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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 contributing to
global financial stability and to the sustained economic growth of the IMF’s member countries.

The report was prepared by the International Capital Markets Department, under the direction
of the Counsellor and Director, Gerd Hausler. It is managed by an Editorial Committee compris-
ing Hung Q. Tran (Chairman), W. Todd Groome, Donald J. Mathieson, and David J. Ordoobadi,
and benefits from comments and suggestions from Axel Bertuch-Samuels, Peter Dattels, and
Eliot Kalter. Other contributors to this issue are Francesc Balcells, Elie Canetti, Jorge Chan-Lau,
Toni Gravelle, Francois Haas, Anna Ilyina, Janet Kong, Markus Krygier, William Lee, Gabrielle
Lipworth, Chris Morris, Jirgen Odenius, Kazunari Ohashi, Li Lian Ong, Lars Pedersen,
Magdalena Polan, Jorge Roldos, Calvin Schnure, Manmohan Singh, Rupert Thorne, and a staff
team from the Monetary and Financial Systems Department (MFD) that included S. Kal Wajid,
Udaibir Das, Nigel Davies, Gianni De Nicol6, and Kalin Tintchev. Martin Edmonds, Ivan Guerra,
Silvia Iorgova, Anne Jansen, Oksana Khadarina, Yoon Sook Kim, Ned Rumpeltin, and Peter Tran
provided research assistance. Caroline Bagworth, Jane Harris, Vera Jasenovec, Elsa Portaro, and
Ramanjeet Singh provided expert word processing assistance. Jeff Hayden of the External
Relations Department edited the manuscript and coordinated 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, insurance companies, pension
funds, stock and futures exchanges, and credit rating agencies in Brazil, Chile, China, Colombia,
France, Germany, Hong Kong SAR, Hungary, Japan, Korea, Mexico, Poland, Russia, Singapore,
South Africa, Switzerland, Thailand, the United Kingdom, and the United States. The report
reflects information available up to March 8, 2004.

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 March 26, 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.
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OVERVIEW

lobal financial vulnerabilities have

subsided further since the Septem-

ber 2003 Global Financial Stability

Report (GFSR). International
financial markets have continued to
improve, strengthening the balance sheets
of financial institutions and other market
participants. At present, financial markets
seem to be enjoying a “sweet spot:” economic
activity and corporate earnings have made a
strong recovery, most noticeably in the
United States but also in other parts of the
world. At the same time, inflation remains
quiescent, enabling the monetary autho-
rities to maintain very low policy interest
rates.

Emerging bond markets have benefited
from the abundance of liquidity and the
search for yield, as well as from the improved
credit quality of many emerging market sover-
eign and corporate borrowers. As a result, the
EMBI yield spread has declined to near
record lows. Capital flows to emerging market
countries have increased, and borrowing costs
are much lower, compared with recent years.
Including prefinancing done last year, many
emerging market countries have secured a
substantial portion of their 2004 external
financing needs.

Overall, many market indicators suggest
that the current benign financial conditions
in mature and emerging markets will likely
continue for the time being (Chapter II).
The price consolidation in many equity and
emerging bond markets since the beginning
of the year is a welcome development to the
extent that it reflects a degree of caution on
the part of investors. But this outlook is
not without risk. A closer look exposes some
fault lines that could impinge on stability
in financial markets some time down the
road.

Risks

The main risk to the benign outlook for
global financial markets is that such an out-
look rests on a very fine balancing of oppos-
ing economic forces. Low inflation, sustained
by rising productivity and substantial slack in
the economy, should help to maintain low
interest rates for some time and would limit
the extent of any potential tightening in pol-
icy rates. Consequently, while expecting inter-
est rates to rise eventually, markets have
remained sanguine about the potential impact
of such a rate increase on other asset markets.
But this benign view has been tempered by
global economic imbalances, which have
focused market attention on the sustainability
of the unprecedented gross and net capital
flows into the United States. Such concerns
contributed to a weakening of the U.S. dollar.
In recent months, however, official inflows—
largely reflecting foreign exchange market
interventions by many Asian central banks—
have increased substantially. In addition, pri-
vate sector inflows—notably to U.S. equities
and corporate bonds from European
investors—have recovered. These develop-
ments have helped ensure a gradual and
orderly adjustment of the dollar that, so far,
has not noticeably affected most financial
asset prices. At this time, market participants
expect the orderly adjustment process to con-
tinue. If this delicate balance were to be
impaired, leading to a reduction of the official
and private inflows, the dollar could weaken
more pronouncedly. At any sign of that risk
materializing, foreign investors could demand
a risk premium on dollar assets—including
pushing bond yields higher and with more
volatility than current market expectations.
This would have a negative spillover effect on
other asset markets, including pushing up
yields in Europe and emerging markets. This
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adverse development could reverse the
strengthening of financial institutions’ bal-
ance sheets and create headwinds to the eco-
nomic recovery. This may also expose
remaining structural weaknesses in several
emerging market countries, so far masked by
buoyant market conditions.

Another facet of the delicate balance is
whether the abundance of liquidity, which has
been instrumental in bolstering investor confi-
dence and valuations in most asset markets,
could at some point become more of a prob-
lem. Now that economic activities and corpo-
rate earnings have recovered strongly, the
continued abundance of liquidity and a lack
of two-way interest rate risk could lead to a
sense of complacency and intensify the search
for yield, while neglecting risk factors. There
have been anecdotal signs of “herding behav-
ior” as investors move to risky assets that may
not be familiar to them, but have performed
well in the past year. This process could lead
to an overvaluation of certain financial assets,
particularly in small and illiquid markets such
as many emerging markets. The longer this
process persists, the greater the potential for
disruptive corrections.

The risks facing emerging market countries
themselves are also finely balanced and
increasingly differentiated. As a group, emerg-
ing market countries have greatly improved
their economic fundamentals: stronger
growth with inflation still under control, cur-
rent account surplus in the sixth consecutive
year—meaning they continue to be net
exporters of capital to the rest of the world—
and substantial accumulation of foreign
exchange reserves. These improvements have
reduced their external vulnerability. However,
the aggregate performance masks a widening
gulf between countries that have made signifi-
cant progress and those that have not. Among
the former are countries enjoying credit
upgrades, including to investment grades.
Presently, more than 50 percent of the emerg-
ing bond market capitalization carries an
investment grade, compared to less than 10

percent five years ago. Among the countries
that have made lackluster progress are those
whose level and currency-mismatched nature
of public debt would make them vulnerable to
a deterioration in the external financing envi-
ronment. This vulnerability is all the more rel-
evant since these countries have had a degree
of yield spread compression comparable to
that of the improving countries, given the
abundance of liquidity mentioned earlier. In
some emerging market countries, including
some of those where elections are on the hori-
zon, social and political instability pose poten-
tial risks to policy continuity.

More Attention Needed for Structural
Issues in Major Financial Centers

Given the currently benign conjunctural sit-
uation, increased attention should be given to
fundamental changes that could improve the
resiliency of the international financial system
to future shocks. One of the most important
changes in recent years has been the transfer
of risk—in particular credit risk—from the
banking sector to the nonbanking sectors of
the financial system and beyond. So far, this
phenomenon seems to have strengthened the
resiliency of the banking sector in the face of
severe shocks, including record credit defaults
in recent years. But it has also meant a trans-
fer of credit risk from relatively more regu-
lated institutions to relatively less regulated
institutions, and from relatively more trans-
parent institutions to relatively less transpar-
ent institutions.

The transfer of risk to nonbanking sectors
has therefore raised several concerns: Where
has the risk gone? Has risk been widely dis-
persed or concentrated? Are the recipients of
risk able to manage the risk they have
assumed? Given all the changes, is there the
potential for regulatory arbitrage? Inconsis-
tencies and gaps in regulation and supervision
could create strong incentives and the tempta-
tion to exploit such shortcomings. Moreover,
as many nonbanks have also begun to reduce
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their own risk profiles, ultimately these risks
would have to be transferred to end users of
the financial system. Consequently, house-
holds, corporates, and public sector entities
could become exposed more and more
directly to financial risks.

A series of analytical chapters in this and
future issues of the GFSR will examine the
implication of these changes for global finan-
cial stability. In this context, financial stability
is defined broadly to encompass not just the
avoidance of bank failures that threaten pay-
ment systems and cause disruptions in eco-
nomic activities. From this broader
perspective, financial stability encompasses
the absence of large and persistent changes in
financial market prices and flows that inter-
fere with efficient financial intermediation.
Examples of this include exaggerated declines
in asset prices, high risk aversion for a pro-
longed period, and market structures that
allow normal market volatility to turn into
financial instability.

The series of chapters will also attempt to
analyze whether, given the increased exposure
of the household sector to financial market
risks, the authorities in major financial centers
could feel pressured to add liquidity to help
prevent large and sustained declines in asset
prices. A large and sustained asset price fall
could have huge economic costs, including
contributing to the risk of deflation—as illus-
trated by Japan’s experience. Such high costs,
and the natural inclination to avoid them,
could make it harder for the authorities to
accept a downward correction of financial
markets. In fact, this perception could lead to
a new form of moral hazard. Market partici-
pants might expect the bailouts of key asset
markets “too important to fall,” while tradi-
tionally they could have expected rescues only
of financial institutions “too big to fail.” As a
result, market participants could become com-
placent and prepare to take on more risk than
otherwise justified by fundamental develop-
ments. Ultimately, such behavior could con-
tribute to more pronounced upswings in

certain asset markets, to be followed eventu-
ally by a correction that could be more pro-
longed and painful.

Beginning this series, Chapter III focuses
on the transfer of risk from banking to non-
banking institutions, in this case to the insur-
ance industry, and examines the key factors
shaping the risk appetite and risk manage-
ment culture of life insurance companies.
These factors include market characteristics,
regulations, accounting standards, and rating
agencies. Chapter III of the September 2004
GFSR will look at similar issues in the pension
fund sector.

Chapter IV surveys the growth and develop-
ment of international and domestic institu-
tional investors for emerging market securities
and the impact of these developments on the
stability of capital flows to emerging capital
markets.

Reallocation of Credit Risk to the
Insurance Sector: Impact on Financial
Stability

The recent growth in credit derivatives as
complex credit risk transfer instruments and
the lack of transparency on such transactions
have prompted concerns about where risk has
migrated from the banking sector (see March
2002 GFSR). Since then, various official bod-
ies and private sector organizations have
undertaken work, including surveys of market
participants, to shed more light on this issue.
In gross terms, banks have conducted credit
derivative transactions largely with other
banks to achieve their desired exposures. The
insurance sector is a net taker of credit risk
(through these derivatives), but these net
positions form a small part (generally 3 to 4
percent) of their asset portfolios. Even more,
exposure to traditional credit instruments,
broadly defined, has been part of insurers’
investment portfolios for a long time, and sub-
stantial in volume. In recent years, there
seems to be relatively stronger growth in the
credit exposure of the insurance sector com-
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pared to the banking sector. The broader and
ongoing reallocation of credit risk could have
implications for financial stability.

The patterns and levels of involvement of
insurers in credit instruments, however, have
differed widely by countries and regions,
driven mainly by traditional market character-
istics and regulations. Overall, credit instru-
ments, with their low volatility and known
cash flows, have proven to be appropriate for
insurers to match against their long-term lia-
bilities. They also offer a yield pickup over
government securities, but at much lower risk
than equity holdings. Moreover, a well-
developed credit market, including credit
derivatives, coupled with appropriate risk-
based capital and accounting regimes create
strong incentives for insurers to build their
credit risk management capability. National
insurance sectors that have a larger exposure
to credit instruments than equities have been
more stable during periods of financial
stresses, most notably during 2000-03.

Driven by this experience, many large
insurers—mainly in Europe—have raised their
capital, increased exposures to credit instru-
ments relative to equities, and strengthened
their risk management capabilities. Taken
together, these developments are likely to
reduce the kind of balance sheet pressures
encountered by the insurance sector in recent
years. At the same time, previous issues of the
GFSR have highlighted the improved
resilience of the banking sector against finan-
cial shocks. Consequently, the relative reallo-
cation of credit risk between these two sectors
appears to have enhanced financial stability.
This has been achieved by exploiting the
insurers’ comparative advantage in holding
credit instruments and—more importantly—
by encouraging further development in risk
management capabilities in the insurance sec-
tor. This assessment, however, is subject to two
caveats. First, in recent years, many insurers
have changed their products in ways that have
begun to shorten the duration of their liabili-
ties. At some point in the future, this would

raise questions about the comparative advan-
tage of insurers in holding credit risk. Second,
as insurers have taken steps to manage their
balance sheet risk, they would transfer some
of these risks elsewhere, and ultimately to the
household sector. This evidently will have
implications for financial stability, and will be
examined in a future issue of the GFSR.

The Role of Institutional Investors in
Emerging Securities Markets

Despite a series of crises in recent years,
emerging stock and bond markets have made
progress in their maturation process. Key to
this process is the increasing role played by
institutional investors, both international and
domestic, in emerging markets (Chapter IV).

The strong risk-adjusted returns of emerging
securities, especially sovereign bonds, have led
many international institutional investors, such
as pension funds and life insurance companies,
to make a strategic allocation to the emerging
market asset class, mainly for diversification pur-
poses. This has helped to widen the pool of
funds committed to investing in emerging mar-
kets. Since these are long-term buy-and-hold
investors, this is likely to enhance the stability of
capital flows to emerging markets. This develop-
ment could counterbalance the more frequent
trading activity of hedge funds and other
opportunistic investors. However, since the
assets under management of these international
institutions are so big, relative to the market
capitalization as well as to the annual flows into
many emerging markets, a relatively small real-
location by these players can have a dispropor-
tionate impact on the concerned markets.

Pension funds and insurance companies usu-
ally farm out funds to asset managers specializ-
ing in emerging markets or to mutual funds.
Naturally these dedicated mutual funds also
receive inflows from retail investors. The growth
of dedicated emerging market funds has been
accompanied by an improvement in the knowl-
edge of portfolio managers and the profession-
alism of investment decisions. It has also



enabled these funds to invest in a broadly diver-
sified portfolio of emerging markets. For retail
investors, this would be a superior way to invest
in emerging markets, compared with the recent
experience of many retail investors in Europe
and Japan. These retail investors, perhaps on
the naive assumption that sovereign borrowers
do not default, had bought specific interna-
tional sovereign bonds. Overall, the larger role
of mutual funds—with more sophisticated port-
folio managers—could contribute to more dis-
criminating behavior in emerging markets, and
streamline the debtrestructuring process in the
unavoidable situation when one is needed.
Despite their positive contributions, mutual
funds have to cope with other risks that could
contribute to volatility and thus bear watch-
ing. First, emerging market asset managers are
subject to frequent (usually quarterly) per-
formance reviews by the pension funds or
insurance companies that invest in them, and
those whose performance falls below a certain
threshold will be replaced. This review process
could lead asset managers to avoid making
investment decisions that differ too much
from the benchmark index or the investment
behavior of their peers—the risk of having a
substantially different performance from the
average is too great. This could consequently
introduce another element of herding behav-
ior. Second, mutual funds have to cope with
redemption risk as retail investors can quickly
move money from funds containing assets
tainted with potential credit events or losses.
Sudden and large redemptions could force
fund managers to liquidate assets in more
liquid markets, even though these assets or
markets may have little in common with the
source of the problem causing the redemp-
tion in the first place. This, of course, is one
of the usual channels for financial contagion.
Many emerging market countries have
reformed their pension systems, in the process
fostering the growth of funded pension funds.

1See IMF’s World Economic Outlook, April 2004.

POLICY CONCLUSIONS

In addition, life insurance companies and
mutual funds have grown in several countries.
The assets under management of these institu-
tional investors have probably reached a critical
mass and will likely grow further in the foresee-
able future. In addition to spurring the devel-
opment of local capital markets, the domestic
institutional investors have exerted some stabi-
lizing influence in external emerging market
bond markets. However, relative to the growth
of these institutions, domestic capital markets
have tended to develop more slowly in terms
of market capitalization, liquidity, and variety
of instruments. Echoing the discussion in
Chapter III, one noticeable feature is the rela-
tive underdevelopment of corporate bond mar-
kets, including securities of long duration. As a
consequence, a major challenge for many
countries in the near future is the mismatch
between the growth of domestic institutional
investors and the relatively less developed
domestic securities markets that do not have
sufficient size, liquidity, and instruments to
satisfy the needs of these institutions.

Moreover, prudent regulations strictly limit-
ing the holding of various types of assets, espe-
cially foreign assets, could lead these institutions
to focus their investments in certain traditional
products. This could lead to a concentration of
risk, including a buildup of sovereign debt or
asset bubbles in domestic capital markets.

Policy Conclusions

While the adjustment of global imbalances
will take time, the key challenge for the
authorities in major financial centers is to
maintain orderly market conditions that facili-
tate the smooth financing of global imbal-
ances without taking away the pressure for
their adjustment. Any global cooperative
effort, designed to reduce economic imbal-
ances in the medium term, would greatly rein-
force the favorable market prospects.!
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Conversely, any sign of policy discord among
the major countries could upset the balancing
act, leading to a more disorderly adjustment.
Moreover, the authorities need to carefully
manage the transition from a low interest rate
environment, designed to guard against the
risk of deflation, to a more normal interest
rate environment commensurate with much
stronger growth. Besides the timing and
extent of any policy move, a communication
strategy is essential in guiding market expecta-
tions and in avoiding misunderstandings that
could contribute to market volatility and over-
shooting. Market overreactions of 1994 could
serve as useful reminders to the authorities.
Regulators and supervisors in the financial
sector also need to be alert to possible mis-
pricing of risk, excessive buildup of leverage,
or concentrated risk exposures.

In the meantime, all countries should take
advantage of the benign financial market
conditions to persevere in their reform efforts.
Mature market countries need to finish reforms
to strengthen their market foundations—the
ongoing scandals in the mutual fund industry
and in companies such as Parmalat show that
complacency is not warranted. Emerging mar-
ket countries need to take steps to reduce the
level and vulnerability of their public debt and
to further develop local capital markets.

This issue of the GFSR highlights structural
developments in key institutional investors
and identifies policy measures aimed at
improving their ability to manage risk.

In the case of the insurance industry in
mature market countries, the policy recom-
mendations refer to further development of
credit markets and to the role of regulatory
and supervisory regimes, accounting stan-
dards, and rating agencies in shaping the risk
taking of insurance companies. These meas-
ures should aim at encouraging insurance

companies to strengthen their credit risk man-

agement capability.

® Further development of credit markets. Given the
positive role of credit instruments—including
credit derivatives—in the asset portfolio of
insurance companies, authorities should seek
to support and facilitate further develop-
ments of credit markets. The authorities can
review and change relevant legal, tax, and
other regulatory measures to make it conven-
ient for issuers and investors to use credit
instruments. Private sector initiatives, such as
efforts by the International Swap and
Derivatives Association to standardize credit
derivatives contracts, are welcome as they can
stimulate growth in the market.

® Regulation and supervision. As insurance regu-
lators and supervisors pay more attention to
financial safety and soundness issues, they
should pursue a risk-based capital framework.
Such a framework aligns more closely pru-
dential requirements with underlying insur-
ance risks and encourages improved risk
management capability at insurers. There
seems to be a welcome convergence toward
such a risk-based capital regime, especially
with the evolving Solvency II in the European
Union and CP195 in the United Kingdom
(see page 92 in Chapter III).2

® Supervisory resources should be enhanced so that
supervisors have appropriate staff and skills
to evaluate the risk management models
they require of insurers.

® There is a need for increased dialogue among super-
visors to share information and to deal with
the global aspects of insurance companies’
activities, particularly those of reinsurers.

® Disclosure requirements need to be strengthened to
improve transparency in various sub-sectors
of the industry (e.g., reinsurance)? and in
the holding of and dealing in complex
instruments (such as credit derivatives).

2Solvency II is the European Union’s “Review of the Overall Financial Position of an Insurance Undertaking”
(initiated in 1999). Consultation Paper 195 is the United Kingdom’s “Enhanced Capital Requirements and

Individual Capital Assessments for Life Insurers” (2003).

3Also recommended by the International Association of Insurance Supervisors’ Task Force on Enhancing

Disclosure and Transparency in the Reinsurance Sector.



® Accounting standards. It is important to
ensure that financial and regulatory
accounts provide an accurate reflection of
an insurance company’s financial position
(see discussion on Fair Value Accounting on
page 99 in Chapter III). Assets and liabili-
ties should be measured on a similar (e.g.,
market value) basis, reflecting all risk expo-
sures. However, point estimates in financial
statements are probably not so useful as a
comprehensive disclosure that could help
market participants understand the true
business reality of insurers. It is also appro-
priate to encourage convergence in the
principles of financial accounting and regu-
latory reporting standards.

Rating agencies. While rating agencies play an
important role in disseminating credit infor-
mation about companies to market partici-
pants, it would seem desirable to reduce the
disproportionate reliance on rating agencies
as de facto regulators for reinsurance compa-
nies. To achieve this objective, supervisory
oversight for these insurers needs to be
strengthened. In addition, greater trans-
parency of business activities and financial
positions would be useful.

In the case of the investor bases for emerg-

POLICY CONCLUSIONS

regular communications with their investor
bases—for example, through investor rela-
tions programs.

Emerging market countries also need to have a
comprehensive plan to develop domestic securities
markets, taking into consideration the
growth and needs of domestic institutional
investors. These markets should have
sufficient size, liquidity, and variety of
instruments—especially bonds of long
duration—to meet the need of domestic
institutional investors. More technically,
they should improve market infrastruc-
ture, including a liquid secondary market
and a good clearing and settlement system
potentially in conjunction with other
countries. A more developed local securi-
ties market could also attract international
institutional investors. This would be a
superior way for emerging market coun-
tries to attract portfolio capital flows as the
currency risk (“the original sin”) is borne
by international investors.

Pension fund regulators need to gradually
loosen restrictions on foreign investments by local
pension managers, paying attention to the
limitations of local markets and to the diver-
sification benefits of international markets,

ing markets assets, several policy conclusions
can be highlighted.

® To attract and maintain the interest of inter- ® There should also be a conscious effort to

while maintaining adequate “prudent man”
regulations.

national institutional investors in their sover-
eign and corporate securities, emerging market
countries should continue to implement strong eco-
nomic and structural policies to enhance their
growth potential and the resilience of their
financial systems. They should also improve
disclosure and transparency through, among
other measures, subscription to the Special
Data Dissemination Standard (SDDS) and

gradually replace prescriptive regulations with
risk-based capital regimes that can encourage
the development of risk management capa-
bility on the part of local insurers. These
skills will serve them well when they begin
to invest internationally.

Mutual funds need to provide adequate disclo-
sure and education to prospective retail
investors so as to reduce redemption risk.





