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FOREWORD

The experience of the past decade with the rapid expansion of financial markets has underlined the
importance of a constant evaluation of the private sector capital flows that are the engine of world eco-
nomic growth, but sometimes at the core of crisis developments as well. This experience demonstrates
that the opportunities offered by the international capital markets for enhancing global prosperity
must be balanced by a commitment to prevent debilitating financial crises.

The challenge facing the international community is to deepen our understanding of the potential
systemic weaknesses and fault lines that have the potential to lead to crises. The International Monetary
Fund is working on a comprehensive strategy aimed at safeguarding the stability and integrity of the in-
ternational financial system by better understanding how to cope with the dynamics of rapidly evolving
capital markets.

The founding of the IMF’s International Capital Markets Department in 2001 was an important step
in this effort to deepen our understanding of international capital flows and to strengthen the IMF’s
surveillance of developments in financial markets. The inauguration of the Global Financial Stability
Report, which now will become a quarterly publication of the IMF under the direction of the
International Capital Markets Department, is aimed at this same purpose. I believe that this report will
make an important contribution to the effort to better understand the trends and issues that influence
the capital markets—thereby contributing to global financial stability and the prosperity of all our
member countries.

ok At

Horst Kohler
Managing Director
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PREFACE

This is the first Global Financial Stability Report, a quarterly publication produced by the IMF’s
International Capital Markets Department. It replaces two IMF publications: the annual International
Capital Markets Report (published since 1980) and the quarterly Emerging Market Financing (published
since 2000). The report was created to provide a more frequent assessment of global financial markets
and to address emerging market financing in a global context. The report focuses on current condi-
tions in global financial markets, highlighting issues of financial imbalances, and of a structural nature,
that could pose a risk to financial market stability and sustained market access by emerging market bor-
rowers. As a quarterly, it will focus on relevant contemporary issues and not try to be a comprehensive
survey of all potential risks, and on analyzing the financial ramifications of economic imbalances high-
lighted by the IMF’s World Economic Outlook. It will regularly contain, as a special feature, articles on
structural or systemic issues relevant to international financial stability. Thus, the report is part of a
broad effort by the IMF to strengthen bilateral and multilateral surveillance of international financial
markets, with a view to promoting financial stability as a global public good. Other components of this
broad effort include integrating financial market assessment with the World Economic Outlook, the World
Economic and Market Developments review, work on private sector involvement in the resolution of fi-
nancial crises, work on standards and codes, the Financial Sector Assessment Program (FSAP), and
Special Data Dissemination Standards (SDDS).

The Global Financial Stability Report was prepared in the International Capital Markets Department,
under the direction of the Counsellor and Director, Gerd Hausler. The Global Financial Stability Report
project is directed by an Editorial Committee comprised of Hung Q. Tran (Chairman), Bankim
Chadha, Donald ]. Mathieson, and Garry J. Schinasi, and benefits from comments and suggestions from
William E. Alexander, Charles R. Blitzer, Matthew Fisher, Peter Dattels, Ronald Johannes, and L. Effie
Psalida. Other contributors to the report from the International Capital Markets Department are
Torbjorn Becker, Peter Breuer, Jorge Chan Lau, Anna Ilyina, Charles Kramer, Subir Lall, Gabrielle
Lipworth, Jens Nystedt, Jorge Roldos, Srikant Seshadri, R. Todd Smith, Krishna Srinivasan, Amadou Sy,
and James Yao. Martin Edmonds, Patricia Gillett, Silvia Iorgova, Anne Jansen, Oksana Khadarina, Yoon
Sook Kim, Advin Pagtakhan, and Peter Tran provided research assistance. Maame Baiden, Caroline
Bagworth, Lucia Buono, Vera Jasenovec, Sheila Kinsella, Ramanjeet Singh, Adriana Vohden, and Joan
Wise provided expert word processing assistance. Jeff Hayden of the External Relations Department ed-
ited the manuscript and coordinated production of the publication.

This particular quarterly issue of the report draws, in part, on a series of informal discussions with
commercial and investment banks, securities firms, asset management companies, insurance compa-
nies, pension funds, stock and futures exchanges, and credit rating agencies in London, New York, and
Tokyo. The report contains data available up to February 8, 2002.

The study 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
February 27, 2002. 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.



OVERVIEW

he year 2001 has yet again demon-

strated how resilient the international

financial system was in the face of a

number of serious challenges. In
chronological order, the past year saw the con-
tinuing deflation of the telecom, media, and
technology (TMT) bubble across global markets,
the onset of a recession in the United States
amid a synchronized global slowdown, a finan-
cial crisis in Turkey, the terrorist attacks on
September 11, the record number of bankrupt-
cies, and the default by Argentina after a long
and drawn-out crisis. Throughout these events,
several of which represented serious problems
requiring prompt attention by the appropriate
authorities, the international financial system
has shown remarkable resilience. This capacity
to absorb shocks has been bolstered by the ro-
bustness of the infrastructure of the financial sys-
tem and the key players in it; the vigilance and
ready action of the financial and monetary au-
thorities to ensure the smooth functioning of
the system, including through the timely provi-
sion of liquidity support; and the increasingly
discriminating investment behavior of market
participants. Going forward, this resilience
would again be tested if a global economic re-
covery is subdued. However, the starting condi-
tions this year would be weaker than those at the
beginning of 2001.

As analyzed in Chapter II, financial markets
ended the year on a positive note. Equity mar-
kets recovered and rallied noticeably from their
lows of late September. In bond markets, yield
spreads of corporates and high-yielding bonds,
particularly emerging market bonds, narrowed
against U.S. Treasuries. At the same time, the
U.S. Treasury yield curve steepened, and the
U.S. dollar has strengthened. Financial markets
thus anticipate, and have priced in, a recovery in
economic activity and corporate earnings during
2002. In the emerging market bond markets,

signs of financial contagion moderated
markedly. Fallout from the Argentina crisis and
default has been quite limited, in contrast to
most previous experiences. The reasons for such
noncontagion include more discriminating in-
vestment behavior by market participants, the
lack of any surprise element as the crisis slowly
proceeded to what the markets anticipated
would be an inevitable default event, the gener-
ally better economic policies, including the use
of more flexible exchange rate regimes, adopted
by many emerging market countries, as well as
various technical factors such as limited lever-
aged positions and the significant reduction in
Argentina’s weight in emerging market bond in-
dexes, such as the EMBI+. New issuance by
emerging market sovereign borrowers has re-
vived since November and this rebound has con-
tinued in the new year. For those emerging mar-
ket countries, which have so far avoided
financial contagion from Argentina, it is impor-
tant to reinforce the positive sovereign and
credit risk assessment currently held by investors.
This can be most effectively achieved by both
strengthening sustainable economic policies
where necessary and consolidating the structural
reform achieved in recent years.

At present, the consensus view that the global
economy will recover during the course of 2002
is being buttressed by recent economic statistics.
In spite of this widespread expectation, as well as
the demonstrated resilience of the international
financial system, there is no reason for compla-
cency. In the view of many market participants,
the risk of a subdued global economic recovery,
subjecting the world to a second straight year of
slow growth, as well as opening a gap between fi-
nancial market expectations and economic per-
formance, is not insignificant. If that were to ma-
terialize, it would exacerbate the financial
imbalances and some of the underlying weak-
ness in the financial sector. From a historical
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and cyclical perspective, it is important in the
months ahead to see whether the recovery in
economic activity and corporate earnings will
validate market expectations, especially for equi-
ties. If not, the likely adjustment in asset prices
and deterioration in credit quality could erode
the still fragile business and consumer confi-
dence. The implications of overleveraging and
credit quality deterioration, which would be ex-
acerbated by a subdued recovery, for financial
market stability are explored in Chapter III. First,
downward asset price adjustment and further de-
terioration in credit quality could weaken bal-
ance sheets of corporates, households, and fi-
nancial institutions in the major industrial
countries, all of which have increased their ex-
posure to traded financial assets in recent years.
Second, a subdued recovery would put further
pressure on banks’ profitability. These develop-
ments could be more worrisome in light of the
fact that present levels of indebtedness in the
major industrial countries, both in the corporate
and the household sectors, are high from a cycli-
cal perspective. Their debt servicing burden is
also high relative to current income, despite the
cyclically low interest rates. Consequently, ad-
verse financial market developments could im-
pair the incipient recovery and make a sustain-
able recovery more difficult to achieve. The
appropriate policy response by the international
community to help sustain demand has been de-
scribed in the IMF’s World Economic Outlook,
December 2001. However, to the extent that the
eventual recovery is accompanied by a further
rise in the level of indebtedness, thereby increas-
ing the sensitivity of these economies and finan-
cial systems to financial asset price fluctuations,
the situation warrants close monitoring in the
period ahead.

Of some concern is the health of individual
financial institutions in the major industrial
countries that have been weakened by the events
of 2001. The resilience of the international fi-
nancial system mentioned above has been due
largely to the strength of banking systems, and fi-
nancial systems in general, in key countries, par-
ticularly the United States. The banks in these

countries have built up their capital strength
through improved profitability during the long
expansion of the 1990s, ongoing consolidation,
and improvements in operational technology
and risk management practice. However,
progress was not uniform or even among banks
in the industrial countries; those lagging behind
in the pace of consolidation and restructuring
have continued to cope with overcapacity, stiff
competitive pressure, and sometimes poor prof-
itability in their home markets even before the
synchronized growth slowdown. For some other
institutions, diversifying into overseas markets,
including emerging markets, and pursuing new
activities, including lending to the telecom in-
dustry and engaging in credit derivative busi-
ness, have exposed them to the potential of ad-
ditional losses. In particular, in Japan, the weight
of nonperforming loans amid a prolonged pe-
riod of deflation has seriously weakened many
banking institutions, leading to their downgrad-
ing by the major rating agencies. Adverse finan-
cial market developments would further squeeze
the weak institutions between sharply reduced
earnings expectations and a still rigid cost base,
now burdened with the need for further loan
loss provisioning. In the period ahead, such con-
ditions would probably speed up the financial
sector consolidation process, both in market and
cross border.

Credit quality deterioration also provides an
important test of the performance and stability
of the market for credit risk transfers that has
grown rapidly in recent years. Overall, the prolif-
eration of credit risk transfer instruments, in-
cluding credit risk swaps, credit derivatives, and
collateralized debt obligations (CDOs), is a posi-
tive step. It has enabled banks to remove credit
exposures from their balance sheets and to dis-
tribute them more widely among market partici-
pants. In 2001, the market seemed to be able to
cope with a series of credit events, with payments
by and large being made by credit risk protec-
tion sellers to protection buyers; even though in
some cases only after arbitration (these cases
have led to improvements in the International
Swap and Derivatives Association documenta-



tion, widely used in the market). Further deteri-
oration in credit quality, which as a lagging indi-
cator could persist for some time even if the
global economy recovers, would continue to test
the market.

Independent of economic performance, sev-
eral areas of risk are surfacing. First, to the ex-
tent that regulatory arbitrage drives the growth of
the market, banks may be encouraged to origi-
nate more credit business than they would have
done otherwise, and then to transfer the credit
risks to non- or less-regulated entities, particu-
larly with regard to capital adequacy require-
ments, such as insurance companies and, to a
lesser degree, hedge funds. Banks, having signifi-
cantly substituted traditional credit risks for
counterparty risks, now depend on their coun-
terparties to perform when a credit event occurs
to keep their exposure within limits ex post. This,
however, has been shown to be uncertain in
many cases. Second, the group of important non-
traditional players has expanded to include indus-
trial companies with an active financial arm. Due
to the lighter (or lack of) financial regulatory
regime, their disclosure has been less adequate
than from regulated financial institutions, lead-
ing to a lack of information and transparency
about the overall development of the market
and the pattern of risk distribution and concen-
tration in the financial system. This makes it dif-
ficult for market participants to gauge accurately
the creditworthiness of companies and institu-
tions in a timely fashion. Third, the complexity of
instruments and transactions has grown over
time, and when a credit event occurs, it is not
clear that all contracts can be expected to be au-
tomatically executed in a way that protection
buyers expect and with a high degree of cer-
tainty. This is a risk even if one allows for the
fact that new financial instruments will have
“teething” problems initially as to solid legal doc-
umentation. The collapse of Enron, and subse-
quent events, illustrates the three areas of risk
described.

As a consequence, there seems to be the need
to review and possibly improve regulatory
regimes in the industrial countries to keep pace
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with the ongoing process of modernization and
globalization of finance. Specifically, there is the
issue of regulatory arbitrage that might distort
the origination, distribution, and pricing of
credit risks; and the need to identify and address
the gaps in regulation that have allowed signifi-
cant players in the financial markets, be they
banks or nonbanks, not to operate under a com-
parable and consistent regulatory framework
(“same business, same risk, same rule”). The na-
tional authorities are already looking to develop
and enforce appropriate disclosure require-
ments to enhance transparency in these com-
plex markets. In addition, accounting rules and
standards are also in the process of being up-
dated to address the increasing complexity of fi-
nancial transactions. Of immediate interest is
the enhanced transparency of off-balance-sheet
risk management structures such as special pur-
pose vehicles (SPVs)—particularly the extent to
which such vehicles genuinely remove risks from
the balance sheet of the originating entity rather
than merely disguise them. Such enhanced
transparency could strongly bolster the effective-
ness of market discipline as the first line of de-
fense against financial instability by enabling
market participants to more clearly identify fi-
nancial imbalances at an early stage. The result-
ing repricing of credit to those institutions could
work to limit the buildup of such vulnerabilities
before they reach an unsustainable level and po-
tentially pose risks to financial stability.

On the heels of slow global growth and of
crises in Turkey and Argentina, the need to fur-
ther develop and refine early warning systems
(EWS) as a tool for crisis prevention has again
become relevant to the international financial
community. Chapter IV analyzes the performance
of existing early warning system models that fo-
cus mostly on foreign exchange markets. The
way forward includes building models for bank-
ing and debt crises in addition to enhancing the
existing ones on foreign exchange crises, exam-
ining the linkages among different types of
crises and across countries (contagion), and
making more efficient use of information em-
bedded in financial asset prices. Chapter IV also
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lays out a research program in this area for the
IMF in the period ahead.

Chapter V addresses the role of alternative
debt instruments—other than new “plain
vanilla” bonds and regular loan issues—in en-
abling emerging market sovereigns to maintain
access to global capital markets and better man-
age their debt through risk diversification. The
need for such instruments may increase at times
of financial stress, when investor appetite for
emerging market debt could diminish and bor-
rowing costs increase. In such circumstances,
emerging market sovereigns often have adjusted

their debt management strategies, and have
made use of debt instruments embodying inno-
vative features, including debt augmentations,
time varying and state contingent instruments,
structured notes, and collateralized borrowing.
Chapter V evaluates these instruments and pres-
ents a comparative analysis of the benefits and
costs of their use, including the risks of locking
into high debt-service costs for prolonged
period of time and creating inflexible debt
structures, as well as the implications of the dif-
ficulty that markets often have in pricing these

instruments.



