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The following symbols have been used throughout this volume:
to indicate that data are not available;

— to indicate that the figure is zero or less than half the final digit shown, or that
the item does not exist;

—  between years or months (for example, 1997-99 or January-June) to indicate the
years or months covered, including the beginning and ending years or months;

/  between years (for example, 1998/99) to indicate a fiscal or financial year.
“Billion” means a thousand million; “trillion” means a thousand billion.

“Basis points” refer to hundredths of 1 percentage point (for example, 25 basis points
are equivalent to ¥ of 1 percentage point).

“n.a.” means not applicable.
Minor discrepancies between constituent figures and totals are due to rounding.

As used in this volume the term “country” does not in all cases refer to a territorial
entity that is a state as understood by international law and practice. As used here, the
term also covers some territorial entities that are not states but for which statistical
data are maintained on a separate and independent basis.
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PREFACE

The Global Financial Stability Report (GFSR) assesses global financial market developments with
the view to identifying potential systemic weaknesses. By calling attention to potential fault lines in
the global financial system, the report seeks to play a role in preventing crises, thereby contribut-
ing to global financial stability and to sustained economic growth of the IMF’s member countries.

The report was prepared by the International Capital Markets Department (ICM), under the
direction of the Counsellor and Director, Gerd Héusler. It is managed by an Editorial Committee
comprising Hung Q. Tran (Chairman), W. Todd Groome, Jorge Roldos, and David J. Ordoobadi,
and benefits from comments and suggestions from Charles R. Blitzer and L. Effie Psalida. Other
ICM staff contributing to this issue include Renzo Avesani, Nicolas Blancher, Elie Canetti, Jorge
Chan-Lau, Peter Dattels, Toni Gravelle, Francois Haas, Anna Ilyina, Markus Krygier, William Lee,
Chris Morris, Jurgen Odenius, Kazunari Ohashi, Li Lian Ong, Lars Pedersen, Magdalena Polan,
Manmohan Singh, Juan Solé, Rupert Thorne, Laura Valderrama, and Yingbin Xiao. Other con-
tributors included Robert Gillingham, Peter Heller, and Dominique Simard of the Fiscal Affairs
Department; a staff team of the Monetary and Financial Systems Department that included Robert
Corker, Anne-Marie Gulde, S. Kal Wajid, Sean Craig, Gianni De Nicol6, Jan Willem van der
Vossen, and Kalin Tintchev; and Kenichiro Kashiwase and Laura Kodres of the Research
Department. Martin Edmonds, Ivan Guerra, Silvia Iorgova, Anne Jansen, Oksana Khadarina, Yoon
Sook Kim, Ned Rumpeltin, and Peter Tran provided research assistance. Caroline Bagworth,
Cynthia Galang, Vera Jasenovec, Elsa Portaro, and Ramanjeet Singh provided expert word process-
ing assistance. Jeff Hayden of the External Relations Department edited the manuscript and coor-
dinated production of the publication.

This particular issue draws, in part, on a series of informal discussions with commercial and
investment banks, securities firms, asset management companies, hedge funds, insurance compa-
nies, pension funds, stock and futures exchanges, and credit rating agencies in Canada, Colombia,
France, Germany, Hong Kong SAR, Italy, Japan, Mexico, the Netherlands, Poland, Singapore,
Switzerland, the United Kingdom, and the United States. The report reflects information available
up to July 30.

The report has benefited from comments and suggestions from staff in other IMF departments,
as well as from Executive Directors following their discussions of the Global Financial Stability Report
on August 30, 2004. However, the analysis and policy considerations are those of the contributing
staff and should not be attributed to the Executive Directors, their national authorities, or the IMF.



CHAPTER |

OVERVIEW

ver the past six months, the global
financial system, especially the
health of financial intermediaries,
has been further strengthened by
the broadening economic recovery. The
financial system has not looked as resilient as
it does in the summer of 2004, in the three
years since the bursting of the equity bubble.
Financial intermediaries, banks and non-
banks alike, have strengthened their balance
sheets to a point where they could, if neces-
sary, absorb considerable shocks (see Chapter
II, pages 64—73). While it is obviously feasible
that one or the other financial institution,
such as a hedge fund or even a bank, might
succumb to serious mistakes in risk manage-
ment or to outright fraud, such incidents
should be isolated cases with limited, if any,
contagion to the system as a whole. Short of a
major and devastating geopolitical incident
or a terrorist attack undermining, in a signifi-
cant and lasting way, consumer confidence,
and hence financial asset valuations, it is hard
to see where systemic threats could come
from in the short term. This positive assess-
ment is focused on the financial sector, given
its potential to create fast-moving knock-on
effects through the wholesale markets. The
household sector, in turn, could face certain
financial problems going forward, despite its
improved balance sheet position. However,
from a systemic point of view, the household
sector is the ultimate shock absorber.
Consequently, market players are relatively
well prepared to deal with the long expected
tightening cycle in monetary policy. As dis-
cussed in previous issues of the Global
Financial Stability Report published during
2002, the financial system benefited crucially
from two factors during the critical years 2001
and 2002: a strong capital base going into the
recession and a preceding paradigm shift in

risk management, most clearly among the
major internationally active banks. This trend
toward risk diversification away from banks,
indeed increasingly away from the financial
sector as a whole, fundamentally helped the
financial system to weather financial shocks.
As discussed later in the chapter, this secular
trend, while helpful for financial stability, may
raise problems in the future. Over the last
year or two, the gradually strengthening recov-
ery of the world economy, as well as a steep
yield curve, has sharply increased profitability
within the financial sector and thus enhanced
financial stability. Strong increases in gross
revenues as well as a sharp reduction in cor-
porate default rates and in nonperforming
loans—both the result of the economic
recovery—are providing a strong cushion of
comfort for the financial sector (see Chapter
II, pages 73-79).

Hence, this Global Financial Stability Report,
and hopefully the next ones, will focus even
more on medium-term structural issues in
the financial system. Avoiding complacency,
we are looking for fault lines that could
ultimately translate into serious financial
stresses some time in the future, if and when
another downturn in economic activity were
to occur.

Over the past two quarters, corporations
and financial institutions have generally
reported robust earnings. Increases in sales
revenues combined with the results of on-
going cost-cutting efforts have produced
impressive earnings growth in some coun-
tries. Consequently, the balance sheets of
the corporate and financial sectors have
improved further, with many institutions
posting high levels of liquid assets. Insurance
companies, especially in Europe, have also
taken steps to strengthen their risk manage-
ment capability and strengthened their capi-
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tal base. By and large, these developments
have enhanced the resiliency of international
financial institutions.

International financial markets have
remained calm so far despite the transition to
higher interest rates. During April-May, the
unwinding of carry trades in anticipation of
Fed tightening raised bond yields and
widened emerging market bond spreads.
Nevertheless, volatility remained low in major
bond and equity markets. Despite reports of
increased risk taking reflected in higher
value-at-risk levels, many financial intermedi-
aries seem to have been able, so far, to absorb
the rise in market interest rates without visi-
ble impact on their profitability. This may be
attributed to strengthened risk management
at many institutions and also to the effective
communication strategy by the Fed. This time
around, market preparedness for a rate hike
stands in sharp contrast to the surprise and
volatility that accompanied the Fed’s tighten-
ing in 1994. By reducing liquidity in the
financial system and hence the indiscriminate
search for yield that can create financial
excesses, the Fed’s plan to restore interest
rates to a “normal” level could make the eco-
nomic expansion and benign market situa-
tion more sustainable.

After the first hike in the Federal Funds
rate in late June, economic data have led
market participants to expect inflation to
stay under control, allowing the Fed to
remove monetary stimulus at a “measured”
pace. Consequently, mature and emerging
bond markets have recovered part of their
earlier losses. Interest rates in forward mar-
kets suggest that future modest rate hikes
could be absorbed without much negative
effect. In particular, the need for potentially
unsettling mortgage hedging, which may
amplify volatility in long-term rates, is much
reduced now, compared to the situation last

summer when U.S. bond yields rose abruptly.
Basically, due to a record volume of refi-
nancing in 2002 and 2003, most outstanding
mortgages in the United States carry a
coupon lower than the current long-term
mortgage rate. Therefore, further rises in
the mortgage rate will not change abruptly
the prepayment risk facing mortgage inves-
tors, lessening their need to hedge duration
risk.!

External financing conditions facing
emerging market countries have also
returned to a healthy and more sustainable
level. Even though financing costs have risen
from the lows reached earlier this year, they
remain much lower than the average for the
past five years. After some difficulty in
April-May—especially for sub-investment
grade borrowers—emerging market borrow-
ers have since gained access to the global cap-
ital markets. As about 80 percent of the
external bond-issuing program of emerging
market countries for 2004 has been com-
pleted, some sovereigns are expected to start
prefinancing their 2005 needs if market con-
ditions remain favorable.

Risks in the Period Ahead

Overall, when conditions are as benign as
they are at the moment, the major risks—
especially in the medium term—are on the
downside.

The most immediate risk is that market
participants may develop a sense of compla-
cency, seeing how smoothly financial markets
have adjusted to the initial moves to higher
policy rates. This may be reflected in the
low volatility observed in major stock and
bond markets. Such complacency could
lead to a return of indiscriminate risk behav-
ior, due to a strong tendency to “search for
yield.”

1U.S. homeowners have increased the portion of variable-rate and interest-only mortgages in new borrowing,
thereby taking on more interest rate risk. However, most outstanding mortgages are long-term fixed rate, making

the U.S. household sector somewhat interest rate insensitive.



Naturally, if U.S. interest rates were to rise
more substantially than currently discounted
due to an unexpected acceleration of infla-
tion, the potential impact would be less
benign than in the baseline scenario. This
would be especially true if the markets were to
perceive monetary policy as having fallen
behind the curve and needing to catch up.
Since the correlation is high between U.S.
treasury yields and bond yields in Europe and
emerging markets, the spillover effect of such
a spike in U.S. yields may be widely felt—
whether or not other regions are cyclically
ready to absorb higher market interest rates.
In the future, and driven by increasingly
global asset allocation processes, these link-
ages will become even stronger as the world
moves further toward a common pool of
global savings.

Global current account imbalances pose a
continued risk, even though it is difficult to
forecast how or when the financing of the cur-
rent account deficits or the adjustment of the
imbalances could become disorderly. Data
through June show that foreign portfolio flows
into the United States remain strong. The sus-
tainability of capital flows to the United States,
however, remains a matter of concern. A
sharp and disorderly decline of the dollar
would, among other things, cause significant
losses to many international institutions hold-
ing dollar assets or generating dollar income.
But in the absence of a compelling alternative
to liquid dollar assets within a high-growth
area, it is not easy to see why investors would
trigger a wholesale shift away from dollar
assets without undermining the rationale of
their investment decisions.

Overall, global geopolitical risks continue to
be elevated and could quickly heighten risk
aversion among international investors to the
detriment of asset markets—especially those
of weak credit quality or limited liquidity. Oil
prices, in particular, could spike further, con-
tributing to inflation concerns and potentially
hurting financial markets and the economic
recovery.

POLICY CONCLUSIONS FOR THE SHORT AND MEDIUM TERM

Policy Conclusions for the Short and
Medium Term

Now that the Fed and other central banks
have successfully managed the first phase of
the transition to higher interest rates, the
task ahead is to guide market expectations in
executing the planned adjustment program.
Recent growth and inflation data have
brought market participants over to the
Fed’s vision of a “measured” pace of mone-
tary stimulus removal. The current benign
conjunctural situation should be used by the
authorities of all countries to address weak
spots in their financial systems. In particular,
in countries where insufficient profitability
has long plagued the banks, a conducive envi-
ronment should be created to facilitate the
consolidation process so as to allow the emer-
gence of a profitable and vibrant banking
sector. This would help support the financial
system to cope with the next downturn. The
benign economic and financial conditions
also make the task of policy coordination to
reduce global imbalances all the more impor-
tant and timely. According to the World
Economic Outlook, these measures encompass
policies, including structural policies, to
improve the growth performance of Europe
and Japan, while achieving fiscal consolida-
tion in the United States over the medium
term.

For emerging market countries, the contin-
uation of benign external financing condi-
tions provides an excellent window of
opportunity for maintaining strong economic
policies and reform efforts to enhance their
growth potential and the resiliency of their
financial systems. Again, this will enable them
to better deal with future shocks.

Beside the conjunctural issues, Chapter II
also reviews several structural issues, either
mentioned in earlier GFSRs or just emerging,
that could have an impact on financial mar-
kets. Of particular interest are the sections on
the recent developments of hedge funds
(page 45) and the growing involvement of
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financial market participants in energy trad-

ing markets (page 58).

Issues for the Long Term: Reforms of the
Pension Industry

Chapter III looks at the potential systemic
implications of the growth and changes of
pension funds within the global financial sys-
tem. This chapter is the second installment in
a series looking at the management of risk in
various nonbanking sectors and its impact on
financial stability.

Many countries face the challenge of
improving the adequacy of pension provisions
to cope with rising dependency ratios (i.e., the
ratio of retirees to working people). For com-
pany-sponsored pension funds, the quick suc-
cession from overfunding during the equity
market boom years of the late 1990s to under-
funding since has given rise to various reform
efforts. Among other things, these efforts
include improvements to the valuation and
disclosure of the assets and liabilities of pen-
sion funds.

Another set of measures deals with risk
management at pension funds and risk shar-
ing between corporate sponsors and employ-
ees. In terms of risk management, the focus
among industry members and regulators is
shifting from asset portfolio management—
frequently benchmarked to the major market
indices—to a greater emphasis on asset-
liability management, particularly the dura-
tion matching of assets to long-term pension
liabilities. A growing debate has ensued on
the role of governments in providing long-
term and inflation-indexed bonds.? The focus
on asset-liability management has also given
rise to a lively debate within the industry con-
cerning the appropriateness of equities or
fixed-income instruments in matching pen-
sion assets to liabilities. The outcome of such
debate could have a considerable effect on

the equity and fixed-income asset classes, as a
result of a potential rebalancing of pension
assets. In addition, international diversifica-
tion of pension assets, including to emerging
markets, will continue to progress, driven
mainly by the uneven demographic develop-
ments in different countries, as well as diversi-
fication benefits. Given the already dominant
size of pension funds in mature markets, even
small changes in asset allocations of these
funds will have a large impact on relatively
illiquid markets, such as emerging markets.

More emphasis on risk management is
likely to underpin the shift from defined ben-
efit corporate pension plans to defined contri-
bution plans, or to one of the hybrid plans.
This shift has transferred the taking of invest-
ment risk from the corporate sponsors to the
employees. Potentially, it could give rise to a
public policy issue of the role of government
if retirees incur losses in their defined contri-
bution plans due to poor investment manage-
ment or market declines. This issue is
becoming quite relevant, since the contribu-
tion to retirement income from state pensions
is projected to decline in many countries,
while individuals’ retirement savings are
increasingly viewed as insufficient. As men-
tioned above, the transfer of financial risk out-
side the financial sector has supported the
stability of financial intermediaries. However,
once the household sector (and policymak-
ers) fully understand the scope of risk they
have incurred and what that could mean for
their retirement income, there may be policy
implications. The next GFSR will study mutual
funds as another important nonbanking
financial sector, and the implications that
such a trend could have on the financial sys-
tem more broadly, including new forms of
moral hazard (“markets too important to fall”
mentioned in the April 2004 GFSR).

Overall, the growing size of pension assets
and the focus on asset-liability management

2In an interesting development, Brazil announced plans to issue new 40-year inflation-index-linked bonds in

response to demands from local pension funds.



should strengthen the role of pension funds
as stable, long-term institutional investors.
This would tend to support financial stability
as long as there is an adequate supply of
financial assets to meet their demands.
However, changes in asset allocation of pen-
sion funds would have a large impact on dif-
ferent asset classes and financial markets,
especially smaller ones. Understanding these
changes in asset allocation, and the subse-
quent capital flows, thus lies at the heart of
multilateral surveillance of financial markets.

Policy Issues for the Pension Sector

Important policy issues are highlighted by
the analysis of pension funds and of the
changes required to cope with the challenge
of an aging workforce. These policy issues are
relevant to mature market countries, but
could also be applicable to some emerging
market countries.

* The aging of the workforce in many coun-
tries has intensified the need to promote
sufficient and stable retirement savings.
First and foremost is the need to better
communicate the pension challenges and
policy priorities, particularly in countries
where the public sector has traditionally

CAPITAL FLOWS BETWEEN EMERGING AND MATURE MARKETS

should be designed to foster a closer align-
ment of pension assets to liability struc-
tures. Policymakers should facilitate the
development of certain markets and instru-
ments, including long-term, fixed-income
and index-linked products. Such securities
are necessary to allow pension funds to
better match assets and liabilities, as well

as to facilitate the supply and pricing of
annuity and long-term savings products by
market participants, such as insurance
companies.

Risk-based approaches to supervision and to
guarantee fund premiums should be
enhanced to reflect the riskiness of asset
allocations. This would allow for a fairer dis-
tribution of the cost of guarantee funds,
reduce moral hazard, and encourage risk
management.

* As pension funds need to diversify interna-

tionally, including to emerging markets,
policymakers should aim to remove the fric-
tions that continue to limit international
capital mobility. On the other hand, emerg-
ing market countries need to strengthen
their capacity to absorb such potential capi-
tal flows.

provided the bulk of pension benefits.
Policymakers should try to establish a broad
legal environment (and a tax environment
in some cases) conducive to savings growth.
Within a multi-pillar approach to pension
provisions, policymakers should try to work
toward a relatively balanced contribution
from each pillar. As demographic and cost
pressures have increased on Pillar 1 (state
pension), the contribution of state plans to
pensioners’ retirement income is projected
to decline in most countries. Therefore,
measures to encourage larger contributions
from Pillar 2 (occupational pension
schemes) and Pillar 3 (individual savings
schemes) are increasingly important.
Measures to strengthen risk management
by pension funds. Regulations and tax rules

Capital Flows Between Emerging and
Mature Markets

Conventional wisdom suggests that capital
normally flows from mature market countries,
enjoying higher capital-labor ratios, to capital-
scarce emerging market countries. Indeed
this has been the case, except for selected
episodes, such as the current period since
2000 when emerging market countries, as a
group, have become net exporters of capital
(as defined in footnote 1 in Chapter IV,
page 121).

As analyzed in Chapter 1V, the current epi-
sode of net capital outflows follows a series of
financial crises in emerging market countries
and changes in global imbalances. There are
three main themes driving the changes in
international capital flows, associated with
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the net outflow from the emerging market
countries.

In the aftermath of crises in the late 1990s
and early 2000s, emerging market countries
have undergone an adjustment process. Crisis
countries had to reduce domestic absorption
and increased exports to generate a trade sur-
plus. Many emerging market countries, not
just those in crisis, have also reduced their
external indebtedness. International banks
adjusted their portfolios by reducing expo-
sures to emerging markets. During the adjust-
ment period, countries had to restructure and
strengthen their financial and corporate sec-
tors, so as to restore normal financial interme-
diation and growth.

Second is the unprecedented accumulation
of reserves by many central banks, both to
maintain a competitive exchange rate and to
have insurance against future crises. Various
studies point out that a high ratio of reserves
relative to external debt, particularly short-
term debt, reduces the probability of debt
crises. However, the desirable level of reserves
varies from country to country, depending on
exchange rate policy as well as institutional
strengths, including the development of local
capital markets, which can facilitate corporate
restructuring.

Last but not least is the role of global fac-
tors, especially the growing global current
account imbalances. Changes in global merger
and acquisition activities also affect capital
flows. Global risk aversion affects all assets with
similar risk characteristics, regardless of their
geographical locations. Conversely, abundant
global liquidity prompts the search for yield
for all emerging markets as an important seg-
ment of high-yield assets.

During the period under study, the 2000-01
subperiod was characterized by the adjust-
ment effort, a reduction in private nonresi-
dent capital flow into the emerging markets
due—among other things—to risk aversion,
and a large outflow from emerging market
residents. In the subsequent subperiod since
2001, reserves accumulation by central banks

has been impressive, being greater than the

rising current account surplus and a rebound

in private capital inflows.

Going forward, as emerging market coun-
tries recover their economic growth, domestic
demand could revive and lead to normal
trade developments. Reserves accumulation by
many emerging market countries may slow.
Beyond a certain level, the opportunity cost
and policy complications of acquiring addi-
tional reserves may become more evident.
Finally, the increase in gross issuance of
bonds, equities, and loans by emerging mar-
ket countries—at an annualized rate of $264
billion year-to-date, compared to $198 billion
in 2003—as well as foreign direct investment
flows suggest that international investors’
appetite for emerging market assets has
returned. Indeed, as highlighted in Chapter
III, pension funds in mature market countries
have a long-term need to diversify a small por-
tion of their assets to emerging market coun-
tries. Consequently, the net capital exporting
position of emerging market countries could
prove to be a temporary development.

To the extent that emerging market coun-
tries need to attract stable capital inflows to
develop their economies, policy measures can
be taken to help change the phenomenon
that emerging market countries have become
net exporters of capital. Three sets of policy
issues correspond to the three factors account-
ing for the net capital outflow from emerging
market countries.

* As emerging markets are becoming more
mainstream assets in global portfolios, they
have to compete for risk capital vis-a-vis
other asset classes in increasingly globalized
capital markets. Emerging market countries
have to establish a track record of consis-
tently strong economic policies and reforms
to enhance their risk-adjusted return
prospects to international investors in order
to attract stable inflows.

¢ Policies to self-insure against sudden stops
in capital inflows. Implementing a strong
economic policy is a necessary condition for



financial stability, but it may not be suffi-
cient in times of global financial turmoil.
Accumulating large amounts of reserves can
lower the risk of debt crises, but it may
become costly, including in terms of posing
complications to macroeconomic stability.
Implementing financial sector reforms,
including the development of local securi-
ties markets, can help emerging market
countries reduce their reliance on volatile
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external financing and lower the cost of
self-insurance.

Policies designed to improve the mecha-
nisms for post-crisis balance sheet adjust-
ments. Of particular importance is the need
to improve markets for distressed debt to
facilitate the transfer of corporate owner-
ship and control, and to produce a better
allocation of resources to help revive
growth.
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