstrumenis—in particular, the rapid growth
in the three-year Korean treasury bond
futures contract.™ Similarly, secondary marke!

i the last guarter of 2002 volumes in local instruments supassed those in external instruwments for the Gist

time since the survey was conducted,

HEmerging Markets Trade Association (EMTA) data have the advantage of a common methodology across conn-
tries, but the fact that a Large fraction of reparting firms are international banks means that sometimes individual
coumntry data differ from local sources. In particular, the lager show continued growth in iading volumes in Korea

and Thailand, in conwrasy 1o Table T
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Table 7. Emerging Market Debt Trading Volume Survey
(I mdivors of U.S. dollars)

1995 1996 1997 19498 1999 2000 20m 2002
Overall 2,738,815 5,296,931 5,915,995 4,173,881 2.184,839 2,846,603 3.483.950 3,068,377
Local mstruments 571,141 1,187,899 1,505,996 1.176.31 508,707 0gp 082 1.516.565 1411436
External Instrumants 1,813,354 3,344 130 3,737 317 2 561 498 1,387 688 1.648.770 1,828 487 1.522.056
Asial 3,882 99,228 64,963 118,997 83.411 220,424 252,119 32729
Local instruments 1.947 72,966 48.415 42,303 24110 165,779 168.022 249,242
Extarnal instruments 320 14,724 15,162 69,337 5,770 60, 884 79,819 T1.214
China -] 436 1.807 9,695 4, 663 2.656 6.354 392
Local instrumants B 73 a9 6,128 1} 108 42 272
External instruments 74 55 1.650 3441 4072 2.206 4. 898 2483
Hong Kong SAR 40,909 45,760 3ran 16,453 98,283 86,955 110,620
Local Instruments 30,120 42 919 29907 8425 41.393 (9,479 101,963
External Instruments 6.824 2,840 7447 4,896 5,648 13915 13.812
India 424 a7 3,065 amy 6,842 15,864 15,802 25, 266
Local instrumenis 3 2.824 541 1613 4973 13169 12,134 24 016
Exfernal instruments 6,155 2377 1283 1,843 4,698 3858 1.186
Korea a7 411 6,045 60,925 38.088 50,903 44,146 6,722
Local instruments 280 737 2,952 5,803 22173 17,936 50,247
External instrumants 54 127 5,283 50.893 31,336 28,228 25 406 172N
Malaysia g2 11,548 5,095 4,319 10,880 20,238 30,266 38,022
Local mslruments B75 9567 2323 650 J08 B.867 15,192 18,256
External instrumants 143 R%6 1,680 3,669 10,542 11,084 14,850 20,008
Singapore 237 1,213 223 116 3,040 0,177 B3.627 56.140
Local instrumeants 1,005 BE i | ? 6GE 22 634 48,979 41 440
Extarnal instruments K} ] 0 157 45 373 T.518 14,635 14,700
Thailand 1,682 35,394 2,968 3,548 3,475 11,303 5,569 6.267
Local instruments 1.263 29,067 1,780 aa2 433 7.445 2. BG60 4,048
Faternal instruments 18 367 1,155 2553 2708 a614 2 X7 1,814
Europe? 249,155 495 243 785,045 39,660 314,286 420,424 305,498 470,695
Local instrumanis 44 537 79,071 274,033 364 977 156,701 148 368 163,048 158,770
Extarnal instruments 72 467 185,649 200,234 28,268 117 475 212.918 327 585 206,336
Czech Republic 1,575 14,223 8,656 4,867 3,855 2,274 14,270 7.851
L.ogal Instruments 3235 8310 4412 3310 A6 1.a72 10,595 5349
External instruments an 5.454 3931 1,534 ez gas 3608 2402
Hungary B24 3,461 3,768 10,405 16,627 14,842 34,418 az.na2
Lacal instruments 202 1,943 1,854 4472 8672 5,562 29,013 25,767
External instruments G2 1.518 1,894 4,611 7.930 9,367 4359 6,324
Poland 96,184 81,065 069,683 04,837 24,554 48,763 an.321 103,200
Local instruments 26,397 9,070 29,190 56,893 93414 33.083 73.217 76,868
External mstruments 43 487 66,227 39,183 37 EN 15,114 15,658 i7.103 26,284
Russia 144,977 360,499 G48.414 684,364 123,349 241,316 299,468 244 G642
Local instruments 12175 51,255 195,514 191.681 19,685 36,373 21 5682 27,025
External instrumeants 26,3952 105,129 143,774 250,261 64,337 139,683 258,405 202 867
Turkey 3,595 16,005 54,524 145,187 145,901 122,129 B7.020 gz2.m0
Local mstruments 2528 8,493 43,057 108,121 118,234 72978 22 661 23,761
Extamnal instrumants 1,065 7.321 11.402 MM 26,872 47 222 43.110 58,355
Latin America? 2,001,533 3,700,816 4,063,864 2,554,276 1,444 579 1,809,150 2,236,773 1,720,887
Local instruments 481,508 A30.074 861,685 632527 a|n 586,058 1.0001.417 770208
Extarnal Instrumants 1.371.164 2480513 2820672 1,781,350 947 368 1,102 625 1.134.864 BSE.f14
Argeniina EDS,678  1,282.462  1,235710 E12,380 318,840 365,772 383,760 38,506
Local Instruments 48,062 400,215 248 845 111,251 s2.411 068,916 34 591 752
External instrumeants 486,620 804,424 201,243 471,968 254,400 287,608 339,747 37180



Table 7 (concluded)
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1885 18896 1887 1598 1995 2000 2001 2002
Brazll 877,412 1,441,454 1,796,444 1,268,856 801,596 768,885 721,035 707,136
Lacal instrumants 173,246 120,530 312,780 156,753 165,367 106,576 52,391 50,630
External instruments 622937 1,118,501 1,370.358 1.026.460 538,6M h7a.202 563,092 579,283
Chile 4,308 20,504 51,811 32,549 11,402 12,7241 20,896 26,410
Local instruments 368 10,550 45,002 9,747 6.575 8,690 11,038 16,139
External mstruments 3.706 8.665 6.510 2.631 4.824 4,002 9,858 10,227
Mexico 510,135 946,396 §979.899 640,481 312,641 661.672 1,111,082 448,835
Local instruments 210,233 298.775 354,058 334,776 156,358 411,878 868,392 702687
External instruments 297,901 548.893 550.961 280.291 149 464 &N g3 22211 31,367
Other? 484,295 1,001,644 1,002,123 560,948 342,533 378.505 488.960 551,066
Local instruments 42,748 205,783 221,853 136,564 36,685 81,776 184.083 233,216
External mslruments 360,403 BE3 244 692,249 382,543 217 005 212,233 286.215 295 592

Source: Emerging Markets Trade Association,

'Regional totaks are based on the countries i 1ks fable and, hence, do not includé all countries in e région

ZAN other countries of the survey not in this 1able,
Motes: Extarnal instruments include Brady Bonds, Mon-Brady Ronds, and Eurohonds. Loans and Debf Optians & Wirmnts categories of the survay are not

activity has increased in Malaysia, despite the
existence ol capital controls and some struc-
tural problems—such as the lack of mark-1o-
market regulations (see Deutsche Bank,
2001h), Another constraint (o the develop-
ment of sf-rnnd:u':.' market activity 1s the
underdevelopment of repo markets. In
Thailand, for instance, all repo ransactions
are done bilaterally with the Bank of
Thailand, as private repo ransactions are sub-
Ject toa gross transactions tax that makes
them prohibitively expensive. This tax has also
prevented the establishment of a short-term

interbank rate that would serve as the basis for

the swap market, Foreign participation has
remained low, as a result of these structural

weaknesses and—more important—because of

the low interest rate environment. Reflecting
the easing of global monetuy conditions and
local financial policies, yield curves inomost
Asian countries shifted down and sweepened
during 2001 (see Figure 3}, Short-term inter-
est rates fell te under the 2 percent level in
Hong Kong SAR, Singapore, and Thailand by
the end of the year, while longer-term rates
were supported in part by active government
elforts 1o extend the duration of bond issnes
and market participants’ expectations of inter-

inchudad in local instrumants or external instruments. However, these cateqaries are in the fofals by countries, ragions and awarall

st rate increases, In 2002 and the lrst hall of
2003, yvield curves continued Lo shilt down-
ward and Qatened in an almost dellatonary
environment [or the region (see Figure 3).

Despite having one of the largest stock of
outstanding domestic government homnieds,
China's secondary markets are quite illiquid,
reflecting the existing segmentation across
investars, instruments, and tading mecha-
nisms, There are two separate markets [or
Bond trading: the stock exchange and the
interbank market, Since 1997 banks have
heen hanned from the stock exchange and
rade salely in the interbank marker. Unuil
recently, individual investors were allowed o
tracde only in the stock exchange, while securi-
ties houses and investment funds were allowed
to trade in both markets,

The crises in some countries cansed a col-
lapse in secondary market activity in
European local bond markews, while trading
of external instruments recovered o precrisis
levels in 2001, For example, nonresident
investors were holding about one-third of
Russian reasury domesne securities (with a
value of around $20 hillion) by mid-1998 (see
IMF, 1998:a), and the losses incurred in the
aftermath of the devaluation of the ruble and
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Figure 3. Selecled Countries Domestic Yield Curves?
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default have meant that they have stayved out
ol that market—and perhaps out of several
other local bond markets. Similarly, foreign
haldings of Turkish domestic securities were
around 10 o 15 pereent by micd=2000 (a per-
centage similar to thar of the Mexican crisis),
when pressures in the treaswry bill market
began, but they have declined markedly after
the November 194949 sell-ofl.

Inereased issuance and foreign participa-
tion contributed to very rapid growth in sec-
ondary marker trading in the CE-5 countries,
Most foreign investors engaged in “conver-
gence plavs” are “real money —ithat s, instine
tional investor funds from western Europe
that have a positive long-term view on the
region and take unhedged positions in
medium-term local currency government
bonds in order to capture the gains from
declines in local interest rates and exchange
rate appreciations that are viewed as likely 1o
occur as these countries near access w the
European Unian, ™ Although the exposure o
the domestic bond markets is not a one-way
het, espectally atter the widening of the
exchange rate band of the Hungarian forint
in May 2001 and the recent volatility of the
Palish zloty, real money investors have a long-
term view and do not seem o worry much
about short-term foreign exchange rate uct-
ations. Leveraged investors, such as hedge
funds and the proprietary trading desks of the
major banks, have a much smaller presence
that tends to increase in periods of high
volatility, Market participants see the large
ritio of real w leveraged money as providing
stability to the foreign investor base in the
CE-3 local debt markets, but the hedging
behavior of institutional investors and other
leatures of the investor base have at times been
a source of instability. For instance, the en-

HMhereign ownership of povernment securities con-
tinued o increase in the second hall of 2002 and early
200 5—especially alver the Irish relerendum—reaching
almost 40 percent in Hungary and 20 percent in
Potnal,



dency of investors w dynamically hedge during
periods of increased exchange rate volatility has
sometmes led w “snowballing eflects.” This
was seen in Poland by mid-2001, when weak
local market conditions combined with in-
creased hedging by foreign holders of zloty-
denomimated bonds w lead o a sellofl in the
local forcign exchange market Also, the sharp
Mattening and downward shift of local marker
vield curves in 200203 has reduced the atuac-
tiveness of convergence plays (Figure 3).%0
Trading volumes in Latin American local
instruments increased B8 percent in 2001,
with growth in volumes of Mexican instru-
ments dominating the decline of those from
Argenting and Brazil, Trading volumes in all
three local markets declined in 2002, follow-
ing Argentina’s default in December 2001,
Sull, wading in Mexican local instruments
accounts for more than hall of the local
eimerging markel universe according to the
EMTA survey—a rellection of the appeal of
Mexican debt for crossover investors, among
other actors, This Fact gives credence to mar-
ket participants’ view that the role of foreign
investors in the Mexican market is larger than
that suggested by official estimates of foreign
holdings of local bonds.™ Also, trading vol-
umes in the Mexican local market have
increased as a result of the relative increase in
fixed-rate bonds,™ while the opposite has
oceurred in the Brashan local markeis,
Lagpuidity in the latter market has also been
hampered by the bank debi tax (the CPMF).

Conclusion

Emerging local bond markets are gradually

but steadily becoming an alternative source of

CONGLUSION

Funding for sovercigns and, w a lesser extent,
corporate borrowers, To some degree, existing
corporate bond marckets served as an alterna-
tive: source of finance in Hong Kong SAR,
Korea, and Malaysia after the 1997-98 finan-
cial crises. Progress in these and other mar-
kets over the Last five years has meant that
these markets are likely to buffer the impact
of future disruptions in other financial mar-
kets. The rapid growth of local corporate
bond issuance in Latin America is substituting
for the reduced access w international capital
markets, but mostly [or lop-tier corporates,
Analysts hope that the strong growth in pri-
ate pension funds, combined with the sup-
port ol more u Ansparenl government
Benchmarks and beter corporale govermance
and transparency, may extend the benelits of
corporate bond markets 1o lowerster credits,

Progress in the development of secondary
markets is somewhat less satisfactory, and
some markel participants are concerned that
a reversal of the interest rate eycle might lead
b excessive adjustments in bond prices, espe-
cially in those markets where hedging instru-
ments are unavailable or highly illiguid.
Diespite improved liquidity, uncertainties on
EU accession and large fiscal deficits could
still generate periods of market turbulence in
the CE-3 countries. Foreign panticipation con-
tinues to be relatively large in these markets
and has so B contributed to a decpening of
secondary markets, Inoreased crossover inter-
est in local bonds has been seen only in liguid
markets with plain vanilla 5- or year fixed-
rate honeds. A large share of indexed securities
has kept foreigners away from local Latin
band markets, but things seem o be gradually
improving in Chile and Mexico,

WEuriler moves wiward accession contme o anderpin the amciveness of convergence plays, while loose
miacroeconomic policies and uncertain exchange vate outlooks wdermine them,

WThis may be, in part, due o the Gt that Toreign investors take positions in local bogd markes through wal
return swaps, and the actual Bond holding is registered with a tocal bank,

While the daily trading volume of indexed honds was just 10 hillion pesos (with an odestanding stock of
348 hillion pesos), the corresponding fipure for fixed-rate honds was 140 hillion pesos (for an oatstanding stock of

107 hillinn pesos) in March 2002,
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ne: of the key issues in developing

local securities markeis as a stable

souree of t'umiin:..; tor corporaies s

the development of an adeqguate
domestic and international investor base. The
scale and stability of that investor base will be
influenced lundamentally by the nature of the
returns and portfolio diversilication benelits
associated with holding local securities. This
chapter therefore analyzes emerging market
cquities [rom two perspectives, First, it looks al
the performance of this asset class from the
perspective of global investors and considers
how this performance may affect the seale and
volatility ol equity-related t'zlpltu! Neyws.
Second, it examines emerging market equities
as an aliernative source of finance for the cor-
porate sector, and analyzes how equity
issuance in emerging markeis has fared in
relation to hank financing.

Emerging Market Equities as an Asset
Class for Foreign Investors

The global investor base for emerging mar-
ket equities includes dedicated emerging mar-
ket tunds, global or international funds tha
allocate a portion of their assets o cmerging
market equities in order to track either a
world or regional equity index, and tactical
investors, such as hedge funds. While the
emerging market allocations of global equity
funds are typically small—around 4 percent of
total assets—the absolute amounts of these
allocations can be sizable in relation to the
market capitalization of emerging stock mar-
kers; tor instance, the emerging marker expo-
sure of global equity funds (both dedicated
and nondedicated) is estimated to have
reached over a $100 billion in 2002 (abou
half the size of woral marker capitalization in
Korea). For tactical investors in emerging

EMERGING EQUITY MARKETS

markets, the objective is w achieve high
absolute returns through market timing, given
the: high volatility of this asset class. For global
copuity funds, emerging market equities could
provide a diversilication play. Adding emerg-
ing market equities w portfolios dominated
by mature market eoquities can at tmes pro-
vide @ more fwvorable visk-return profile than
investing exclusively in mature market equi-
ties, particularly when returns between the
twer assels are not closely correlated,

The global investor's perspective on emerg-
ing market equities is somewhat different
from tha of the local investorn, in part becanse
the alicrmative invesiment opporiunities fac-
ing the two are often mather different Despite
the strong drive toward financial market liber-
alization and integraton, a number of emerg-
ing markets continue o have capital conirols,

and prucdential and regulatory resirietions on
the portfolio choices ol instiitional invesiors
may constrain both local and global investors
in dilferent ways, The imernational investor is
ypically interested in the foreign currency
returns available from investing in emerging
market equities, and has access o several
other classes of equities as alternatives; dedi-
cated international emerging market funeds, in
particular, expect (o abtin an equity pre-
mium on this asset class over longer periods.
Local equity investors are mainly interested in
local currency returns and risks, and for many

of them the assets available lor investment are
much more restricted than for the global
investor, Until recently, for example, retail
investors in many emerging markers have had
little access o lixed-income instrumentis; the
alternatives in practice have involved the deci-
sion of whether to place money in a bank, 1o
buy government bonds, or 1o invest it in
stocks. As local fixed-income instruments
become a more viable asset class in emerging
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markets in the luture, the existence ol an
equity premium that compensates for the
additional risk is likely o become an impor-
tant issue lor the investment strategy of local
investors,

I any event, the global investor’s decision
Lo invest in emerging equities is driven by risk-
adjusted retwrms and by the potential portfulio
diversilication benelits associated with the
extent of the correlation of these returns with
the rest of his/her ponfolio, In the nest sec-
tions, the performance ol emerging equily
markets is reviewed, with a view o inferving
how this performance alTected the invesunent
behavior of global investors as the asset class
matured during the past decade,

Emerging Equity Market Performance

Emerging market equity returns have been
refatively poor—hoth in absolute and relative
terms—during the past decade, Between 19490
and 2002, the average annual returm on the
S&P/IFCTH Compesite™ was abowt 3.9 per-
cent—Iless than half of the retms available
from investing in the S&0 500 index or the
NASDACY. The retarns on the Asian compo-
nent of the [FCI Compaosite have, in fact, been
in horderline negarive werritory; Larnin
America accounts for the bulk ol the positive
returns that this asset class has provided dur-
ing the decade. In contrast 1o emerging mar-
ket equities, emerging market international
honds have provided high retums, Indeed,
investors tracking |12 Morgan’s emerging
bond index, EMBI+, could have obtained
average annual returns of almost 15 percent
between 1990 and 2002, Comparison with
other “riskier” asset classes provides much the

same story—LULS, high-vield instruments gen-
erated almost twice the return of emerging
marcket equities in this period,

Not only have returns on emerging marke
equities been low, but volatility has been high.
with Sharpe ratios for emerging market equily
returns being signilicantly lower than those
fonr both the S&P 500 and the EMBI+
(Table 8)."* The cumulative impact of the
underperformance of emerging market equi-
ties over the decade is illostrated starkly in
Figure 4. One hundred dollars invested in
January 1990 in a fund tracking the 1FCI
Compaosite would have grown 1o 3166 at the
end of 2002, The same investment tracking
the S&P 500 index, in contrast, would have
grown to $356. Investors tracking the EMBI+,
however, would have been rewarded by asset
growth of almaest six times over the period,

Splitting the last 10 years inte the pre- aned
post-Mexican erisis phases—a benchmark
olten used o delineate the siart of the
inereasing internationalization of emerging
miarket erises—aflers imeresting insights,
Berween 1990 and 19494, the average annual
returns on the benchmark emerging marker
eequity index was about 16 percent—wice that
ol the returns available from racking the S&P
50d1, and even somewhar higher than thar of
EMBI+. The Sharpe ratio for the 1FC]
Composite was also higher than that for the
S&I 50, associated with a relatively lower
valatility of returns tor emerging market
equities in this period, All that changed dra-
matically during 1995-2002, The returns on
the IFCT Composite averaged a negative
.75 percent, in contrast to about 10 percent
returns on the SE&EP 500 and about 15 percem
for EMBI+. Volatility of equity retirns also

Far many global investors, the benchmark used o meassive emenging equily markers returns is e SEP/IFCI
composite index. Iois LS. dollar based, excludes stocks thit forelgn investors are restricted [rom buving in emerg-
ing markets, aned adjuses for Qoat, Bguidit, and marke: capialization, An aliernatve benehmark index for emerging
market investors is the MSCL Emerging Markes Free (EMF). The muun dilference between the owo indices is that
the MSCHEMF attermpis to prosy the industry coverage of the local indes, while the TFCE compaosite e lodes stocks
salely an liguidity and accessibiling considerations. Doth indices are vsed extensively as beochmarks by emerging

market funds and are highly correlaned.

*The Sharpe oo equals the difference between the reourn om an instrument and a risk-free rae of return
ehivicled by thie stanebard deviation of te retorm on the instroment.
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Table 8. Equity and Bond Returns

2001-2002:04 1990-1994
Relurns Standard deviahon Sharpe ralio Returms Standard deviatron Sharpe rato
SEPAFCI Composite' -1.13 26.0 -0.23 16.02 20.6 D42
hsia 4m 295 -0.03 12.35 242 021
EMEA 1.10 244 -0.15 -2.57 35.2 -0.26
Latin America ~12.68 a2z ~0.54 2740 292 0.69
MSCI EAFE? -19.89 196 -1.26 0.31 19.4 -0.36
S&P 500 -18.81 201 -117 B.34 124 0.09
MNASDAD —H.76 387 -0.92 10.06 176 016
EMBI+ Brady Broad® 13.65 129 0.68 14.43 14.0 0.5
Merrill Lynch U.S. High Yield 243 1.1 021 11.32 6.4 0.63

Sotrces: Bloomberg LP; and Datastream

hsia: China, India, Indanesia, Korea, Mataysia, Pakistan, The Philippines, Sri Lanka, Taiwan, and Thailand. EMEA; Czech Republic, Greece,
Hungary, Poland, Russia, Slovakia, Turkey, Eqypt, lerasl, Josdan, Morocco, South Arica, and Zimbabwe. Latin America: Arganting, Brazil, Chils,

Colombia, Mexico, Paru, and Vensruala,
IEAFE stands for Europa, Australia, and Far East.
JEMB!+ Brady Broad staried in 1931,

Figure 4. Equity and Bond Performances
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increased sisnificantly in emerging markers in
the post-Mexican crisis period.

The performance of emerging equity mar-
kets during the 19490s stands in sharp conmrast
o that of mature market equities, On the one
hand, tor advanced economies, the existence
of an ex post equity premium—that is, higher
returns available over the long run from hold-
ing stocks compared to the vields on a risk-
Iree rate, usually a benchmark weasury
bond—is generally accepted as a sylized fact:
the premium is perceived as the higher com-
pensation required for holding the viskier
assel. The debate on the equity premium has
essentially centered on whether it is “rational”
for the premium to be as high as the realized
B to 7 percent Tor holding stocks rather than
bonds, Some have argued that the equity pre-
mium in the United Staes indeed has been
histovically high, but that the run-up in U5,
stock prices in the latter hall of the 19905, and
the accompanying higher valuations and
lower implied expected returns, has reduced
the equilibrium equity premium, as investors
have gradually adapted 1o the idea of holding
stocks as a longer-term asset.™ In emerging

see, for imstance, Clemeny (2000 ); and
Constantmicdes, Dopaldson, and Mels (2002),
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1995-2002 1800-2002
Returns Standard deviatron Eharpe ralio Returms Standard devialion Sharpe ratio
-3.72 25.6 -0.37 A.87 738 =0.10
-822 34 -0.48 -093 289 -0.25
349 244 -0.09 1.16 289 0.18
-1.74 32.0 -0.23 o.47 312 010
0.54 16.6 -0.38 021 17.7 0.37
8,80 17.0 024 924 153 D19
7.18 320 004 828 273 n.ar
1467 17.5 0.51 14.59 16.3 0.51
586 69 D.02 7.96 6.7 0.24

markets, however, the equity premium has
been negative over the period 1990-2002—the
return on the TFCH Composite being almost

2 pereentage points lower on average than
that from holding the 10year ULS, treasury
homnel.

Portfolio Diversification and Emerging Equity
Markets

The negativee equity premium on emerging
market equities ratses the issue of why a global
investor ought to have an exposure to this
asset class, It also raises concerns abhout the
furure viability of this asser elass. As noted
ahove, another determinant of foreign
investar interest in emerging market stocks is
their potential return enhancing and/or risk
reducing function in broader equity portfo-
lios. How much of that has materialized?

Figure 5 illustrates the historic risk-remirn
trade-offs available for different portfolio com-
binations of emerging marker and U5, sincks,
with a focus on internatonal investors willing
to allocate up to 10 percent of their assets 1o
emerging market equities, During the period
from January 1990 10 December 2002, a port-
folio consisting anly of emerging market
stocks was ex post ineflicient, as it returned
the lowest possible annual average return
(5.9 percent) for the highest possible risk
(234 percent). In contrast, a portfolio that
included only LS, stocks would have provided

a return of about 9 pereent, the highest possi-
ble portfolio retum. Henee, LS, stocks were
clearly more attractive than emerging market
stecks from a tactical perspeetive—that is,
when the focus is exclusively on returns,
Maorcover, emerging market siocks diel noi
affer much in the way of diversification bene-
fits in this period, as a 10 pereent allocaton o
emerging markets did linde (o change portfo-
lies risk, while providing a lower annual return
of about 8.5 percent. For the imvesior waning
tir minimize risk, the minimum varianee port-
falio would have consisted of nnlj.'a 2 percemt
allocanon 1o emerging market stocks,

In conmtrast 1o the experience of the decade
as a whale, the first five vears of the 1990s
proved rewarding for global funds willing o
haold emerging market stocks. A porttolio fully
allocated o emerging marker stocks not only
experienced the highest return (about 16 per-
cent annually), but also offered diversification
henefits o internatonal investors, A portfolio
of exclusively LLS, stocks was ex post ineffi-
cient, returning 8.4 percent for a risk of 12,5
percent, whereas a 10 percent allocation o
emerging markers would have provided abou
at percent annual return for a marginal risk
reduction, Such an allocation would have also
been the minimum variance portfolio, The
post-Mexican crisis period has been a trou-
bling one for emerging market equities,
Between 1945 and 2002, a portiolio composed
exclusively of emerging market stocks would
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Figure 5. Risk-Return Trade-0H for Combinations of
Emerging Market Stocks and U.3S. Stocks?
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have been inefficient—negative 3.7 percem
return for the highest portfolio rlﬂk (24.7 per-
cent). In contrast, LS. stocks experienced the
highest portfolio remirn for the lowest risk,
Pordolio diversification by inclusion of emerg-
ing market siocks oftered no benefits 1o global
investars in this period

Explanatory Faclors

What accounts lor the underperformance
of this asset class from a longerterm perspec-
tive? The general inclination when seeking
explanations of stock marker weakness is wo
search for indicators ol overvaluation, But
unlike Japan, where long-term stock market
weakness has been ted to the overvaluation
associated with the bubble in equity prices in
the Jate 1980k, valuations do not appear o be
the key factor lor explaining the longer-term
performance ol emerging equity markets,
Figure 6 indicates that while the price/eam-
ings ratio [or the [FCL Composite has been
high during certain episodes, it has on the
whole been signilicantly lower than that of the
S&P 500 for much of 1990-2002. Other valua-
tion indicators such as the price-to-hook ratio
anel dividend vields also do not indicate the
picture of a structurally overvalued emerging
equity market for the entire period.

Market participants argue that the key Fac-
tor generating both the poor returns on
emerging market equities and the reduced
diversification benefits has been the expen-
ence with financial crises during the second
half of the 1990s, A string of Anancial crises,
starting with Mexico in 19495, Asia in 1997-48,
Russia in 19498, Brazil in 19499, and, more
recently, in Turkey and Argentina, culminated
in prominent currency depreciations and
severe contractions in the level ol economic

HFocusing on individual countries mther than the
entire index for diversilication purposes wiould not have
helped maners. As noved earliern, dedicoed emerging
market funds have done no beter than the index:
there fas been a high correlation of remurns among
emerging stock markews through moch of the 195905,
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activity in emerging mackets. The downtum in
ceonomic activity and currency depreciations
that accompanied these crises severely weak-
ened both the income and balance sheet posi-
tion of local corporates, especially in situations
where the corporate sector had large loreign
CLITEICY CXPOsUres, Moreover, the restructur-
ing of corporate balance sheets at times
invalved lengthy negotiations and legal compli-
cations that further alfected carporate per-
[ormance. Such poor corporate performance
was readily reflected in sharp declines in equity
prices, over and above the decline in the value
of many emerging market currencies.™

The large depreciations associated with these
crises also had a strong impact on the returms
carned by [oreign investors, especially for many
cmerging equity market funds that tended not
to fully hedge their currency exposures, As a
result of this experience, [oreign investors,
whose holdings account for between # and ¥ of
the market capitalization of some of the Targest
cinerging equity markets, appear to have
become more averse o currency risks,

As noted carlier, the second hall of the
1990 witnessed a dedine in the diversilication
benefits associated with holding emerging
market equities, In part, this reflected the
higher correlations Between the equity
returns in the varous countries alTected by
the emenging market erises. However, this
period also saw a orend increase in the corre-
latien between emerging and mature stock
returns (Figure 7). This higher correlation
related in part to the global effects of some
mature market crises (such as the one associ-
ated with the failure of Long-Term Capital
Management) and the sectoral investment
strategics adopted by many global equity
investors in connection with the sharp rise
and subsequent decline of equity prices in the

For instance, while the Tha baht deprecied by
58 percent over the 12 months tw May 1995, the stock
miarket declined by 66 percent in US, dollar terims,
similarly, the Indomesian ropial depreciated by 78
percent over that some peviod, while the dollar valoe
ol the stock market fell by 88 percent

Figure 6. Valuation Indicators in Emerging Equity
Markets
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Figure 7. Correlations Between Returns in Emerging
and L.5. Equity Markets

Souscng Biogmberg L P and |MEF SGR calculstions

techoology, media, and elecommunications
(TMT) sector in the latter part of the 19905
(see Brooks and Catao, 2001).

While erises in emerging and mature mar-
kets affected the relative performance of
emerging equity markets in the first and sec-
omd halves of the 1990s, there are certain
structural weaknesses that influenced equity
market performance throughout the decade,
although they became more evident o
investors during periods of weak perfor-
mance. In particular, liguidity, asymmetrie
information, and COFPOrALe EOVermance con-
siderations have had a dampening effect on
the performance of emerging market Crpuities.
In many emerging markets, a few prnmim'nl
companies consine the bulk of the market
capitalizanon of country indexes pur our by
the [FC and MSCI, and quiie often the free
float constimies a small fraction of the compa-
nies’ marker capitalization. Firms included in
these indices often tend 1o be privanzed rili-
ties, natural resource and ransportation-
related companies, or banks, which comtinue
to maintain direct or indirect links 1o the stae
and have limited opportnities for houre
growth, Alsa, foreign investors worry that
adjustments in their holdings of these stocks
will lead to large price movements, as the size
of the free Moat is quite small relatve w ol
market eapitalizaton. Generating high
returns in emerging equity markets therefore
requires going hevond these companies, and
picking outof-index companies with gﬂuri
growth prospects. Market participants argue
that many such puhl'irh.' listed companies do
exist, and have arrractive valuations, particu-
|:ll’|}' in Asia, where price/earnings ratios on
the 1FCI index are often much higher than
that of the corresponding local index. ™

HFor instance, the Thai component of the 1FCT has
a price arnings ratio of 55 curcently, while it is abow
1) on the local stock market index: in Malaysia, the
local stock market pricecarnings ratio s 22, while the
[FCI component of the country index has a
price/carmnimgs nitio of 52,
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However, foreign investors do no g{-m-rall}'
invest in ou-of-index stocks either becanse of
liquiclity considerations ar simply because they
are unaware of the potential of these stocks,
since international investment banks do not
include them in their research coverage.

Issues of ransparency and corporate gover-
nance have also weighed negativelv on emerg-
ing market equity performance. In many
emerging markes, analvsis have concerns
about the accuracy and transparency of corpo-
rate earnings reporis—especially for the case
of closely held companies—and asset man-
agers distrust analysis” research. Indeed, in a
recent survey { Montagu-Pollock, 2001}, a
large majority of fund managers (76 percent
of the sample) responded that they were not
happy with the independence of the research
they got from investment banks. Poor corpo-
rate governance has been identified as one of
the causes of the recent Asian financial crises
(see, for instance, Claessens, Djankoy, and
Lang, 1998), with ownership largely concen-
trated in the hands of families and the state,
in part through the use of pyramid structures,
deviations from one-share-one-vote rules, cross
holdings, and the appointment of managers
and directors who are related wo the contraol-
ling family. Also, the need o attract strategic
investors during the privatization processes of
the 19905 in some European and Latin
American countries was accompanied by weak
minority rights that contributed o abuses
from controlling shareholders, Over the past
few years, several emerging markets have
approved capital market laws that include
measures aimed at strengthening minority
rights and improving corporate governance
and transparency.

The migration of the listings ol top-quality
emerging markel corporates 1o major mature
market financial centers has also taken a will

om the liquidity of emerging equity markers, A
common way of raising equity capital in inter-
national markets is 10 issue depository receipis
that trade in the United States {American
Depository Receipis or ADRs) or in the rest of
the world (Global Depository Receipts or
GDRs).* In general, companies list on a local
exchange initially and then offer part of their
equity to international investors through
depository receipts. During the 1990s emerg-
ing market issuers raised on average 57 billion
a year through ADRs, but issnance levels in
recent vears have averaged around $22 bil-
lion—though that includes the peak year of
2000, Latin America entities were the most
active issuers of ADRs in the early 194905, but
more recently the focus has shifted o Asia. In
the early 19%0s, about G0 percent of interna-
tional equity issues ok the form of ADRs;
this has risen 1o almost 80 percent in the past
three years, with Latin American issues being
almost exclusively in the form ol depository
receipt programs. Market participants argue
that for some prominent Latin American
stocks, price discovery is done in New York
rather than in the local markers,™

Along with ADRs, the delisting of stocks
from local stock exchanges in emerging mar-
kets has also had a negative impact on the
asset class, Delisting has been a significant
problem in Central Europe, Latin America,
and South Africa. In Hungary, for instance, a
number of companies have delisted [rom the
local stock exchanges because they have been
taken over by multinationals—in 1999, FDI
lirms accounted for 530 percent of book value
added in the nonfinancial business. Similarly,
a large number of delistings by foreign com-
panies ol their Argentine subsidiaries
accounts for a large raction of the fall in the
country’s stock exchange market capitaliza-
tion. In South Alrica, some local companies

% Box 3.6 in the IMF (2000} for a more extensive discussion of depository receipts programs,
Wndeed, the tvpical risk-return profile of ADRs is not very different from that of locally listed stocks because of

arbitrage
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decided o migrate and list abroad 1o ke
advantage of the larger investor base and over-
come the size limitaions of the local marker,
Delistings have been less of an issue i Asia A
number of prominent companies listed in the
local stock exchanges are state-linked, and
even in the case of purely private companies,
the urge to delist from the local stock
exchanges has been precluded by a mixture of
nationalism and subtle political pressure,

Implications for Capital Flows

The sustained poor performance of local
emerging market equities has sharply altered
the global investor base for emerging market
equities. For example, dedicated emerging
market mutual [unds have in some cases wit-
nessed declines in assets under management
ol one-hall, The role of crossover investors,
such as pension funds and insurance compa-
nies, and tactical investors, such as hedge
Tunds, has increased, and their focus is on
upportunistic wading, As noted earlier, the
robust performance ol emerging equily mar-
kets since early 20002 has attracted invesion
focus on this asset class once again, with a
number of global investment banks recom-
mending their clients o go overweight on
emerging market equities (see Salomon Smith
Barney, 20092 and Goldman Sachs, 2002). As
tactical investing in emerging equity markets
gains in relative importance, it is likely to
accentuate the already volatile net inllows into
emerging equity markets. And such a prospec
tive increase in volatility is also likely o have
spillover elfects into other emerging asset
markets, particularly to the currency markets.

Domestic Equity as an Alternative Source
of Funding

In response to the emerging market erises of
thie late 19905, a number of analysis and policy-
makers recommended the development of local
securites markers as an alicrmatve source of
funding for the corporate sector o ameliosie

the impact of a banking or external funding cri-
sis. While the emphasis has been largely on the
development of local bond markers, the need
to reduce the leverage of several Large corpo-
rates in Asia, combined with the desirabiliry of
having more Hexible financial souctires in
valatile environments, has raised the issue of
the stock market as a sowrce of Hinance,

The vilue of stock marker capitalization has
been approximately equal, on average, to the
villue of ousstanding bank credit over the last
decade in emerging markets (Figure K).
Although this constitutes anly a rough
approximation ol the pattern of corporate
finance in emerging markets, it shows the rel-
ative importance of equity linancing, There
are signilicant diflerences, however, across
time and regions. Bank credit is much larger
than equity market capitalization in Asia,
while the opposite applies to Latin America
and Central Europe, The collapse in equity
prices in Asia in 1997 and 1998 accounts lor a
large share of the [all in market capitalization
during these years, and the TMT-led rebound
in valuations across the whole spectam of
emerging markets in 1999 explains the reverse
phenomenon during that vear. Ouistinding
bank credit grows steadily during the decade
in Central Europe and Asia (with the excep-
ton ol Asia only in 19975, while it flattens ow
in Latin America after 1994,

In contrast to the similar orders of magni-
tude in the stocks ol debt and equity, bank
lending has dominated domestic equity
issuance in emerging markets. Between 1990
and 2002, the size of bank Mows has been
approximately 10 times the size of the equity
Mews (Figure 9, upper panel). However,
volatility has also been substantially greater.
This is explained in part by the fact that bank
lending is short term and hence needs o be
rolled over, while equity is, generally speaking,
a permanent source ol linance. Nevertheless,
the fow data show that, while relatively small
in absolute size, cquity lnance was a relatively
resilient souwrce of finance during the Asian
erisis. The sharp Gall in domestic equity



issuance between 2000-02 raises doubis, how-
ever, about the long-erm prospects of initial
public ofterings in local markets going lorward,
an issue that is related w the inermationaliza-
tion of equity markets, As Figure 9 (lower
panel) shows, international equity issuance has
dominated local equity issuance over 2000412,
Despite that, international equity issuance in
emerging markets isell has declined in recent
vears, with the decline being particularly pre-
cipitous in Latin America, related in part 1o the
slowing down ol the privitization process
(Figures 10 and 11).

While the internationalization ol equity
markets has helped wp-quality emerging mar-
ket corporates to raise capital at a lower cost,
it may thwart efforts 1o develop local equity
markets as an alternative source of linance.
The rend toward the internationalization of
equity markets is a result of the dramatic
reduction in ransaction costs associated with
improvements in information and computa-
tion technologies.”! The associated reduction
in the cost ol raising capital in the most
advanced exchanges, combined with the inte-
gration of capital markets, has made evident
the inefficiencies existent in several local
emerging equity markets, Several of these
markets are reducing listing requirements and
other costs associated with initial public offer-
ings, and they are establishing alliances with
other exchanges 1o increase the investor base
[or local issues (see below lor a more detailed
discussion). It remains unclear il these local
elforts could compensate global rends toward
the consolidation of equity market activity in
the most eflicient linancial centers. However,
the poor performance of local emerging
equity markets during the second hall of the
19905 is not necessarily a harbinger ol future

T e trenel toward internationalization af equity
markets, which includes delistings, ADR ssuance, dial
listings and other phenomena, is discussed in IMF
(2000 p; the shift of lguidity woward linancial centers
and consalidation of exchanges i deseribed in IMF
(2001 ).

DOMESTIC EQUITY AS AN ALTERNATIVE SOURCE OF FUNDING
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Figure 10. International Equity Issuance by IPO and
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performance. A more stable macrocconomic
environment and improved corporate gover-
manee and transparency would nonetheless be
key elements in furthering the development
of these markets, In this regard, the ADRs and
GDR programs of emerging market COTP-
rates are also likely to play important roles in
helping improve corporate ransparency and

HFOVETTIANCE,

Stock Exchanges: Developments and Issues in
Emerging Markets

Stock exchanges worldwide have been
under pressure in recent years. The bear mar-
ket in equinies has shrunk rading volumes li-
erally everywhere and reduced the earnings
potential of many exchanges. Moreover, the
growth of large mmomaned rading pladorms
known as electronic communmnications net-
works (ECNs) have also pin pressure on Hoor-
based trading exchanges, Their capacity 1o
process large quantities of information Faster
has meant that they have offered less expen-
sive access o buvers and sellers ol financial
assets than raditional exchanges do. In many
industries, pressures of this kind usoally lead
Leh & SpraLe o Mergers and R(’ftl“ﬁluﬁl]ﬂ. s
firms try 1o consolidate w compere beter in 3
difficult enwvironment. In stock exchanges,
however, mergers and acquisitions have been
less prominent, for reasons discussed an
greater length below, and the industry has
continued o face trmoil,

I'he pressures faced by stock exchanges in
emerging markets (which is the tocus of this
chapter) have been even more acute in recent
years, In addition to the bear market in equi-
ties, @ drop in 1POs associated with the reduc-
tion in privatization and a spate of delistings
have called into question the viability ol many
stock exchanges in emerging markets,
Moreover, the drving up of liquidity associated
with these developmenits has meant that the
role of the stock market in intermediating
finances lor economic development has been
dented to some extent, which has the poten-



tial o create difficulties of & svstemic nature
in many emerging market economies, This is
particularly important, given the findings of
recent research that the combined financial
intermediation effects of stock markets and
banks have a statistically and economically
large positive impact on economic growth—
with the extent of the development ol stock
markets having a positive ellect on economic
growth that is independent of the impact due
1o banks, ™

In view of the [avorable impact that deep
and liguid stock markets can have on eco-
nomic growth, it becomes particularly impor-
tant to have a proper understanding ol the
forces that have put pressures on stock
exchanges in emerging markets, This section
carries out such an analysis, and also discusses
the response of the various stock exchanges o
the dilficulties that they lace.

Stock f':rf.'.‘mngm Under Pressure

As discussed in the previous sections,
emerging market equities have not only
underperformed mature market equities in
recent years, but also posted negative returns,
Moreover, global equity portfolios that include
emerging market equities have offered lidle in
the way of diversification benefits over the
past five years, Given this difficult environ-
ment, it is not surprising to find that stock
exchanges in emerging markets have faced
acute pressures on profit margins,

The: underperformance of the equity mar-
ket by itself need not necessarily have to come-
press profit margins of stock exchanges,
however If trading volumes are sufficiently
high, because investors resort to reshuffling
their portfolios frequently to deal with an
environment of low or negative returns, then
the stock exchange as an entity should be less

8, for instance, Beek and Levine (2001), They
argoe that stock markets act us an offsen w the
monopoly power exercised by banks, and the compei
tive nature of the stock markets encourages innovative
growth-enhancing activities as opposed 1o the more
conservative intermediation approach of hanks,
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Figure 11. International Eguity Issuance by IPO and
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Figure 12. Monthly Dollar Trading Volume for Selected
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adversely affected than holders of equities.
But as can be seen from Figures 12-14,
trading volumes in many prominent emerging
miarkets have declined sharply in recent years,
with the decline being partcularly precipitous
in countries such as Malaysia, Argentin,
Brazil, Hungary, and Poland,

While: the decline in vading volumes has
provided the essennal backdrop for the pres
sures faced by the stock exchanges in emerg:
ing markets, other Gctors have accentuated
these pressures. The deregulanon of broker
ape commissions has increased the competi-
tivee pressures on the exchanges, particularly
where profit marging were maintained
through a mixmre of barriers to entry aned
antigquated rading and governance sirnemires,
The Fact that many of the exchanges in
emerging markes wend w be member owned
hais heen a factor thar has obstucted the weche-
nological evoluion of elecironic irading,
Many of the members ol these exchanges
came from small brokerages and could not
afford the lixed costs involved in insdoing
ECNs, bun resisted mkeovers by Bigger players
whao had the capacity to restructure. Notable
exceptions to this pattern have been the stock
and derivatives exchanges of Hong Kong SAR,
which merged and demunalized, and the
stock exchange of Singapore, where shares
were offered not only w the existing members
of the exchanges bun also to banks and other
mstitutional investors. These developments
allowed a radical restructuring of these
exchanges and made possible 4 more fexible
and elficient organizational structure tor rad-
ing. As aresult, these exchanges are now play-
ing the role of regional hubs with many
prominent companies in Asian countries pre-
lerring to list in the exchanges of Hong Rong
SAR and Singapore. While there has been
consolidation of the stock exchanges in many
emerging markets (through, tor instance, the
merging regional exchanges within a couniry,
as in Brazil), the process of demuroalization
and insttuting BCNs has been somewhan
parchy when compared with the changes than
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have taken place in Hong Kong SAR and
Singapore.

As noted brielly in the earlier sections, stock
exchanges in emerging markets have also
been buffeted by declines in the number of
IPOs, the increasing tendency of some promi-
nent companies o ke the ADR/GDR route,
and the delisting of companies altogether
from local markets as they get acquired by
multinationals, These developments, which
have been largely confined o Latn America

and Central Europe, but which have also Figure 13. Monthly Dollar Trading Volume for Selected Latin

: et x American Countries
cropped up in Asia moce recently, are dis- {in hitlions of 1.5 doliars)
cussed immediately below, The steps taken by = -8
the various stock exchanges o respond o Bl ;

these pressures is explored later in this
chapter.

The stock market and the exchanges in
Central Europe were kept buoyant by a wave
ol privatizations during 199597 (see Box 5
for the Russian experience). Once the initial
privatizations were completed, a number of
stialler companics came on stream and issued

[POs, particularly during 1999-2000, The 1PO

market has dried up, however, particularly in 25 _ 10
Hungary and Poland during the last two Chile Mexico
vears—for mstance, there were no [POs ssoed a0 - . = - @

in Hungary in 2001. A number of COMpanies
have preferred o take on a stralegic invesior
rather than po :hmugh the [TOY route, In
addition 1o the paucity of TPOs, lguidity in
the exchanges of Cenmal Furope has been

reduced by delistings than by local firms tak-
ing the ADR/GDR roure. In Hungary, in par-
ticular, muliinational participation in the 1986 &6 2000 oz 15996 oA 2000 o2
economy is substantial, and a number of leveal
firms have delisted from the local exchanges
as they have been maken over by multnation-
als. All of this has raiged the issue of the viahil-
ity af the stock exchanges in Cenwral Eurape,

In Latin America, the siring of financial
crises since the mic-1990s has constitured the
essential hci.r.k(lrnp under which the siock
exchanges have found themselves under pres-
sure. As in Central Europe, the local equity
market has not served as an important source
of funding for corporates in Latin America

Source: Stantad and Fone's
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Figure 14. Monthly Dollar Trading Volume for Selected
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during the past lew years, For instance, there
have been only 10 primary equity issues in
Brazil between May 2000 and May 2002, fewer
than the number of delistings during this
period. However, the pressures on the stock
exchanges in Latin America have owed more
(in the relatve sense) w lrms waking the
ADR/GDR route thun due 1o delistings, A
number of securities tases in Brael and capi-
tal controls in Chile, for instance, have made
listing and trading ADRs in New York more
attractive Tor many firms than listing and trad-
ing in the local exchanges.

Stock exchanges in Asia have been under
mueh less pressure than those in Central
Europe and Latin America, While the PO
process has slowed in Asia in 2000-02, it has
nol been batered in the way that it has been
in the other emerging market regions,
Delisting of companies Trom the local marke
and the issue ol ADRs/GDRs have also been a
less prominent feature of the Asian equity
Lindscape, In Malaysia and Singapore, [
instance, many of the listed companies are
state linked and are unlikely w be taken over
by multinationals and delist from the local
market, But even in the case ol purely private
commpranies, the urge o delist from the Jocal
exchanges is and will be precluded by a mis-
ture of natonalism and subtle political pres
sure; stock exchanges in Asia are perceived as
national symbols, much in the way that
national airlines are, and are likely wo be bol-
stered by the state as they face pressures,
While private companies in these couniries
can take the ADR route, they are in general
terr small for this to be a systematically prof-
itable option.

Factars Driving Companies to take the
ADRSGODR Route

Dielisting and taking the ADR/GDR route
are phenomena that are not just conlined 1o
emerging market siock exchanges, but are
also pervasive in the case of mature market
stock exchanges. While one may expect that as
capital market integration proceeds, geography



Box 5. The Equity Market in Russia

The Russian equity market has been one of
the best performing stock markets in recent
vears, Chver the last iwo vears the RTSI dollar
index has returmed about 50 percent annu-
ally. Its five-year performance has been even
maore impressive—returning about 58 percent
annually. This rapid growth in stock prices
has raised the issue of whether there has been
an “wrrational exuberance” for Russian stocks.
This box offers a brief overview of the mstitu-
tonal framework of the Russian stock marker,
and provides an analysis of whether the run-
up in Russian stock prices is sustainable in
terms of fundamentals,

The Structure of the Russian Stock Market

There are two main organized exchanges
for trading equities in Russia—the Russian
Trading System (RTS) and the Moscow
Interbank Currency Exchange (MICEX). The
RTS currently includes 386 stocks represent-
ing 244 listed companies. The RTS dollar-
denominated index. consisting of 549 stocks, is
viewed as the benchimark Russian equity
index, both locally and internationally. The
MICEX, which originally specialized in cur-
rency and debt wading, began trading equi-
es in [T, There are about 200 stocks listed
on MICEX, and it is the favorite trading plat-
form of lucal investors. There is reportedly a
high level of leverage used in trading stocks
listed on MICEX and pervasive day trading,
However, since the price discovery process lor
stocks takes place in the better managed RTS
{with MICEX market makers often nsing RTS
prices as indicative quotes), the high leverage
used by MICEX brokers, by itself, has not
impinged on valuations in those stocks that
are raded in both exchanges.

There are very few restricions on foreign
awnership of Russian equitics, antd there is no
general regulartion thar limirs foreign investor
participation in the local equity market,
However, there are several special cases, The
most prominent example is Gazprom, where
nonresidential holdings of the company’s
shure cannot exceed 20 percent of its charter
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capital, However, the effective ceiling is even
lower, as foreign investors can only buy
Carprom ADRs and not the local shares (the
total value of ADRs is less than 4 percent of
the company's market capitalization), The
presence of such restrictions largely explaing
the sizable ADE premium for Gazprom
shares, which does not exist for other Russian
stocks. In addition, Gaeprom sharves can be
rraded on four exchanges only—the Moscow
Stock Exchange, St Petersburg Stock
Exchange, and two other small regional
exchanges, Cther special cases include shares
of UES and Sherbank. The limit on foreign
ownership of UES shares is 25 percent, while
for Sherbank it is 12 percent.

Valuations
The run-up in Russian stock prices, hy
itself, does not indicate whether there isa

bubble or nut. Conceprually, this can be
viewed as the obyverse of the situanon in

Japan, or for that matter in the NASDAC—

where stock prices have fallen by about 75
percent from peak levels, but they are soll
considered by a number of market partici-
pants to be overvalued. A straightforward way
of looking at the issue of whether the run-up
in equity prices in Russia is a source of con-
cern is simply W look at viduations, The price-
earnings ratio for the RTS1 1s currently only
about 8-%. The price-earnings ratio for the
IFCT (Russia) and MSCI (Russia), indexes
that represent investbility for foreign
investors is even less—in the range of 6-7. In
contrast, the price-earnings ratio for the IFC]
Compaosite, the benchmark dollar based
index for emerging market equities is about
15; for the 5&P 500 it is about 28. That is, in
terms of the price-carnings ratio of the broad
stock indexes, the Bussian equity market does
not look overvilued despite the dramatic run-
up in equity prices,

Given that almost 70 percent of the market
capitalizarion of the BTSI is oil related, it is
necessary o go beyond macrovaluation meas-
ures, such as the price-carmings ratio, and

fil
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Box 5 (concluded)

look more closely at sectoral valuation meas-
ures. In particular, it 15 necessary to evaluate if
Russian oil companies are fairly valued or now
The price-carnings ratio has certain limitations
as A valuation measure—it does not wke the
financing structure of companies into account,
and also fails 1o ke account of accounting
idiosyncrasies, making relative value compar-
isoms difficult. An alternatve valuation measure
preferred by many analysts for making relative
value comparisons is the ratio of the enterprise
value: to earnings before interest, taxes, divi-
dends, and amortization (EV/EBITDA); enter-
prise value is defined as the sum of a
company’s market capitalizaton and debt

Omn an EV/EBITDA measure, Russian oil
companies appear cheap on both absolute
and relative grounds. Russian oil companies,
on average, have an EV/EBITDA of about
2.5, compared to about 4 for some of the
prominent oil companies in emerging mar-
kets and ahour 6 for the major oil companies
in mature markets. Market participants argue
that doing relative value analysis for oil com-
panies is a lot easier than is the case with
some other industries—ithe oil industry pro-
duces basically a homogenous commodity
with a well-defined production process, and
fuzey concepts such as goodwill do not enter
into the valuation process, Market partici-
pants also offer other anecdoal evidence 1o
indicate that Russian oil companies, and by
implication the stock market as a whole, is
still cheap despite the run-up in equity prices;
for instance, it has been estimated that Yukos,
one of Russia's Targest oil companies, has a
market capitalization that is about ane-thired
of ChevronTexaco despite producing half its
cutput, having oil reserves that are larger ancd
production costs that are significantly lower.
Moreover, market paricipants note that
Russian oil companies are in the process of
entering into strategic agreements with for-
vign oil companies—the recent strategic
alliance berween BI and TNE, which is
expected to ratchet up significantly the inflow
of foreign direct investment into Russia, is the

most prominent example. Russia is also plan-
ning to enhance the pipeline strucmre with
collaboration agreements with both China
and Japan, and these developments are
expected to add sipnificantly 1o export capac-
iy of the oil industry and the earnings poten-
tial of the Russian oil companies.

Russian metals and wlecoms are also evalu-
ated o be cheap when looked at in relation
to EV/EBITDA measures for comparahle sec-
tors in other emerging markets, Wimm-Bill-
Dinn's (the food company) successful [PO)
last year sparked a tremendous interest in
Russian consumer good stocks. But market
participants note that Wimm-Bill-Dann as well
as the orher prominent Russian consumer
goods companies are not cheap on a relative
value basis, Thus, the atiractiveness of the
Russian equity market essentially appears o
be an oil and metals story,

Trrvestor Bose

The investor base for Russian equities
appears to have evolved and stabilized in a
form that is likely to offer support 1o the
stock market. A combination of local
investors and foreign dedicated emerging
market funds slowly began to increase their
exposure (o Russian stocks in the Grst hall of
2000, stabilizing a market that had been badly
affected by the events of August 1998, In the
second half of 2001, a new type of investor—
global equity funds with sectoral allocations—
started buying up several Russian stocks as
part of a relative value play on the global oil
and gas sectors—lor instance going short on
Shell and BP and going long on Yukos and
Sibnett. Traditional global equity funds with
country allocations have also started (o evinee
an interest in the Russian market. These are
typically conservative equity funds—their
mandates warrant a time-consuming approval
process before they can enter a new markel—
but once they enter the market it tends 1o be
a relatively longerterm commitment. While
hedge fund activity in Russian equities picked
up bast year, they have been lae comers into



the stock marker, unlike in the case of euro-
bonds where they got in early and made con-
siderable gams.

The entry of the global equity funds, along
with MSCL's decision 1o increase Russia’s
weighting in iz Emerging Market Free index,
has heen another factor supportive of the
Russian equity market. As a result of the
MSCI index rebalancing, the weight of Russia
in the EMF index has risen to about 4 per-
cent, roughly the same weight as India.
Market partucipanis expect MSCI 10 broaden
the set of companies that it includes in is
Russia index (primarily with additions from
the telecoms sector), and this is expected to
draw in more foreign investors into the
Russian equity market, Investor interest is also
likely to be perked up by a number of [POs
coming on stream in the years ahead.

Divestment of state shares in Ruossia is not
expected to weigh down on the stock market

could become increasingly irrelevant o the
process of rmising finance, that does not seem
toy have happened in practice. The number of
companies secking a foreign listing has in-
creased throughow the 19905 both in emerging
markets and the mature markets of Europe.
Exchanges in the Unied Seaes have been the
main beneficiaries of this trend. Companics
wend o cross list in the more leuid and larger
mirkets, and in markets where companies from
their industry are already cross listed, and this
mitkes the exchanges of the United Stares a nare
ural destinaton for many firms. In response 10
this business apportunity, LS, exchanges anc
regulators have made a concerted eftort o
recuce regulatory costs and facilitate foreign
listings. For instance, in the early 19%90s the
Securities and Exchange Commission in the
United States became significantly more coop-
erative toward non-LLS, companies trying o
register in the United States; this change in auti-
tude was apparently prompted by stock
exchange officials who !‘{'g‘dl'd{!& the listings of
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in the way that it has in China, for instance,
Unlike in China, where the state owns about
two-thirds of the marker capitalization in the
equity market, the ownership structure of the
Russian equity market is more diverse,
Except in the case of notable exceptions such
as Gazprom, UES, and Sherbank, radical pri-
vatization was essentially completed by 1996
in Russia. Ownership in many of the impor-
tant companies are distributed among man-
agement, employees, sirategic owners, and
f:}reigm:rs. Moreover, Russia does nor have
to privatize for fiscal reasons, and divestment
in companies where the state has signifi-
cant ownership can be done in a more con-
rrolled way by taking into account market
timing, Nevertheless, despite the favorable
fundamentals for Russian equities, concerns
about corporate governance issues are likely
to cap the upside potential for the stock
market.

forvign companies as an atractive business
opporiunity for themselves.

A number of recent academic studies have
usedd panel daa for identifving the driving
torces of cross listing, and their conclusions
throw important light on why many firms in
emerging markets choose to ake the
ADR/GDR rome (see, in this context, Paganao
and others, 2000 ). The need for grearer li-
quicity appears to be one of the most impor-
tant [actors in the decision 1o crass lisy, and
explains why the exchanges of the United
Stares have become the popular destinations
for firms in emerging markets wo list in, The
larger sive of the stock market not only pro-
vides access toa larger pool of potential
investors, but being listed on a large stock
market can conler greater visibility and repu-
tation for i company.

Cross-listing decisions also appear to be
influenced by informational cascades—i.e.. by
wanting to be where the peers are, Il'a com-
P-“l';ﬂﬁ EAaEers observe many l[l.ll'll[.'lt'[iltil'.‘-
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listing on a particular stock exchange, they
are likely to infer that there might be advan-
tages fromn imitating them, and are likely to
eross list in a bigger and more liguad swck
exchange, even when there may be no pressing
economic requirement to do so. This competi-
1V Pressure o 15se ADRs/GDERs may in pari
explain the extent of the pressures that stock
exchanges in emerging markets have been con-
fronted with in recent years, The diserepancy
in aceounting standards berween the home
country and the host eountry also appears o
play a role in the: decision 1o cross list, Listing
in a couniry with heter accounting standarels
allows the company 10 precommit o greater
rransparency and reduces the monitoring coses
af its sharcholders and their required rate of
return, However, if the discrepancy in account-
ing standards berween the home and the hosi
country is too large, then the discrepancy may
actually negatively affect the decisions of some
firms to cross st Another possible benefit of
cross listing is to expose the company to the
attention of additonal Hnancial analvss, and
thereby o a wider investor base, However, in
practice, academic studies do not fned analyst
coverage to be a signiticant explanatory factor
ol the decision to cross list

The Response of the Stoch Exchanges

Stock exchanges (both in emerging and
mature markets) have responded in a variery off
ways to deal with the pressures that they have
been subjected to in recent years, For instance,
some stock exchanges have decided o go pub-
lic. Prominent examples are the London Stock
Exchange and the Deutsche Borse, Going pub-
lic has allowed these exchanges to mobilize
funds for upgrading their ECNs and acquiring
the capacity 1o compete better with rival
exchanges. In other cases stock exchanges have
sought alliances with cach other 1o enhance
liguidity. Prominent examples of this are
Euronexi—which is an alliance of the Paris,
Amsterdam, and Brussels exchanges; Newex—
which is an alliance of the Deutsche and
Vienna Borses; and Norex—which is an alli-

ance of the exchanges in Copenhagen, Stock-
hedm, Osles, and leeland, The process of Torm-
ing alliances o survive appears to be stll inis
infancy among emerging stock exchanges,
Particularly in the case of the Asian exchanges,
where stock exchanges wnd o be local monop-
olies, the pressure o consolidate in response w
technalogical innovation has been much less
than Fer exchanges in the Unitee Seates; it has
been esumateed, for inscance, that the number
of stock exchanges in the Unired Staes eame
down from over a 100 in the nineteenth cen-
ey to ahout five major stock exchanges car-
rently in response 1o the compeinve pressures
exerted hy iehnological mnovation (see Shy
aned Tarkka, 20001 ).

In Ceniral Furape, the Warsaw sinck
exchange has mken srides o restructure, The
Wirsaw stock exchange, which is the biggest
in the region, is now a fully electronic order
driven marker and has instinned a number of
new rules o make trading transparent. The
exchange has been in alks with Euronext 1o
lorm a loose alliince and has aspirations 1o
hecome a regional hub in Central Eurape tor
tracling equities, The Budapest stock
exchange has pur in place plans o demutal-
ize and list as a public company, To make
mergers and acquisitions possible, the
Hungarian administration has abolished the
rule that limits individual ownership o no
more than 1 percent of the exchange. The
Budapest stock exchange has also recently
instituted talks with both Euronext and the
London Stock Exchange [or lorming a loose
partnership; it intends, however, o maintain
its independence, The Czech stock exchange
has also come up with plans o demutualize.

Local stock exchanges in Latin America
have also taken a number of steps o revive
activity and make themselves viable entities. In
Brazil, the Sio Paulo Stock Exchange
(BOVESPA) has inroduced a new markei—
O Nowo Mercado—available only 1o compa-
nies meeting stricter rules on corporate gover-
mance. The Novo Mercado is a listing segment
designed for trading shares issued by compa-



nies that voluntarily undertake o abide by
good practices of corporate governance and
disclosure requirements thar go bevond those
already requested by Brazilian legislaton, it is
hoped that this would reduce the pressure for
companies wanting to delist for “reputational”
reasons. In Chile, the Stock Exchange of
Santiago has recently launched the Mercado
Emergente, a new segment for “emerging
enterprises.” Recently established firms with
innenative business plans and a potential for
strong growth can receive financial assistance
{or the registration of costs and list in the local
stock exchange, Despite the measures taken by
the stock exchanges in Latin America, many
analysts consider the liquidity problem to be
serious, particularly in Chile, where the
reforms are viewed as having come too late o
bring liquidity back into the stock markets.

As already noted, the stock exchanges in
Asia have been under relatively less pressure
than those in other emerging markets. In par-
ticular, the exchanges of Hong Kong SAR and
Singapore have already completed the process
ol demutualizing and going public and are in
refatively gowd shape to face the challenges
ahead. The stock exchanges in Singapore and
Australia have recently formed an alliance
that allows them o rade in cach other's
exchanges. A full-lledged merger of these twoe
exchanges is seen as being unlikely for nation-
alistic reasons: mercovern, 4 merger is nol seen
as necessary for developing the equity asset
class in these two couniries. The Tha stock
exchange perceives cross-horder trading of
stocks hetween itand the other regional
exchanges, rather than cross-horder listing, as
a preferred opion. This is also true of the
Malaysian stock exchange. Here, there is an
essential asymmetry between Singapore and
the other countries in the region—whereas
Singapore would like to function as the
regional huh, its neighboring stock exchanges
arve less imerested in losing their distinetive
identities, The stock exchanges in China are
relatively new, and despite the fact thar a num-
her of Chinese companies have been listing in
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Hong Kong SAR and Singapore, they have not
heen subject to the same kind of pressures
seen in other emerging markets (see Box 6),
In fact, with Hrms quening up to list in the
Shanghai exchange, the exchange can afford
1o be sanguine about Chinese lirms listing
abroad; the Shanghai stock exchange foresees
a situation in which dual listing becomes the
norm for many Chinese firms. The Korean
stock exchange, which is currently run as a
self-regulating nonprofit organization that
provides a wading platform for stocks, bond
index Tutures, and options, also appears to
have no immediate plans to demutualize.

Conclusions

Emerging market equities can provide
global investors with attractive absolute
returns as well as an avenue [or diversilying
their portfolios, The evidence indicates that
investors reaped such benelits in the fivst hall
of the 19905, but that the gains disappeared
between 1995 and 2001, This deterioration in
the performance of emerging market equities
gave rise Lo tactical investors, whose appor-
tunistic behavior is likely w increase the
volatility of capital inflows into emerging mar-
kets, The underperformance of emerging
market equities from a longerternm perspec
tive dees not appear w be primarily due to
overvaluation, though price//carnings ratios in
emerging market equities have been high in
somne years. Some of the main factors in this
umh.‘rp-::ri'::-rnmm:r ares (1) & string of linan-
cial crises, starting with Mexico in 1994, that
has drastically pruned the U5, dollar returns
an emerging market equines; (2) concerns
about corporate ansparency and gover-
nance: and (3) the orowing imporiance of
American Depository Receipts (ADRs) and
delistings, which has also reduced the uni-
verse of liquid stocks in emerging markers and
has thinned both the domestic and glohal
investor base, While the siocks of debt aned
equiry are of similar sizes, bank lending has
dominated domesoc equity issuance in emerg-

£5
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Box 6. The Equity Market in China

The stock market in China has grown rap-
idly since the mid-1990s, with market capital-
ization rising dramatically from less than 10
percent of GDP in 1995 to about 40 percent
currently (see Figure). This rapid growth
reflects the greater role in China's reform
process given to capital markets by the
Chinese authorities since the 15th Party
Congress in September 1997, Beginning at
that time, the authorites decided to increase
listings on both the domestic and interna-
tional stock markets wo help finance the cost
of enterprise restructuring, imp-us:: greater
market discipline on state-owned enterprises,
and develop a market for allocating savings (o
the most productive uses. Domestic investors
with ample savings and relatively few invest-
ment opportunities responded enthusiasti-
cally to official efforts 1o encourage stock
ownership, and currently a sizable segment of
households in China have some stake in the
stock market. The instiiutional structure of
the Chinese stock marker is complex, given
the multifaceted objectives involved in devel-
oping it, and a briel description of this stroc-
tire is provided below,

The Structure of the Equity Market

The stock market in China is highly seg-
menied. The A share market was initially
open o Chinese residents only. In 2002 it was
also open to qualified investors abroad. It
consists of about 1,200 listed companies cur-
rently, and is investible in local currency only,
The B share market began in 1992 1o allow
foreigners to participate in the Chinese equity
market by investing in foreign currency only,
There are currently about 111 companies
listed on the B share market. In practice, the
B share market has been dominated by
Chinese nationals, who have in the past used
regulatory loapholes 1o invest part of their
considerable holdings of foreign currency in
this market. Chinese nationals have officially
been allowed to invest in the B share market
since February 2001 and they account for
almost 95 percent of share holdings in this

market currently. There is also the H share
market, which wrades shares of Chinese com-
panies listed in Hong Kong SAR and other
stock exchanges outside of China, Almost B0
percent of the IPOs in Hong Kong SAR in
2001 came from China. The links between
the Chinese and Hong Kong SAR equity mar-
kets are, in fact, much deeper than indicated
by the importance of H shares. “Red Chips”
are companies incorporated in Hong Kong
SAR, but whose substantial shareholders and
production bases are in China—the combina-
tiem of H shares and “Bed Chips” now consti-
mites about 50 percent of the Hong Kong
SAR stock marker

Performance of the Stock Murket

After experiencing rapid growth in the lat-
ter half of the 1990s, equity prices witnessed a
sustained decline, starting in mid-2001 (see
the Figure). Despite the pickup in recent
months, the A share market is down by about
20 percent and the B share market by about
40 percent from the highs of mid-2001. What
are the Factors weighing on the Chinese stock
market currently? 1s the decline a rational
response o unsustainable valuations, or are
we witnessing a bout of irrational panics

Valuations in the A share marker currently
reflect price-earnings ratio of 30 w 40; this is
almost twice the price-carnings ratio in the B
share market. The substanual divergence in
valuations between the A and the B share mar-
kets is due to segmentation—the driving
torces of equity prices in the two markets are
different and arbitage between the two is
highly imperfect. Many market participants
argue that even these high valuations do not
tully capture the extent 1o which the market is
overvalued, For example, many of the compa-
nies initially listed in the A share market were
state-linketd enterprises, a number of them in
“sunset sectors,” with limited prospects for a
significant improvement in earnings potential,
Moreover, a part of the earnings of some com-
panies listed in the A share market comes
from profits obained from stock market spec-



China Equity Market Indices
2500 - 250
2000 - - 200
(hing A-shara
It scal; focal currancy,
1500 ¢ 4 150
1000 =100
00 50
o (s US dolrs)
1992 94 98 ug 2000 02
= =700
= =600
= 500
Marke! capitalization
= fin bitkons of U5, doflars) - 400
x — 300
200
= =100
P T

19492 94 96 98 000 2

Sowrces. Blocurherg L B and Standar and Poar's

ulation. And this type of profit will disappear
as the marker subsices.

Imvestor Base

Almaost 90 percent of the investor hase for
equities in China is retail. Households in
China have been confronted with limited
opportunities available for investment, other
than to hold deposits in banks. Consequently,

~a stzable part of houschold savings was placed
in the stock marker, and these investments
have been a key factor driving stock prices.
The unease over high valuations among retail
investors appears to have been mitgated
partly by the [act that many companies are
state-linked, generating plausible expectations
af a bail-out in the srrategically important

CONGLUSIONS

companies, The institutional investor base has
developed only recently, largely as a conse-
quence of official action to promote i
Mutual funds in China are not strictly equity-
based or bond-based, but instead invest in a
mixture of equitics and fixed-income prod-
ucts. In contrast to the retail segment of the
market, institutional investors have been
more wary of current valuations and are at
present largely in bonds or cash, Foreign
investors wanting an exposure to the Chinese
equity market have tmded primarily H shares
rather than B shares, because of the more
stringenl transparency requirements in the
former murket. Foreign investors appear to
he even more concerned than local investors
about both the high valuations in the Chinese
equity market and the prospeets of an
increase in the supply of shares (the concems
about the supply-side effects appear 1o have
been mitigated somewhar after the announee-
ment in June 2002 thar the divestment
process is likely (o slow—see below for
eletails), ane this in turn has depressed the
enuity market in Hong Kong SAR.

The Primary Markei—the Initial Public Offering
{1P(}) Process

Marker analysts argue that the PO process
in China was initially focused on generating
revenues through privatization for the stae,
Meare recently, a number of what marker par-
ticipants regard as more viable companies
have been brought w the market.
Nevertheless, the idea of an IPC as a fund-
raising process for the state rather than asa
resource allocation mechanism continues to
find resonance in China, After a decline of
about 30 pereent in the value of IPOs in
2001, abour 55 billion yuan of 1POs came on
stream in 2002—a slight increase over 2001,
In contrast o early IPOs, which were mainly
in the manufacturing sector, the next batch
of 1POs are likely to alsa involve banks and
insurance companies, which need to be
swengthened ahead of the compeltitive chal-
lenges linked to WTO accession.
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Box 6 (concluded)

An IPOY in China can be a complex and
lengthy process, Companies intending (o
izsue [POs ghonld in the birst ingenee have
been in existence for at least three vears and
should have generated profits in the three
vears prior to listing. They have to accept
guidance from local investment banks on the
muodalities of lunctioning as publicly listed,
and the entire process from the intention o
list publicly to the beginning of secondary
wrading can take up to & year to complete.
Moreover, unil the restrictions were removed
recently, there wis a quota system for TPOs,
with each provinee being offered a choice of
four 1o five companies to list on an inital
pubic offer waiting list. This policy was can-
celled recently. A number of companies have
chosen o take the quicker route of listing in
Hong kong SAR and Singapore.

Some technical requirements of the IPO
process in China have resulted in the build-
ing up of speculative pressures in the equity
market. When companies list in the local
stock market, a “rule-ot-thumb” is applied 1o
cap the price of the stock o generate a histor-
ical price earnings ratio of about 20 o 25,
Given that the average price earnings ratio in
the A share market is about 40, those with
access 1o the IPOs can generie substantial
profits when secondary trading in the newly
listerl shares hegins, To minimize abuse of the
system, the TPO allocations are made accord-
ing to a formula, wherehy the allocation is a
tunction of the holding period—rthat is, those
willing to hold on to the TPOs [or longer peri-
ads ger more stock allocated.

ing markews. Beoween TR and 2000, the size
of bank lending has been approximately 10
times the size of domestic equity issuance, but
the valatility of bank lending has also been
substntially greater, Moreover, while relatively
small in absolute size, equity linance was a rel-
atively resilient source of finance during the

The authorities have taken a number of
steps recently o strengthen the functioning
of the stock markets in China. The China
Securities Regulatory Commigsion has
embarked on a broad initiative to improve
transparency by cracking down on fraud and
minked manipulation, issued Gghter rules to
delist loss-making emerprises, and imposed
maore stringent disclosure and accounting
requirements on listed companies. They have
also required histed companies o have ar leasy
one-third of their boards composed of inde-
pendent directors by 2008,

The biggest challenge for the authorities,
however, is 1o find a way of divesting state
shares—both for revenue generating and cor-
porale governance reasons—without disrupe-
ing the market, Given that two-thirds of the
listedd shares in China are currently owned by
the state and not traded actively on the sec-
ondary market, the expectation of an
increase in the supply of shares when
restricted shares are freed up is one of the
main factors that have roiled markets over the
past year, Creating a tracker fund as in Hong
Kong SAR 1o sell srare shares is legs of a viable
option in China, given the magnitude of the
delisting needed. The authorities have, how-
ever, been cognizant of the delicate supply-
demand balance in the stock market, and
announced in June 2002 that the plans to
divest state shares would be put off for the
near future. Instead, the plan is to ransfer
prart of the state’s equity holdings to strategic
investors through agreement wansfers,

Asian crisis, The sharp fall in domestic equity
issuance in 2000 and 2001 raises doubts, how-
ever, about the long-term prospects of initial
public offerings in local markets as an alterma-
tive linancing mechanism going [orward, an
issue that is largely related to the increasing
internationalization of equity markets,



CHAPTER IV

EMERGING MARKETS

Anna llyina

inancial derivatives are commonly nsed

lor managing various linancial risk

exposures, including price, loreign

exchange, interest rate, and credit risks.
By allowing investors to unhundle and trans-
ler these risks, derivatives contribute 1o a
more efflicient allocation of capital, lacilitate
eross-horder capital Dows, and ereate more
apportunities for portfalio diversification,
Thus, linancial derivatives are essential lor
the development of efficient capital markets,
However, just like any other complex finan-
cial instrument. derivatives may and, in facy,
have at times been used by market players 1o
take on excessive risk, avoid prodential safe-
guards, and manipulate accounting rules,
For example, in the absence ol adequate
internal risk control and prodential supervi-
sion, derivative instruments may allow a com-
pany o tike on excessive leverage by shilting
certain exposures off balance sheets.,
Although the problem of misuse of deriva-
tives is perceived to be more acute in emerg-
ing market countries where prudential
repulation, credit information inlrastruciure,
and risk management practices are not fully
developed, it is certainly not limited to these
countries. In a world of constantly evolving
financial instruments, the design of pruden-
tial regulations that create incentives for
market participants to use derivatives appro-
priately remains one ol the biggest chal-
lenges for regulators in both mature and
emerging markets,

This chapter provides an overview ol local
dervatives markeis in emerging cconomies
ane focuses on two jssues: how the use of
derivatives tacilitated capital Hows to emerging
cconomies and what was the vole of deriva-
tives in past emerging marke! crises,

THE ROLE OF FINANCIAL DERIVATIVES IN

Overview of Derivatives Markets in
Emerging Economies

Despite rapid growth over the past several

yvears, emerging market derivatives account lor

only 1 percent of the totl outstanding notion-
als in global derivatives markets, Local deriva-
tives markets in emerging economies dilfer
greatly in their sizes; both in absolute rerms
and relative to cash markets, Compared with
mature markets, the ratio ol ouistanding
nuotional value of derivatives o market capital-
izatiom of the underlving asset markers is fairly
small in most emerging economics (see Ta-
ble 9}, The most common problems that con-
strain the development of local derivatives
markets are (1) relaively underdeveloped
markets for underlving instruments; (2)
weak//inadequate legal and market infrastruc-
tare, and (3} restrictions on the use of deriva-
tivess by lowal and Toreign entities,

Currency Derivatives

Meost of the currency derivatives trading
aroumd the world takes place in the over-the-
counter (OTC) markers, with loreign
exchange swaps accounting for more than
two-thirds ol the turnover. The arnover in
global currency markets followed a declining
trend from 1998 and up until early 2000 doe
tir the introduction of the euro, expansion ol
L-broking, and banking sector consolidation.
By contrast, during the same period, the
turnever in the emerging foreign exchange
spont and derivatives markets inereased, with
the share of emerging market currencies
{including the Hong Kong SAR and
Singapore dollus) in the global Toreign
exchange spot market turmover rising 1o 8.6
perveent in April 2000 from 5.5 percent in
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Table 9. Notional Amounts Outstanding of the Over-The-Counter and Exchange-Traded Derivatives
{in hillions of U5 dollars; snd-Junsg, 2001)

Equily Fixed Incomea Foreign Exchange
Total Total
Exchanps- darivatives Exthange- derivatives Exchange-
1ra oTc in percent Lraded 01c in percent {rade oTe
Spot  derivatives derivatives of the spot  Spot  derivatives derivatives of the spot Spot derivatives derfvatives
Latin America
Brazil 194,07 1.00 0.81 0.9 28480 15115 12.52 87.8 o 12.61 25.03
Mexico 154.81 0.1 : 0o Az2.30 4. 58 : a6 - 010 ;
Chile 4.3 T 0.00 0.0 34.00 = 0.10 03 - 586
Asia
Singapore 197 62 G.80 038 a6 48.30 45996 200 10185 ; I 8720
Hong Kong SAR 570.56 im 014 0.¢ 44,90 25 61 415 66,3 - 0.03 2,72
Korea 21773 1268 0.00 ] 79,00 196 19.26 76 i 133 2740
Taiwan Province of China  231.05 0.42 0.2 i s . ik A
Malaysia 104.08 0.03 0.00 0.0 70 2.86 0,94 49 . ! 432
Europe, Middle East,
and Africa
South Africa 194.93 1562 873 12.5 56.10 0.16 144,79 #0584 4 b 176.66
Hungary 8234 0.05 0.00 06 17.20 0.06 0.08 na 07 028
Poland 25.56 0.04 0.00 0.2 3760 =l (.85 23 . om /.36
Total 194416  40.56 10.07 26 96130 646.33 #14.69 BO.G 14.24 355.82
Memo itam;
Global Markels 29,843 1,905 2.039 132 970 17493 75,813 34 o= BB 20,435

Sources: BIS; IFC; MSCI; FOW TRADEdata; Exchanges: Bloomierg, and IMF stall estimates.

Notes: The notional amounts oulstanding of the OTC traded dervatives are based on Ihe dita collectid as part of the BIS 20071 Triennial Survey. All positions
were reported on 3 worldwide consolidated basis (1.e., are based on global bogks of the héad offices and all branches and subsidiaries of a given institutions).
and andy 10 the manetary authority of 3 country, where the parent institution had 715 head office,

The notional amaunts outstanding of the exchanga-traded denvatives ara estimated using the data from 1ha FOW TRADEDas, Bloombaerg and vanous focal
exchanges. Notional amount is calculated as the number of contracts (“opan interest” fram FOW TRADEdata) multiplied by the facs value of the contract in tha
U5, dollar terms. In the casa of index darfvatives, the face value ks the product of the contract’s multiplier and the valua of the undartying index. In the casa of
sauity derivatives, individual stock futures and options are not included. The breakdown of exchange-iraded derivatives by assai class (equity, fived-income, cur-
rancy) i based on the FOW TRADEGata classification, which, in some cases, difiers from the BIS ciassification of the OTC derivatives. For axampls, the
sxchange-iraded fixed incoma derivatives include a broader range of instruments han the single-currancy interast rate swaps. In particular, in (ha case of Brazil,
all Cross currency swaps ang included in the Gixed-ingome dervatives category. For bomd markets, the spot market capitalization is the total valee of all outstand-
ing domestic bands based on the data provided by the BIS. The overall market capitalization of the global bond markets i the total value of all autstanding
domestic bonds in all countries followed by 1ha BIS. The overall market capitalization of the global aquity markets i an estimated total market capitalization of ail
eountries included in the MSCI AN Country World Fraa Index. The equity market capitalization estimates for individual markets ara based on tha IFC data

April 1998 (see Table 10), The declining
trend in global currency markets was reversed
during 2001-02, as the volume of euro/dollar
contracts, which replaced the European legacy
currency contracts, gradually increased and
the volatility of G-3 currency pairs rose sharply
in the [irst hall of 2002, As a result, the 1ol
notional value of outstanding contracts in
global OTC foreign exchange derivatives mar-
kets reached $18.5 willion as of end-2002,
approaching the mid-1998 level (187 uil-
lion )™ OF note s the fact that the share of
swaps in the ol notional value of foreign
exchange derivatives rose 1o 24 percent at the

WRused on e BIS quarierly repeors,

end of 2002 from 10 percent in mid-14998,
which was generally attributed to a pickup in
global syndicated loan and securities issuance.
In emerging markets, the most liquid OTC
currency derivitives markets are in Singapore,
Hong Kong SAR. and South Alrica, where
average daily tumover signilicantly exceeds
the spot market turnover (see Table 10).
Foreign exchange swaps and forwards are
used by both Toreign and domestic players For
managing or gaining exposure to the
exchange rate risk, with the trading volumes
tvpically increasing during the times of large
exchange rate movements, The buoyvancy of
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Table 10. Average Daily Turnover in the Over-The-Counter Derivatives Markels

fir uthons of LLS. doffars)

Total Foreign Exchange Interast Hite
April 1998 April 2001 April 1948 April 2001 April 1893 Aprll 2004
Brazil e 21 : 1.9 = 03
Chile 035 0.6 0.5 0.6 0 ]
China 0 0 . 1]
Czech Republic 3 14 3 12 0 0z
Hong Kong SAR 514 52.0 489 49.4 24 26
Hungary 05 0.2 05 02 i 0
India 1.3 2 13 1.8 1] a1
Indonesia 1 05 1 05 1] 0
Korea 11 4 1 a9 ) iR |
Malaysia 0.8 0.9 08 0.9 0 0
Mexaco 26 46 24 4.2 0.2 04
Philippines D4 06 04 0.6 1] 0
Poland 05 3B 05 33 = 05
Russia 09 0.2 04 0.2 0 0
Singapore 90.7 Tis 854 69.3 53 32
South Africa B B4 52 78 08 06
Taiwan Province of China 16 18 15 1.7 LR o1
Thaitznd 22 1.3 22 13 0 0
Turkey i o7 0.7 b ]
Total 164.5 157.6 155.5 148.6 8.8 8.1

Source: Bank for International Setilements, Triermal Carifral Bank Survey 2001
Note: Turngver is defined &s the absolute gross valee of all new deals entared info during the month of April, No dstinction is made between
sales and purchises, The basis lor reportmg is e location of thi olfice whdre dny given dial was struck, 50 Transactions concluded abroad

wire nol reported by the country of locatien of the head office,

these markets tends o be affecied by the
siringency of local currency regulation and by
the r!ngrt-t' ol f-:m-.ign invesior participation,
In Singapore, a notahle pirkup N Crimss-
currency swaps activity occurred alter 998,
when the government allowed foreign entities
tor issue Singapore dollar bonds and 1o swap
the proceeds into foreign currency lor use
outside the country, Furthermaore, in 20002,
the government remaoved the restriction tha
diel nor allow foreigners w engage in cross
CUTrTency swap transactons unless there was an
underlying economic activity, In Korea, up
until 19949, the development ol the onshore
currency derivatives marker was consirained
by a legal requirement that any forward trans-
action had to be centificd as a hedge against
Tuture current account Oow (the so-called
“real demand principle™) and therelore, most
of the won/dollar forward trades 1ok place
offshore. In South Africa, the turmover i for-
cign exchange swaps caught dp with the spol

market mrnover around the nme of the Asian
crisis and significantly surpassed the Janer in
suthseeuent vears (see Figure 15), However,
the swaps market liguidity has deteriorated
notably since late 2001, when the cenmal bank
stepped up the enforcement of currency regu-
Lation requiring market participants to pro-
vide evidence ol an underlving trade How for
every forward or swap wransaction, and, as a
result, many foreigners pulled out of the
South Alrican foreign exchange marker (see
Figure 16).™

By contrast with Singapore, Hong hong
SAR, and South Africa, a significant share of
currency derivatives rading in Brazil takes
place at the organized exchange—Raolsa de
Mercadorias & Futuros of Sao Paulo (BME&F).

T his vesteiction i simibar o the Korean “real
demand principle,” It was aimed an limiting specala-
tive activity, bul was never strictly enlorced until late
2041,
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Figure 15. Average Daily Turnover in the South African

Foreign-Exchange Market by Type of Transaction
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Besides certain featres of the county's legal
framewark thar had hampered the develop-
ment of the OTC marker, the BM&ETF isell was
actively tryving o absorb part of the OTC busi-
ness (see Box 71.% The expansion of currency
derivatives in Bragil was sumulated by the
Hotation of the wal in early 1999 and regula-
tory authorization lor OTC derivatives on for-
eign exchange, interest rates, and price
indexes, The change in the exchange rawe
regime coincided with sharply higher volariliny
in both the wal/ dollar rare and Brazilian
interest rates, contributing o the creation of
“hedge culture.” Most of the derivatives con-
tracts are “nondeliverable” because histord-
cally, the BMEF did not want local derivatives
markets o be limited either by less than free
convertibility ol the wal or by the size of the
spot market, with the latter also being suscep-
tible 1o short squeezes. In contrast to the
rapid growth ol derivatives markets in Brazil,
the development of exchange-traded deriva-
tives in Mexico has been slower, primarily
because the exchanges in Chicago (which are
in the same time zone) have aunched numer-
ous derivative products based on Mexican
underlying assets.

The “nondeliverable” forward (NDF) con-
tracts tend to be the principal instruments in
the oflshore derivatives markets for many
emerging market currencies and are olten
preferred by foreign investors who have
restricted access to onshore markets and want
to either avoid potential costs of delivering
local currendcies or reduce their counterparty
credit risk exposure. In most cases, NDF mar-
kets trade ata premium w local markets
because offshore lnancial institutions have
limited access o local funding. In Taiwan
Province of China, for example, the average
implied oneyear NDF vields were around 150

BEor examiple, the ancertainty about the enforoe
.'||}1I|;l:.' ol close-cnil II:I'"iHl_" |'||'||'|.‘i-.iu1|'|. inan il'lu'll'l.l-l'll.':.'
scemario is often mentioned as one of the Getors that
hampered the development of the OTC market in
Brawil.
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Box 7. The Bolsa de Mercadorias & Futuros of $3o Paulo

The Bolsa de Mercadonas & Fuiuros
(BMEF) of Sio Paulo, Brazil, which started
operations in January 1986, ranks among the
largest exchange-traded derivatives markets in
the world in terms af the number of contracts
wransacted annually. In 2001, almost 98 mil-
lion contracts were traded with a tol open
interest of 74 million contracts, These Ggures
were surpassed in 2002: by the end of 2002
the cumulative number of contracts traded
was 105.8 million. According to International
Financial Services, London, the BME&F
ranked ninth in terms of the number of con-
tracts traded by the end of 2001, being sur-
passed among emerging markers only by the
Korean Stock Exchange.

Trading at the BM&F takes place through
the auction marker svstem, which comprises
both the exchange floor and the electronic
vading system. Most contracts are raded in
the auction marker system, which accounted
for 94 percent of all contracts traded and 97
percentol financial volume in 2001, while the
over-the-counter (OTC) system accounted for
the remaining transactions, The performance
of all contracts traded through the auction
system is guaranteed by the BM&F Derivatives
Clearinghouse, which uses a safeguard struc-
ture based on intraday risk limits, market con-
centration limies, and collateral requiremenis
imposed on clearing members, brokerage
houses, and customers. The saleguard struc-
ture is complemented with three clearing-
house funds that provide additional levels of
protection against counterparty risk, Other
transactions in the OTC market system must
be registered either with the BME&F or the
Central of Custody and Financial Settlement
(CETIP) if at least one of the counterparties
is a financial institution. The setdement of
OTC conrracts registered with the BM&F can
be guaranteed by the exchange upon request
ol the contractual parties provided the con-
tract is written according to the BM&F specifi-
cations, which ensures a certain level of

Nowe: This box was prepared by Jorge Chan-La,

standardization. In practice, most of the OTC
contracts are guaranteed by the BME&L

The BM&F offers end users of the
exchange a substantial number of contracts,
allowing them o hedge risks or acquire mar-
ket exposure, Futures contracts are available
on a number of commaodities, including gold,
an the Sio Paule Exchange Stock Index
(Ihovespa); on foreign currencies, including
the U5, dollar and the euro; and on interest
riates, including short and long interbank
deposit rates, and the local U5, dollar inter-
est rate (Cupom Cambial). Option contracts
are available on gold, imterbank deposit rates,
the Ibovespa, and the LS. dollar. However,
ligpuidity in the BM&F is heavily concentrated
in a few contacts, including the one-day
interbank deposit futres contracts or DI
Futures, U.S. Dollar Futures, especially for
those with maturities of one year or less,
Ibovespa Index Fumires, and Cupom Cambial
Futures. Same of these contracts are
described next.

£f Futures, This contract allows end users 1o
hedge or take positions on local interest rate
risk, The contract size 15 1 million s and
the underlying asset is the capitalized daily
interbank deposit rate, as measured by the
Certificate of Deposit rate, verificd on the
period between the trading day and the busi-
ness day preceding the expiration date of the
contract, which is the first business day of the
contract month. All contracts are seitled on a
cash basis. Contracts months include the first
four months subsequent o the month during
which a trade is made, and months that inig-
ate a quarter (January, April, July, and
October), D1 Futures with maturities less
than twao vears enjoy good liquidity, with an
average daily turnover in the range of
55 billion to 310 hillion.

Foreign exchange derivatives. The two- and
three-month LS, Dollar Futures, with con-
tract stzes of $50,000, are the most traded and
liquid comtracts, with an average daily trad-
ing valume of around $3 billion. Contract
months include every month of the year
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Box 7 (concluded)

and should be serded on = cash basis the next
business day following the kst business day of
the previous month. Hedging and speculation
in the foreign exchange market can also be
accomplished via U.S. Dollar European and
American Options in the auction and OTC
market systems, respectively, The average daily
tracling volume in this market is only around
5250 million, a fraction of the volume waded in
the Tutures market, In terms of open interest,
though, U.S, Dollar Options aceounted for 30
percent of wal exchange-raded foreign cur-
rency instruments by the end of July 2002,

Thovespes Inedex Fratures, Local investors can
engage in index arbitrage and hedge posi-
tions on the main Brazilian stock market
index. Ibovespa, through Ihovespa Index
Futures, The contract size in Brazilian reads is
equal (o three times the level of the index.
These contracts mature every two months and
are sertled on a cash basis on the next busi-
ness day following the Wednesday closest 1o
the 15th calendar day, which is the last trad-
ing day. Trading in the lbovespa index fures
comprises 86 percent of wotal rading in stock
index instruments, as measured by number of
traded cantracts, '

Ciefrorit Cambial Futures, The Cupom
Cambial for a given maturity is the spread

hasis poins higll:'r than onghore rates riuring
2AWH =02, In Korea, the existence of the “real
demandd principle” .'i.i‘.ltlﬂ't'd the developmem
of a liquid offshore NDF market in the
Korean won. However, after this resoriction
wis lifted in 1999, a lot of activity moved
onshore, leading o the convergence of the
ellshore and onshore prices. In some cases,
however, offshore markets continue o per-
form functions that are not perlormed by
onshore markets, For example, while both
onshore and oflshore forward markets in
Korrea are most liquid in maturities of up to
one year, the NDFs and swaps can be struce-

between the local interest rate, as measured
by the interest rate on interbank deposits,
ang the exchange rate variation during the
life oof the conract. From this definiton, i is
clear that the Cupom Cambial is equivalent to
the onshore ULS. dollar mnterest mite and,
hence, its level is aftected by corporate
demand for foreign currency hedging, The
Cupom Cambial Futures allow local market
participants—mostly nonfinancial companies,
banks, and mutnal funds—io position them-
selves in the local ULS, dollar interest rate
market. Contract size is $50,000 and contract
months and expiration dates are esiab-

lished by the BM&F Contracts are settled in
cash,

The BM&F follows state-of-the-art risk man-
agement procedures to deal with market risk,
liguidity risk, and counterparty risk, These
procedures have helped the BM&F 1o with-
stand several episodes of marker turbulence,
including the January 1999 crisis, the
Argentina crisis by the end of 2001, and the
current volarlity associared 1o the recent pres-
idential elections, Despite this impressive
track record, the BM&F remains highly
exposed to sovereign risk, as close to 90 per-
cent of the exchange's collateral is comprised
by Federal Government Bonds.

wred in tenors of up o 10 vears in the off-
shore marker,

Compared with other emerging markets,
the ligquidity in the Central Furopean onshore
derivanves markes remains limied due o the
lack of effective infrastructure and also o
SOIME EXIEnt existing regulatory constraints on
the use of hedging instruments by local corpo-
rates aned pension funds, Hungary has seen a
strong pickup in currency derivitives trading
since the move o greater exchange rate fexi-
bility and removal of capital controls; but,
compared with Poland, ligquicity s still Tow
(see Tables 9 and 10}, Many of the derivatives



linked to the Cenual European currencies are
reportedly traded olfshore, mainly out of
London, More recently, both Poland and
Hungary have made signilicant progress in
improving legal and documentation infia-
structure for derivatives wading. The Polish
government adopted new provisions on net-
ting and credit support, while in Hungary, the
close-oul netting provisions came into effec
in January 2002, Legal certainty regarding
enforceability of close-out netting reduces
credit risk arising from OTC derivatives trans-
actions by allowing market participants wo cal-
culate their net obligation vis<d-vis an insolvent

party,

Fixed-Income Derivatives

In contrast to recent wends in global cur-
rency derivatives market, the global lxed-
income derivatives market continued to
expand steadily over the past few years, with
interest rate swaps (IRS) being the largest and
the fastest growing market segment. From
end-1998 (o end-2002, the notional value ol
all outstanding interest rate contracts in the
global OTC market doubled, reaching $102
trillion (see BIS, 2002h). The rapid expansion
of the IRS activity was tiggered by the liguid-
ity crunch in the spot and exchange-traded
derivatives markets during the Russia/LTCM
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crisis and the reduction in the U5, govern-
ment bond market liquidity due o the
planned debt repayments, These were gener-
ally seen as the main factors that forced mar-
ket participants to look [or alternative
hedging and benchmark instruments and
encouraged the shift into the OTC swap mar-
ket (see IMF, 2001). Following the collapse of
the welecommunications, media, and echnol-
agy (TMT) hubble, an increased equity price
volatility and a continued decline in interest
rates forced many investors, including those
in emerging markets, t shift from stocks o
boneds, turning w the bond futures and IRS
markets either in scarch of yield or to hedge
their bond exposures. The structure of the
global lixed-income derivatives market is simi-
laor 1o that of currency derivatives—that is, the
OTC segment is significantly larger (when
measured in terms ol notional values) than
the exchange segment, although the average
daily turnover in the latter is higher, possibly
due to shorter maturity of the exchange-
traded instruments.

In emerging market countries, the most lig-
uid lixed-income derivatives markets are in
Singapore, Hong Kong SAR, Brazil, Mexico,
and South Alvica (see Tables 9-11), In Latin
America and Singapore, most of the lixed-
income derivatives trading takes place at the
organized exchanges, but in Korea and South

Table 11. Exchange-Traded Options and Fulures Contract Trading Volume, 2002

Stock Equity Index Governmeant Dabt Interasi Rate Foraign Exchange
Lafin America
Branl 89,740,269 6,979,515 15,230 51,116,740 18,179,225
Mexico il 49,243 3,579,165 80,606 463 52,108
Asia
Singapore 13,690 10,458,364 699 448 21,714,364 Ty
Hong Kong SAR 3,745 816 6,995,635 3673 281.227 3,503
Knrea 57.918 1,833,072 470 12,802,781 3,788 1436191
Taiwan Provinca of China ] 7,944,254 i :
Malaysia - 233,864 80,4149 64,307
EMEA
South Africa 10,326,227 19,018,726 32,765
Hungary 385,150 282973 i va
Potand 92 097 3,322 855 5,957

Source: International Federation of Stock Exchanges (FIBY)
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Figure 17. Mexican Bond Issuance and Interest Rate
Fulures
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Alrica it is mainly concentrated in the OTC
market (see Table 9). Those markets that were
deregulated more extensively (maost notably in
Korea) experienced the fastest growth. In
terms of notional values, the Singapore
Exchange (5CGX] is still far ahead ol other
ermerging markets, with most traded lixed-
income derivative contracts including Euroven
LIBOR, Euroven TIBOR, and Eurodollar
futures and options, The rapid pickup in the
lixed-income derivatives activity in Mexico was
due o an increased government bond
issuance, casier access o derivatives trading
for local banks and brokers (because of a
relaxation of certain administrative restric-
ticms), wnd the introduction of new products
by the Mexican Derivatives Exchange
{MesDer) (see Figure 17) In contrast (o
Mexico, the lixed-income derivatives activity
in Brazil has contracted, largely reflecting the
weakness of the underlving bond market,
Falling interest rates and increased local
boned issuance were the main fctors that
spurred the expansion of the local currency
IRS markets, In addition, the proliferation of
structured products in Hong Kong SAR,

Korea, and, more recently, Tamwan Provinee of

China creaied additional demand for instru-
ments, such as interest rate swaps, which are
useel to hedge these exposures, In some coun-
tries, most notably in Brazil and Hong Kong
SAR, the IRS marker has become more liguid
than the nnderlving eash market aned as a
result performs functions that are typically
provided by bond markets, such as price dis-
covery and provision of benchmarks, For
example, in Brazil, the local swap curve is the
henchmark yield curve for matarities beyvond
one year, In Hong Kong SAR, given the rela-
tively small size of Exchange Fund bond
1sses, the swap marker is more liquied and
therefore drives the pricing of lacal bonds, By
contrast, the South African government hond
vield curve remains the benchmark curve,
despite the fact thar the omsianding nononal
value of local currency interest rate swaps sig-
nificantly exceeds the local bond market capi-



talization. This is largely due to the fact that
the South Alrican government’s debl manage-
ment policy was specilically aimed at maintain-
ing and improving the liguidity of the
benchmark bond issues,

In some countries, the presence of sophist-
cated mstiutonal vestors and the relaxation
of restrictions on their participation in local
dervatives markets contributed o the rapid
expansion of the fixed-income derivatives
activity. For instance, one of the key drivers
behind the growth of the TRS market in Korea
was the entry of the investment trust compa-
nies that were allowed to hedge up 1o 5 per-
cent of otal assets using local derivatives. In
Singapore, insurance companies, which form
the core of the local institutional investo
base, increased their participation in the
lomger-dated interest rate derivatives market as
well, Similarly, in Taiwan Province of China,
pension and insurance companies became
more active users ol debt-relited derivatives,
following their shilt woward lixed-income
investments and away [rom equity and real
estate, In South Afvica, unil trusts are less
invalved in the swap market beeause of a
number of resirictions. However, other instim-
tional investors are very active in the IRS mar-
ket, with local banks comeentrating on the
one- 1o five-vear maturity segment and pen-
sion funds—on the 5+ year spectrum, In
Mexico, the regulatory authorities have
recently issued guidelines for pension hinds
limiting their use of derivative products only
by a certain level of the Value-at-Risk measure,
Because in many countries regulation allows
local insttutional investors o use only stan-
dardized exchange-traded products, the intro-
duction or, in some cases, widening of the
range of such instruments may be a necessary
condition for further expansion of the deriva-
tives activity.™

OVERVIEW OF DERIVATIVES MARKETS IN EMERGING ECOROMIES

In contrast 1o the IRS markets, the govern-
ment bond futures markets in emerging
econommnies tend o be less active, Since bond
futures are primarily used for hedging the
underlying bond exposures, the liquidity in
Bemed Tutures is very sensitive to the spot imars-
ket activity, For instance, the average trading
volume of the threesyear Korean government
bond future contract has closely mirrored the
performance of the underlying bond since the
introduction of the derivative conract in
September 1999 (see Figure 18). Thus, coun-
tries with less developed government bond
markets are generally less successful in devel-
aping bond futures markets, especially when
there are alternative hedging instruments thai
are sulliciently liguid, One example is the
future contract on the livesyear Singapore gov-
ernment bond, which was launched in June
2001 bul never wok ofl in carnest, with the
average daily volume Galling frem 878 con-
tracts in July 2001 1o only about 10 contracts
at the end of 2002, This was partly due w the
weak activity in the underlying instrument,
but also to the fact that local banks, which
were the main holders of government bones,
could hedge their bond posiions more effi-
ciently by using swaps. South Africa is anather
interesting case, where the bond market is
very liquid and there are several benchmark
bond Tumires listed on the exchange: however,
maost of them are rarely iraded. The illiguicdiny
ol bone Futires in Sonth Africa is explained
by the existence of a very liquid domestic
bond repo market {the so-called “carry
market”),

Equity Derivatives

Compared to currency and fixed-income
derivatives, the equity-hased derivative prod-
ucts represent a much smaller part of the

While in the O markes, the dervaiove product is guarnteed by the ssuer, the conraces histed on an

exchuange are gunrsnieed by the exchar

e: Thus, i the ltier case, the counterparny nsk s tvpically lower, Oiher

achvantages of vsing stindaredized denvaive products olfered by organveed exchanges include faster exeoution, eas-

ier liguidation of contracts, and lower trnsaction Cosis,
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Figure 18. Korean Government Bond Futures
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global marker, with the bulk of ACHIVILY Con-
centrated at the organized exchanges. This
reflects in part the diminishing role of loeal
equiry markes as a source of funding for local
entities. Nonetheless, the valume of :-.\:ch:lngra
traded equity futures and options in most
major markets rose steadily over the past few
vears, as the increased volatility in global
equity markets, as well as the introduction of
retailoriented and sectorbased products, led
maore market participants to use equity
derivatives,

While most exchanges in emerging Asia
experienced steady expansion in equity deriv-
ative products over recent vears, the stock
index derivatives” growth in Korea was spec-
tacular (see Figure 19), The average daily
trading volume in KOSPL 200 options and
futures, which are the most liquid derivative
contracts traded on the Korean Stock
Exchange (KSE), rose to 1.7 million contracts
at the end of 2002 from 0.9 million contracts
at the end of 200057 As a result, Korea now
accounts for about 30 percent of global
turnover in stock index derivatives.™ The
average daily volume of index [utures and
options traded on Taiwan Futures Exchange
(Taifex) doubled between the end of 2000
and the end of 2002, Outside Asia, South
Alrica has the most developed equity deriva-
tives markel in the emerging markets uni-
verse, In [act, the oulstanding notonal of
equity derivative products traded on the
Johannesburg Stock Exchange (JSE) and the
South African Futures Exchange (SAFEX)

T he increase in the average daily trading volume
of the ROSPL 200 oplons was even more siunning—
from L6 millicn contracts in December 2000 1o 9 mil-
lon contracts in December 2002 (all contract volumes
are based on the information provided by the FOW
TRADEdata},

Whven thut equity indes derivatve contracts taded
o KSE are of a significantly smaller size tan those
tradled an major exchanges, KSE is not considered in
the BIS global ranking of exchanges, However, accord-
ing 1o the RIS quarterly survey, KSE is the largest
derivatives exchange in the world based on the num-
her of contracts iraded.



exceeded that of the KSE in mid-2001 (see
Table 9). However, the derivatives trading vol-
umes on [SE/SAFEX declined during the past
few years, reflecting the trends in the underly-
ing equily market, the ongoing consolidation
in the banking secior and asset management
industry, and the retrenchment of some for-
cign liquidity providers. In Latin America, the
average daily uading volume of stock index
derivatives at the Brazilian Bovespa is the
highest in the region and is roughly similar o
that of South Africa and most markets in
emerging Asia (excluding Korea),

The individual stock options traded in
emerging markets are typically signilicantly
less ligpuidl than benchmark index futures and
aptions. Although the crosscountry compar-
isons of the outstanding notional values ol sin-
gle equity derivatives in emerging markets are
hampered by data availability, based on the
number of contracts traded, Bovespa appears
tr be by far the most active market for single
equity derivatives in the emerging markets
universe (see Table 11). In South Afnca, sin-
gle stock options exist for about 40 corporate
names, but are significantly less liquid than
index options. These instruments are ypically
lavnched in the OTC market and sulbse-
quently listed on the exchange.

Local equity derivatives in emerging mar-
kets are used by a wide range of market partic-
ipmus. Local corporaies are the main users of
single stock options. Asset managers, who are
typically benchmarked against various indices,
are the main users of stock index fumres and
t_npu’.nns, while pension funds ofien prefer
equin-linked notes. Market data for Korea
indicates that domestic individual investors
tend o he the most active users of stock index
futures traded on local exchanges (see Figure
201). Similarly, around 90 percent of the
futures market in Taiwan is reportedly repre-
sented by rewail investors. In South Africa,
both residents and nonresidents participate in
the marker, with foreigners at imes accouni-
ing for half of the rading volume. However,
in contrast with Asian markers, the retail

OVERVIEW OF DERIVATIVES MARKETS IN EMERGING ECONOMIES

Figure 19, Average Daily Trading Volumes in Equity
Index Derivatives in Asia
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imvestor base for equity derivatives in South
Africa is fairly small.

Over the past two years, many derivatives
exchanges around the world took measures 1o
inerease individual investor participation,
Both the Hong Kong Exchanges and Clearing
(HKE) and the Taiwan Futures Exchange
(Taifex) introduced new products argeting
individual investors, such as small-sized equiry
index futures and also the so-called equiry-
linked principal protected products,™
According to market sources, the equity-
linked principal protected products market in
Huong Kong SAR reached more than $1.5 hil-
Lion in late 2002, Similar instruments are
expected to rapidly gain popularity in Korea,
where the retail investor base is larger than in
Hong Kong SAR. However, more recently,
some KSE officials began to voice concerns
over excessively high individual investor par-
ticipation in the futures market, saying that
retail investors could exacerbate volatility by
following the investment patierns of the
better-informed foreign institutional investors,
Ohuside Asia, many emerging market
exchanges took steps to increase individual
investor participation as well, For example,
the Brazilian Bovespa launched the small-sized
equity index contracts in September 2001,

Credit Derivatives

Although the credit derivatives marker is
still a small part of the global derivatives mar-
ket, it remains one of the fastestgrowing seg-

ments notwithstanding several major credi
events that occurred during the past few years
(Russia, Argentina, and Enron), The data col-
lected as part of the BIS Triennial Survey
showed that positions in the global credin
derivatives market rose to 3693 hillion ar the
end of June 2001 from 5118 billion at the end
af June 1998, Separately, according 1o the
British Bankers' Association {BBA) Credin
Derivatives Report 2001,/2002 (see Dewsche
Bank, 2003, the wotal notional value of all
credit derivatives products referencing both
mature and emerging market names stood at
51,189 billion as of end-2001.

The emerging credit derivatives market
mainly consists of eredit protection instru-
ments on external sovereign bonds that are
tracled offshore, The estimates of the size of
this market range from 340 hillion for the our-
standing notional as of mid-2001, according o
a Risk survey, to 3300 billion suggested by
Deutsche Bank.™ Nonetheless, this means that
the share of emerging market instrumenis in
the global credit derivatives market is much
larger than their share in other global deriva-
tives markets, The most commonly used credit
derivatives in emerging markets are credit
default swaps (CDSs), creditlinked notes
(CLNs), and collateralized debt obligations
(CDOs). ™ The sovereign CDSs are the most
liquid instruments in the emerging credit
derivatives market, accounting for around 85
percent of the total outstanding notional. The
most actively traded contracts reference the
external sovereign bonds issued by Korea,

BT hese instruments wpically provide for a minimum prncipal amount o be repaid o imvestors and a varfable
return amount ased on the performance of an imdex or a porifolio of secuntes,
MRath estimates exclude emerging Asia. Deatsche Bank is believed o be the largest broker-dealer in the emerg-

ing marker credit derivatives.

LA credit defandt swap s a financial contract under which the protection buyer pays a periodic fee (expressed in
hasis points per notonal) in rewrn for a payment by the proection seller contingent on the ocourrence of a credin
event. A eredit-finked note is a security with principal and/or coupon payments linked o the oceurrence of a credin
event with respect o reference entty (e, it s a structured note with an embedded defaul swap). In a syntheric
collateralized debt obligution (CDO), the issuer of notes (protection buyer) is ypically either a special purpose vehicle
or 4 bank and the payments are usually inked 1o a portfolio (which may be actively managed) of default swaps ret-
crencing @ vanety of credin risks. The proceeds from issuance of CDOs are reimvested ina collateral consisung ol
highly vated government secuniities, which is used o pay interest and princpal on the notes.



Mexico, Brazil, Russia, and Singapore.™ A rel-
atively few top-tier corporate credits (in Latin
America, these include mainly Mexican
names, such as Telmex and Cemex) are also
traded in the CDS market, but these instru-
ments are considerably less liguid and report-
edly account for less than 5 percent of the
emerging CDS market/ex-Asia. Compared
with other regions, the CDS activity in emerg-
ing Asia has been limited by the relatively
smiall size of the external sovereign bond mar-

ket However, the CDSs are rapidly gai

popularity, as they often provide higher mar-
ket ligquidity, higher returns, and longer yield
curves than the ULS. dollar-denominated sov-
ereign bonds, Aceording to market sources,
the average daily trading volume in the Asian
CDS market rose o 3200 million in 2002 from
S100=150 million in 2001, Also, several invesi-
ment banks have recently launched credit
derivative index (CDI) products that allow
INMVESLOTS [0 @Aain exposure o pnrlfniitm ol
credit-default swaps referencing sovereign or
corporiate names in emerging markets, ™
Market mrlintp:mm use credit defanlt swaps
far hedging against (or gaining exposure ta)
changes in credit spreads and default risk.
Compared with bonds, the CDSs have several
advantages: (1) credit default swaps allow posi-
tions in maturities for which the cash instru-
ments are illiquid or unavailable; (2) there is
typically no collateral or up-front cash pay-
ment; and (3) the credit default swaps provide
investors with an opportunity to take a short
position vis<i-vis a particular credirt for a
longer term than in the repo market, in which
positions tpically have to be rolled over every
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one-to-three months, ™ In fact, emerging mar-
ket credit default swaps are often used (o take
exposure 1o sovereigns for maturities shorter
than those corresponding to outstanding
bonds and 1o express views on sovereign
default risk and on cross-country relative val-
ues (see Box 8).

Some emerging markets over the past few
years experienced a pickup in local credit
derivatives activity. In Brazil, the government
has made the first steps toward developing the
onshore credit derivatives markets by allowing
local banks to rade credit nisk. Also, the
Brazilian Central Bank issued a circular out-
lining the accounting procedures for credit
derivatives in 2001, and the Brazilian payment
and settlement system for OTC markets
(CETIP) launched a registration system for
eredit default swaps in early 2004, In Korea,
there has been a notable pickap in local cur-
rency creditlinked notes referencing Korean
corporate, sovercign, and quasi-sovereign
credits. According 1o the Bank of Korea, the
vidume of CLNs rose to 51.2 hillion in 2002
from $0.7 hillion in 20001, The main atrac-
tions of CLNs for Korean investors are higher
vield and longer duration compared with
those otfered by government and corporate
bonds. In South Africa, credit derivatives activ-
ity picked up in 2000-01 amid low interest
rates on government bonds, but stalled afrer
the central bank hiked the rates. According 1o
market sources, the credit default swaps of up
o one-year maturity currently exist for only a
tew South African corporates. In general, the
expansion of credit derivatives in emerging
markets is constrained by the relatively small

T his is based on the emerging markets credit devivatives survey conducted by the Emerging Markets Trading
Association (EMTA) and released in May 20035, The questionnaire requested notional values of all credit derivatives
traded during the period from January 1 o March 31, 2003, A total of 22 internationally active banks participated

in the survey {excluding Deutsche Rank).

PFor e x.ll'l‘lrlll J.P. Morgan has recently launched the I' merging Markets Derivative Index (EMDI), which is a has-
ket of 19 sovereign CDSs. Separately, Merrill Lynech has launched the Asia-Liguid Indexed Credits (Asia-LINC), with
25 reference entities in the basket representing corporate eredits from China, Hong Kong SAR, India, Korea,
Malaysia, Philippines, Singapore, Taiwan Frovince of China, and Thailand.

An obvious disadvanuage is that as with any insurance contract, no payout occurs il protection expires before

the credit event,
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Box B. Credit Default Swap Spreads in Emerging Markets

The credit default swap curve, a plot of
credit default swap spreads for different matu-
rities, conveys usetul informartion about mar-
ket views on a sovereign's ability to honor jis
external debt, as well as the recovery value
b investors can obiain in case of deb
defanlt. The credit default swap curve is nor-
mally upward sloping because credit deterio-
ration is more likely in the medium and long
term than in the short term. If the sovereign
is able to meet its debt repayments in the
short term, changes in market perception
about debt sustainability would likely result
into parallel or steepening movements of the
credit default swap curve, In contrast, prob-
lems associated 1o shor-term fAinancing needs
would lead to a Aattening of the credit
default swap curve, as short-lerm spreads
widen to compensate protection sellers for
the increase in short-term risk. During peri-
ods of market stress, the credit default swap
curve can become inverted, as'in the case of
Argentna during the second half of 2001,
and more recently, of Brazil since June
2002,

Further information on default probabili-
ties for a sovereign for different time hori-
zons can be extracted using standard credit
default swap valuation models, The Figure
shows the evolution of oneyvear and two-year
default probabilities for Argentina bemween
January 1990 and December 20011 The
approval of an IMF package for Argentina at
the end of 2000 conributed to soothe
investors’ sentiment and reversed a sharp
spike in default probabilities experienced in
November 2000, However, increased concerns

IDefault probahilities were estimated using the
credit derivatives pricing model described in Duffie
(1999, and asuming a 25 percent recovery rate in
case of defauln

MNaote: This box was prepared by Jorge Chan-La.

Sovereign Credit Default Probability and
EMBI+ Spread for Argentina

100 — = 50040

Two-year horizon
80 - (it percant; feft scale)

ﬁ{] =
EMBI+ Argeniing spvead
{in basis points; right scale)
Ong-yéar havran
{im peveent, ket scale)

40 -

20

! 1848 1888 00 20

Sources P Morgan Ghage, and IMF 2al pshioites

about the ability of Argenting 1o meet its debt
payments amid continued deterioration of
the country’s fiscal position. together with an
uncertain political climate, caused default
prababilines o creep upwards during 2001,
By the end of the second half of 2001, defaul
probabilities reached levels not observed ever
hefore. As it became clear that no further
external aid was forthcoming and thar the
government would refrain from implement-
ing significant fiscal measures, default proba-
bilites increased significantly at the end of
the third quarter of 2001, By mid-December
2001, trading on Argentina default swaps
stopped completely as no participant was will-
ing 1o take a long position on Argentina
eredit risk, a position validated by Argenuna's
default in January 2002,

Credit defanlr swaps are nor the only finan-
cial instruments that contain useful informa-
tiom about sovereign risk, as sovercign bond
spreads are also useful indicators of sovereign
debt solvency, Indeed, the Figure shows the
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high correlation between the default proba-
bilities implied by credit default swaps and
the EMBI+ spread for Argentina.® However,

=A demiled analysis of different sovereipn rigk
measures for emerging markes including implied
defanlt probabilities from credit defaul swaps and
sovereign bond yields is provided in Chan-Lag and
Sy (forthcoming).

size and illiquidity of the local corporate bond
markets as well as by the lack of standardized
documentation and regulatory uncertainties
regarding the weatment of credit derivatives
for accounting and tax purposes.”® Neverthe-
less, local banks manage 1o get around these
problems by offering CLNs, which reference
corporate bonds and promissory notes that
are unlisted but raded over-the-counter,
Going lorward, many market analysts loresee
the local credit derivatives market providing
price discovery for the spot market and, thus,
encouraging securitization.

Local Derivatives Markets and Capital
Flows to Emerging Economies

There is a broad consensus that the rapid
expansion of derivatives products during the
past 10 to 15 years was one of the key [actors
that facilitated the rise of global cross-border
capital Mows (see, lor example, Garber, 1998;
and Dodd, 2001). Various taditional cross-
border investment vehicles, such as loans,
bonds, equities, and FDI, can potentially
expose both lenders and borrowers o foreign
exchange risk, interest rate, market, credit,
andd refinancing (liguidity) risks. By allowing
market participants 1o unbundle and redisui-

liquidity in the cash marker is more likely 1o
dry out during periods of stress than in the
credit default swap markets. In fact, there is
anecdotal evidence thar following the serious
disruptions in the cash market clearing mech-
anisms in the aftermath of the events of
September 11, 2001, price discovery migrated
from the cash market 1o the credit derivatives
market.

bute these risks to those who are in a beter
position to manage them, derjvatives make
crosshorder investments more atiractive,
thereby increasing net flows and creating
maore opportunities for portfolio diversifica-
tion, There are many ways in which the use ol
derivatives by local and foreign market partici-
pants can facilitate cross-border capital flows,
Here are a [ew examples,

Currency derivatives can be used o change
the currency of denomination ol asset hold-
ings and, therefore, to hedge investments
against unexpected changes in exchange rates
b both foreign and local investors. Foreign
investors typically use currency derivatives (o
hedge their long local currency exposure in
emerging markets, while local entities often
use the same instruments o manage [oreign
exchange risk associated with external financ-
ing, typically in G-3 currencies. Thus, the level
ol external fund-raising by local entities is
directly related 1o the availability of the cur-
rency hedging instrumenis,

Another example is the basic single-
currency interest-rate swap, which can allow
the borrower with a Noating inlerest rate
loan/bond w hedge the interest rate risk by
swapping Noating rate payments for fixed-rate
payments, Because interest rate swaps give

WThe existence of a liguid corporate bond market is critical because the CDS counterparties use the underlyving
bond muarket 1o hedge their swap positions. In addinon, te vpe of reference obligatons most commonly included
i a CIS contract is *bonds,” and leds often “bonds and loans™ or “specified obligations.”
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barrowers an apportanity o exploin their
comparative advantages for barrowing at lixed
versus Hoating rates in different markets, they
may encourage corporates or banks o seck
external financing at more favorable werms
instead of borrowing locally. Thus, the use of
single-curmency swiaps can generate gross cross-
border flows. In some emerging markets, maost
notably in Brazil, where the local corporate
treasurers’ benchmark is a Hoating local cur-
rency interest rate, whereas funds raised inter-
nationally are wypically au a fixed ULS. dollar
rate, interest rate swaps have hecome central
to the ability of local entities o manage the
risks associated with foreign bormowing,

Finally, credit derivatives represent anather
class of instruments that can potentially
increase net Nows into emerging markets, An
attractive feature of credit derivatives is that
they allow investors/lenders to manage the
default/bankruptey risks without having w
buy or sell the underlying securites, For
example, a loreign bank can reduce its credit
exposure to a particular client without physi-
cally removing assets from its balance sheel
and thus effectively separate relationship man-
agement from risk management. Some mar-
ket analysts argue that if international banks
could use onshore credit derivatives in emerg-
ing markets, they would be more willing to
maintain or increase their exposure to local
corporate clients,

Local Participation

Local entities with [oreign exchange expuo-
sures are typically among the most active users
ol derivatives in emerging markets, Given that
domestic linancial markets in many emerging
economies are not deep enough [or large
local corporates o borrow long term and in
large size, domestic companies often have 1o
rely oninternational bond or syndicated loan
markets for this type of lunding. Thus, when
the local corporate sector has a positive net
external linancing requirement, the develop-
ment of the onshore derivatives markeis
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hecomes a critical factor in facilitating exier-
nal fund-raising. OF course, in the case when
emerging market companies with the interna-
tionally diversified producrion (for example,
the South African mining companies) limi
their foreign currency borrowing strictly to
financing those operations that earn income
in the same currency, there may not be much
need lor foreign currency hedging. However,
this financing decision mayv not necessarily be
aptimal, given the relative costs of funds
(domestic versus external), and may be due w
either the unavailability or the high cost of
hedging instruments, The later should be
improving as the emerging derivatives markets
hl:l:l.'lil'.l.ll: more mature,

The relative importnce of derivatives for
loeal entities” lund-raising in international
markets varies across emerging economies, In
Emerging Europe and Asia, this link is not as
strong as in Latin America. Following the
Asian crisis, many countries in emerging Asia
shifted woward relving more on local currency
linancing. In addition, many of these coun-
tries are running current account surpluses
and thus do not have positive net external
linancing requirements, In emerging Europe,
local entities are still constrained by regula-
tory restrictions on the use of derivatives, By
contrast, in Brazil, the link between fund-
raising in international markets and deriva-
tives activity has been particalarly strong (see
Figure 21}, Virtually all local companies that
have access o international financial markets
raise: LS, dollar-denominated funds and then
turn o the local derivatives market 1o swap
the external fnancing obligations into reais
with an interest rate indexed o the overnight
(CDI) rate. Historically, the cost of ULS. dollar
hedges in Brazil was [airly high due o the
shortage ol hedging instruments, as most
domestic institutional investors did not have
foreign currency positions (in contrast 1o the
Chilean pension [unds) and many exporters
with the U5, dollar receivables typically had
overall net short LLS, dollar positions. As a
result, Bragilian corporates tended o invest
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part of their cash reserves in LS. dollare
denominated securities in order o provide at
least partial protection against an adverse
exchange rate move. In 19949, the Bravilian
Central Bank (BCB) stepped in as the main
provider of currency hedge to the market
through the issuance of ULS. dollar linked
securities, Furthermore, in March 2002, the
BCB decided o split the exchange rate linked
instruments into reabdenaminated bonds and
foreign exchange swaps in order 1o lower its
debt rallover costs and also o reduce the cost
ol currency hedging for local entities.™

The development of the domestic credit
derivatives markets in emerging economies
can facilitate a more accurate pricing ol cor-
porate credit risk and help to attract foreign
capital Nows going lorward. Many analysts
believe that since local market participants are
maore Familiar with local credit risk and less
concerned about market liquidity than for-
eign investors, they are “natural” sellers of
credit protection on emerging market corpo-
rate risk. At the same time, the domestic
linancial institutions that already have expo-
sure (o local corporate credit visk (in the form
ol bonds, loans, and receivables) are in a bet-
ter position to structure products that match
local investors' preferences for credit risk than
foreign banks. Thus, local market participants
can play a key role in the development of the
domestic market for corporate credit risk pro-

"This move was ntended to result in a more effi-
clent pricing of hoth instrruments and a reduction of
the transactien costs [or end users of these insuru-
ments, with mumal funds being the main users of the
reabdenominated bonds, and with local corporates
being the muin users of currency hedges. Belore
March 2002, Brazilan corporates lud 1o pay a pre-
mrivim o the Brcial intermedianes for wanslerring
the LA dollar hedge component of the LS, deollar-
linked bond to them through curvency swap arange
ments, OF course, the fact that the RCB became the
main supplier of currency hedge to corparates did not
remove the currency risk, bt rather shifted the rsk
the BCIL The question of how the BCD should man-
age this risk without adverse implications for exchange
rate ar macrocconomic stability is bevond the scope of
this chapeer,

Figure 21. International Bond and Loan Issuance and
Derivatives Trading Volume in Brazil
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tection, OF note is the fact that local institu-
tional investors, particularly pension Munds
and insurance companies, have been gradu-
ally increasing their use of CLNs and struc-
tuwred products,

Foreign Participation

Foreign investors in emerging markets gen-
erally include banks, corporates, "real money”
accounts (both dedicated and cross-over
investment funds), and speculative money
accounts (hedge funds and proprictary tad-
ing desks of investment and commercial
banks). Compared with local entities, the For-
eign investors” participation in the emerging
derivatives markets is Fairly limited. Mexico,
Hungary, Poland, and the Ceech Repubilic
have seen a considerable demand by interna-
tional investors for long-term interest rate and
local currency exposures that was driven in
prart by the so-called “convergence mades,”
with exposures established in both cash and
denvatives markeis.” As far as the OTC mar-
kets are concemed, the extent of loreign
investor participation (both as final users of
the derivative products as well as intermedi-
aries) varies. In some counrtries, such as
Singapore, Hong Kong SAR, and South
Africa, foreign dealers account for the bulk of
the mirnover in the OTC markes, while in
other countries, most of the rading goes
through domestic dealers,

Both anecdoral evidence and industry sur-
veys suggest that "real money” funds hedge
refatively little of their risk exposures in
emerging markets, either because of internal
restrictions on leveraged positions or because
these risk exposures are desirable, A survey of
derivatives usage by LS, institutional investors
conducted by the NYU Stern School of
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Business in 1998 (Hayt and Levich, 1999)
showed that only 46 percent ol respondents
were permitted o use derivatives by their
investment mandate, and ooly 27 percent of
respondents had open derivatives positions at
the time of the survey, Because many emerg-
ing market couniries maintain various restric-
tions on foreign participation in local
derivatives markets, one would expect that the
percentage of the cmerging market funds
using local derivatives 1o hedge various risk
ERPOSUIes is even lower.

Even when there are no restrictions on for-
cign participation in emerging derivatives
markets, forcign investors (equity investors, in
particular) often prefer to ke ouwdght for-
vign curreney exposure. Thus, one would not
expect to find a strong link between foreign
inflows and derivatives activity even in those
emerging markets, where foreign participa-
tion is significant. Indeed, our analysis of for-
eign institutional investors’ purchases of
stocks in Brazil, Korea, Taiwan Provinee of
China, and South Africa and rthe rading vol-
umes in the onshore currency and couity
derivatives markets suggests that there is no
statistically significant relationship bemween
toreign purchases of shares and derivatives’
trading volumes in these countries.™ It should
be noted that in some emerging markers,
local equities are a "natural hedge” against the
toreign exchange risk (for example, in South
Adrica, the share prices of mining companies
with dollar receivables are often referred wo as
"rand hedges”), Unlike equity investors, bond
investors sometimes do hedge their long local-
currency bond exposures in emerging mar-
kets, Also, in those emerging markets where
bond repo markets are sutficiently liquid, for-
cign investars often prefer to repo bonds
instead of purchasing bonds outright and

TThe wrm “convergence wrade” refers 1o a ber than the loeal inflation rare (and thus long-lerm interest rates) in
an emerging marken will converge o a pardeular developed marken mate {in the United Sutes or in the EUY within
a certain period of Hme or 45 Coonomic MEEration progresses,

*This exercise uses monthly tme series of foreign purchases of local shares (from Bloomberg) and wading vol-
umes - local equity and foreign exchunge derivitves markets (from the FOW TRADEdu).



simultaneously hedging the foreign exchange
risk with derivatives,

In contrast with the “real money” accounts,
speculative investors can use derivatives freely
lor hedging risks associated with their cash
market positions or for gaining leveraged
returns or for exploiting relative value oppor-
tunities between the cash and deérivatives mar-
kets, However, according to Credit Suisse First
Boston/Tremont, the leading provider of the
hedge fund indices, the hedge Tunds tha
invest in emerging markets often employ a
long-only sirategy becanse “many emerging
markets do not allow short selling, nor offer
viable futures or other derivative praducts
with which to hedge,"™ In contrast to many
other emerging markets, loreigners were the
dominant plavers in the South African foreign
exchange and interest rate swap markets until
late 2001 (see Figure 16), using derivatives
either 1o bet on their currency and interest
rate views or to proxy-hedge the emerging
market risk (with the later due o the rand
being one of the most liquid currencies in the
emerging markets universe).

Both leveraged investors and dedicated
emerging market debt funds are active partici-
pants in the credit derivatives markets for
emerging market ULS, dollar-denominated
bonds, The main protection sellers in credit
derivatives markets are the major internation-
ally active banks. Hedge funds have been
active users of emerging market credit deriva-
tives, mainly focusing on tading the basis
Between default swaps and bonds amid
increased volatility in emerging debt mar-
kets A The “convertible arbitrage™ funds have
also been among the active buyers ol eredit
protection, using eredit default swaps 1o strip
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the credit component from the equity aption
ol convertible bonds, The main teatures of
credit derivatives that make them particularly
attractive for hedge Iunds are; they provide an
elficient way to short a credit with a relatively
low risk of a short squeeze, and they are better
instruments for structuring any relative value
trading strategies than bonds because they
allow better alignment between maturities of
different credit exposures. However, for “real
money” accounts, CLNs represent a more
viable investment alternative than CDSs, since
these funds are typically allowed to invest only
in cash instruments,® Since the ahility of for-
eign investors o manage the emerging mar-
ket corporate defanlt sk remains limited
(due to the relatively underdeveloped state of
the corporate credit default markets), many
emerging market borrowers are forced to
issue bonds with various credit enhancements,
particularly when the perceived credit risk is
high (see Chapter V of IMF, 2002a),

The Role of Derivatives in Emerging
Market Crises

While derivatives do play a positive role by
reallocating risks and facilitating growth of
capital flows 10 emerging markets, they can
also allow market participants to take on
excessive leverage, avoid prudential regula-
ticns, and manipulate accounting rules when
linancial supervision and internal risk man-
agement systems are weak or inadeqguaite. In
particular, the use (or rather misuse) of deriv-
atives can potentially allow Anancial instit-
ticns o move certain exposures ofl balance
sheets, thereby magnifying their balance sheet
mismatches in ways that may not be casily

T8 the notes an the index methodology on hinp:/ Swwawiremont.oom
M fasis” is the difference between hond spread (over LIROR) and the CDS premium for the same credit/same

miaturity,

AR important feature of CLNs s that they can be issued in Furoclearable form and listed on international
exchanges. In cantrast o CDSs, which deo not pay the protection buyer untl a eredit event acours, the ereditlinked
notes allow the protection buyer w receive cash pavment ac the time of the suance of the nowes, and thus elimi-
mate the counterparty credit risk inherent in the G5, For more detailed discussion of various credin derivanive
products offered by major investment banks, see Dewsche Bank (2003) and Ranciere (2002),
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detected by prodential supervisors ancd, as a
result, may lead to o gradual buildup of finan-
cial system Fragilities, Also, due o their very
nature (Le., the fact that they allow market
participants to establish leveraged positions),
derivative instruments tend to amplify volatil-
ity in asset markeis. Thos, a negative shock o
a country with :1Irr'.|d}' weak cconomic funda-
mentials, which ypieally triggers a sell-off in
local asset markets, can also lead 10 an unpre-
dictable and rapid unwinding of derivatives
positions that can in turn accelerate capital
outfllows and deepen the crisis,

This section will discuss the role of dernva-
tives in several emerging market erises focus
ing mainly on mwa issues: the wpes of financial
derivatives used by market participants before
the onset of a crisis and how the use of these
instruments atfected the suability of the
domestic financial system; and the impact of
the unwinding of derivatives positions on the
crisis dynamics alver the onset of 4 crisis,
While the Mexican and Asian crises high-
lighted the role of structured notes and swaps
in magnifying balance sheet mismatches and
the associated volatility in foreign exchange
markets, the Russian and Argentine crises
demonstrated the importance of counterparty
risk and spillovers through credit markers, It
should be pointed out that deteriorating fun-
damentals—mostly fiscal, but also linancial in
the case ol Asia—were the main causes ol the
recent emerging markel crises, but derivatives
amplified the impact of these crises on linan-
cial SVSLCTIS ufi!m-::rging market ceonomies, [t
shontlel also be noted that the analysis of the
rale of derivatives in emerging market crisis is
seriously hampered by daa availabiliry, since
the OTC derivatives transactions are not
reparted systematically, Thus, in many cases,
anecdoml evidence and rl*pnrwd {ex post)
losses on derivatives positions by major invest-
ment banks of the industrial countries are the
main sources of information.
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The Mexican Crisis, 1994

I the early 19905, the recently privatized
Mexican banks engaged in an aggressive
building up of their on- and off-balance sheet
positions, which led o an increase of their
credit and market risk exposures well beyvond
prudential limits, In particular, they used vari-
o derivatives o achieve leveraged returns,
Omne of the popular instrumenis that allowed
local banks o leverage their holdings of the
exchange rate linked reasury bills (the
Tesobonos) was a lesobono swap (Garber,
1998). In a wsobono swap, a Mexican bank
received the esobono yvield and paid US, daol-
lar LIBOR plus X basis points to an oflshore
counterparty, which in turn hedged its swap
position by purchasing tesobonos in the spot
market, The only transactions that were
recorded in the balance of payments were: an
outllow of bank deposits related 1o the pay-
ment of collateral by the Mexican bank, and a
LS. dollar inflow related to the purchase of
tesohomos by the foreign investor. Thus, tradi-
tiomal balance of payments accounting pro-
vided a mispuided representation of capital
Nows and associated risks—thar is, although 0
appeared that the foreign investor had a long
position in government honds, it was in fact
the local bank thar bore the wsobonao risk,
while the foreign investor was effectively pro-
viding a short-term dollar loan, Tesohona
swaps were not the only instruments that
allowed local banks to establish leveraged
positions financed by shortterm LS. daollar
loans from their offshore counterparties;
ather instruments included various structured
notes and equity swaps.™=

At the onsetr of the crisis and in the face of
rising political uncertainty and weakening fun-
damentals that uldmately foreed the authori-
ties to Moat the peso, the wsobono vields
jumped lrom 8 percent o 24 percent. As a
result, the LS, dollar value of the collateral
fell, wiggering margin calls on Mexican banks,

B Equity swaps are o subset of the wtal vetorm swaps that are discossed below,



Quoting market sources, Garber (1998) sug-
gested thar the woral of margin calls on
resoahono and ol return swaps was about 54
hillion, adding o the pressure on the
Mexican peso foreign exchange marker®*

The Asian Crises, 1997-98

As in the Mexican crisis, unlwtigwl cur-
ﬂ‘nt'}" :iﬂfl iﬂll?l‘t'.‘it rate t?ltpl!!tll[‘l.‘}i wiere kl"}"
determinants of the severity and scope of the
Asian crises (see [MF, 1998:4). Banks and non-
financial eorporations in Asia left their expo-
sures unhedged because (1) domestic interes
rates were higher than foreign interest rates,
{22} the pegged exchange rates were generally
perceived as stable, and (3) domestic hedging
products were underdeveloped, while olfshore
hedges were expensive. Because of these fac-
tors, foreign banks were eager 1o lend 1o East
Asian banks that mied 1o capure carry profits
on the interest rate differentials. However,
local prodential regulations, such as restric-
tions on the net open loreign exchange expo-
sures and risk-to-capital ratios, limited the
amount of profitable arbitrage trace,
Therefore, Asian linancial instimtions wirned
to derivatives “to avoid prudential regulations
by taking their carry positions of’ balance
sheet” (Dodd, 2001, p. 10},

According to market sources, the majority
of losses reported by both UL, and European
banks on their Asian lending were listed as
due 1o swap contracts, with the latter presum-
ably including both total return swaps and
currency swaps (Kregel, 19498), In a wotal
return swap, sne counterparty pays the other
the cash [lows (both capital appreciation and
interest payments computed on a mark-to-
market asis) generated by some underlying
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asset (equity, bond, or loan) in exchange for
dollar LIBOR plus X basis points, Thus, the
flows berween Asian linancial institutions and
loreign counterpirties were similar to those in
the tesabono swap describeed above, As in the
case of tesobono swaps, offshore counterpar-
ties were buying the underlving assets to
hedge their swap positions, while local banks
were left with short ULS. dollar positions. After
weakening fundamentals led w a collapse of
the exchange rate peg and domestic interest
rates vose, both counterparties had incentives
o either unwind the swaps or hedge their for-
eign exchange exposures, which exacerbated
the sell-ofl in Astan assets and currencies. ™

Russia’s Default and Devaluation, 1998

Although the poor state of Russia’s [iscal
accounts wis well known by mid-1998, the
announcement of a Mday moratoriom on
external debt payments on August 17, 1598
caught most market participants by surprise,
Al the time of the default and devaluation,
the estimuates of the outstanding notionals of
the LLS. dollar-ruble NDF contracts ranged
[roum S10 billion 1w S100 billion, and the wial
foreign exposure to the domestic bond mar-
ket (GRO/OFZ5) was around S20 ballion.
According to market sources, the ULS, dollars
ruble foreign exchange forwards with Russian
firms as counterparties were the largest source
ol eredin losses by major swap dealers during
1997-95, exceeding the losses made on their
Asian lending. The events in Russia high-
lighted the presence of convertibility risk even
when loeal currency positions in emerging
markets were hedged, and raised the issue of
the NDF valuation when an official rate was
not available. In addition, Russia’s default sent

AL the end of 194, foreign exchange reserves of the Banco de Mexico were ar 36,1 billion,

MOther structured mstruments were also wsed in the rap-up e the Asian enisis, For example, one of the well-
known instruments was called a PERL—principal exchange e linked note, deseribed indeeil in Deodd (20005, A
PERL was a dollir-denominated imstrument tha generated cash Qows linked w a long positon moan emerging
market currency, I the exchange rte remaned stable, the vetorn on the PERL was significantly higher than the
reeturen on U sioalarly rated dollae paper, but in e event of magor depreciaton, the retarn conld become

negative,
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shock waves through the credit derivatives
markets, with the cost of protection increasing
in all sectors, including the investment-grade
segment. Ambiguous and often misleading
delinitions ol reference obligations, credit
eventls, and setdement mechanics made i dil-
Gicult [or protection buyers o enforee the
contracts. According o dealers, there was ini-
tally some confusion aboul which event had
tor trigger the credit default swap contracts—
the declaration of the moratorium on debt
pavments or the actual default on obligations.
In addition, it was unclear whether the CDS
contracts that did not explicitly include cross-
delault clauses with the already restructured
Soviet-era debt obligatons (PRINs and TANs)
had to be wiggered by a default on these
bonds. In order 1o address the legal issues
highlighted during the Russian crisis, the
International Swaps and Derivatives
Association (ISDA) issucd new credit deriva-
tive documentation guidelines in 199495

Argentina's Default and Devaluation, 2001

In contrast with the Russian crisis, the
Argentine default and devaluation in
December 20001 were widely anticipated aned
accurred at a ime when the credit derivatives
market was relatively more mature, The pro-
tracted recession and gradual deterioraton of
the sovereign's credit qu:alil}-' mave market par-
tiripanlﬁ sufficient tme o exit the hond and
credit protection markets and also allowed the
main sellers of credit protection on Argentne
sovereign honds (brokerlealers) o hedge
their books in the repo market, The liquidiny
in the Argentine CDS marker dried up in
Augusi=Seprember 2001, following a bour of
volatility in July, The anncuncement of the
moratorium on all debt payments on

FThe most recent (19959) 15DA gumdelines include the following types of credic events: “lulure w pay,
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December 235, 2001 was unanimously accepted
as a “repudiation/ moratorium” credit event
consistent with the ISDA delinitions. There
were, reportedly, some disputes as to which
honds could be considered as “deliverable,”
Bt they have been resolved Gairly quickly,
According o market sources, 95 percent of all
credit default swaps were settled by mid-
February 2002 and there were no reported
failures to deliver, with the wotal notonal
amount of credit protection outstanding at
the end of November 2001 estimated at
$10-15 billion (see Deutsche Bank, 2008) 56

Concluding Remarks

Local derivatives markets in emerging
economies have grown rapidly over the past
[ew years, especially in countries that have
removed capital controls and have developed
their underlying securities markets. The grow-
ing use of derivative products by emerging mar-
ket participants has also supported capital
inflows and has helped investors to price and
manage the risks associated with investing in
emerging markets more efficiently. However,
the use of derrvatives has also made crisis
rljrn:-tmir_-i in some recent episodes more unpre-
dlictable by accelemting capital outflows, ampli-
fying volatility, and, in some cases, increasing
the correlation bemween asset and currency
markets. In many of these episodes, the nega-
tive impact of derivatives on orisis rI]mamirs wWis
either due to the immaturity of local derivatives
markets or due 1o weak prudental supervision,
which allowed some financial institutions to
build up leveraged positions before the onset
of a crisis. The policy implications of the wends
deseribed in this chaprer were discussed in a
broader context of the development of local
securities markets in Chapter L

oblig-

o soceleraton,” “obligaton qufl.l.ult," “repudiation Smosatoram,” and “restructunng.”
By comparison, as of November 2000, the value of the EMBL Global Avgentna subindex wis around 551 billion,
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